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TITLE  26,  PART  39 — Continued 

§  39.119  (a)  Statutory  provisions;  in¬ 
come  from  sources  within  the  United 
States;  gross  income. 

Sec.  119.  Income  from  sources  within 
United  States — (a)  Gross  income  from 
mrces  in  United  States.  The  following 
Items  of  gross  income  shall  be  treated  as  In¬ 
come  from  sources  within  the  United  States: 

(1)  Interest.  Interest  from  the  United 
States,  any  Territory,  any  political  subdivi¬ 
sion  of  a  Territory,  or  the  District  of  Colum¬ 
bia,  and  interest  on  bonds,  notes,  or  other 
interest-bearing  obligations  of  residents,  cor¬ 
porate  or  otherwise,  not  including — 

(A)  Interest  on  deposits  with  persons 
carrying  on  the  banking  business  paid  to 
persons  not  engaged  in  business  within  the 
United  States,  or 

(B)  Interest  received  from  a  resident  alien 
Individual,  a  resident  foreign  corporation,  or 
&  domestic  corporation,  when  it  is  shown  to 
the  satisfaction  of  the  Commissioner  that 
less  than  20  per  centum  of  the  gross  income 
of  such  resident  payor  or  domestic  corpora¬ 
tion  has  been  derived  from  sources  within 
the  United  States,  as  determined  under  the 
provisions  of  this  section,  for  the  three- 
year  period  ending  with  the  close  of  the 
taxable  year  of  such  payor  preceding  the 
payment  of  such  interest,  or  for  such  part  of 
such  period  as  may  be  applicable,  or 

(C)  Income  derived  by  a  foreign  central 
bank  of  issue  from  bankers’  acceptances; 

(2)  Dividends.  The  amount  received  as 
dividends — 

(A)  From  a  domestic  corporation  other 
than  a  corporation  entitled  to  the  benefits 
of  section  251,  and  other  than  a  corporation 
less  than  20  per  centum  of  whose  gross  in¬ 
come  is  shown  to  the  satisfaction  of  the 
Commissioner  to  have  been  derived  from 
sources  within  the  United  States,  as  de¬ 
termined  under  provisions  of  this  section, 
for  the  three-year  period  ending  with  the 
close  of  the  taxable  year  of  such  corporation 
Preceding  the  declaration  of  such  dividends 
(or  for  such  part  of  such  period  as  the  cor¬ 
poration  has  been  in  existence),  or 

(B)  From  a  foreign  corporation  unless  less 
than  50  per  centum  of  the  gross  income  of 
such  foreign  corporation  for  the  three-year 

|  period  ending  with  the  close  of  its  taxable 
year  preceding  the  declaration  of  such  divi¬ 
dends  (or  for  such  part  of  such  period  as  the 
corporation  has  been  in  existence)  was  de¬ 
lved  from  sources  within  the  United  States 
15  determined  under  the  provisions  of  this 
action;  but  only  in  an  amount  which  bears 
the  same  ratio  to  such  dividends  as  the  gross 
hicome  of  the  corporation  for  such  period 
derived  from  sources  within  the  United 
States  bears  to  its  gross  income  from  all 
sources;  but  dividends  from  a  foreign  corpo- 
cstion  shall,  for  the  purposes  of  section  131 
(relating  to  foreign  tax  credit),  be  treated 


Part  11  of  this  issue  is  divided 
into  two  sections.  Section  1  con- 
taitis  §§  39.1  through  39.118-1  of 
Part  39,  Chapter  1,  Title  26,  and 
Section  2  contains  §§  39.119  (a) 
through  39.6000-1. 


as  income  from  sources  without  the  United 
States  to  the  extent  exceeding  the  amount 
which  is  100/85ths  of  the  amount  of  the 
credit  allowable  under  section  26  (b)  In 
respect  of  such  dividends; 

(3)  Personal  services.  Compensation  for 
labor  or  personal  services  performed  in  the 
United  States,  but  in  the  case  of  a  nonresi¬ 
dent  alien  individual  temporarily  present  in 
the  United  States  for  a  period  or  periods  not 
exceeding  a  total  of  ninety  days  during  the 
taxable  year,  compensation  received  by  such 
an  individual  (if  such  compensation  does  not 
exceed  $3,000  in  the  aggregate)  for  labor  or 
services  performed  as  an  employee  of  or  un¬ 
der  a  contract  with  a  nonresident  alien,  for¬ 
eign  partnership,  or  foreign  corporation,  not 
engaged  in  trade  or  business  within  the 
United  States,  shall  not  be  deemed  to  be  in¬ 
come  from  sources  within  the  United  States; 

(4)  Rentals  and  royalties.  Rentals  or 
royalties  from  property  located  in  the  United 
States  or  from  any  interest  in  such  property, 
Including  rentals  or  royalties  for  the  use  of 
or  for  the  privilege  of  using  in  the  United 
States,  patents,  copyrights,  secret  processes 
and  formulas,  good  will,  trade-marks,  trade 
brands,  franchises,  and  other  like  property; 
and 

(5)  Sale  of  real  property.  Gains,  profits, 
and  income  from  the  sale  of  real  property 
located  in  the  United  States. 

(6)  Sale  of  personal  property.  For  gains, 
profits,  and  income  from  the  sale  of  personal 
property,  see  subsection  (e). 

[Sec.  119  (a)  as  amended  by  sec.  160  (c). 
Rev.  Act  1942;  sec.  311  (b).  Rev.  Act  1951  ] 

§  39.119  (a)-l  Interest,  (a)  There 
shall  be  included  in  the  gross  income 
from  sources  within  the  United  States,  of 
nonresident  alien  individuals,  foreign 
corporations,  and  citizens  of  the  United 
States  or  domestic  corporations  which 
are  entitled  to  the  benefits  of  section  251, 
all  interest  received  or  accrued,  as  the 
case  may  be,  from  the  United  States,  any 
Territory,  any  political  subdivision  of  a 
Territory,  or  the  District  of  Columbia, 
and  interest  on  bonds,  notes,  or  other 
interest-bearing  obligations  of  residents 
of  the  United  States,  whether  corporate 
or  otherwise,  except: 

( 1 )  Interest  paid  on  deposits  with  per¬ 
sons,  including  individuals,  partnerships, 
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or  corporations,  carrying  on  the  banking 
business,  to  persons  (nonresident  alien 
individuals,  foreign  corporations,  and 
citizens  of  the  United  States  or  domestic 
corporations  entitled  to  the  benefits  of 
section  251)  not  engaged  in  business 
within  the  United  States; 

(2)  Interest  received  from  a  resident 
alien  individual,  a  resident  foreign  cor¬ 
poration,  or  a  domestic  corporation, 
when  it  is  shown  to  the  satisfaction  of 
the  Commissioner  that  less  than  20  per¬ 
cent  of  the  gross  income  of  such  resident 
payor  or  domestic  corporation  has  been 
derived  from  sources  within  the  United 
States  (as  determined  under  the  provi¬ 
sions  of  section  119)  for  the  3-year  pe¬ 
riod  ending  with  the  close  of  the  taxable 
year  of  the  payor  which  precedes  the 
payment  of  such  interest,  or  for  such 
part  of  that  period  as  may  be  applicable; 
and 

(3)  Income  derived  by  a  foreign 
central  bank  of  issue  from  bankers'  ac¬ 
ceptances.  A  foreign  central  bank  of 
issue  means  a  bank  which  is  by  law  or 
government  sanction  the  principal  auth¬ 
ority  (other  than  the  government  itself) 
issuing  instruments  intended  to  circulate 
as  currency.  Such  banks  are  generally 
the  custodians  of  the  banking  reserves 
of  their  countries. 

(b)  Any  taxpayer  who  excludes  from 
gross  income  from  sources  within  the 
United  States  income  of  the  type  speci¬ 
fied  in  paragraph  (a)  (1),  (2),  or  (3)  of 
this  section  shall  file  with  his  return  a 
statement  setting  forth  the  amount  of 
such  income  and  such  information  as 
may  be  necessary  to  show  that  the  in¬ 
come  is  of  the  type  specified  therein. 

(c)  Interest  received  from  the  United 
States  by  a  foreign  corporation  or  a  non¬ 
resident  alien  on  a  refund  of  Federal  in¬ 
come  taxes  is  taxable  as  income  from 
sources  within  the  United  States. 

(d)  As  to  the  inclusion  in  gross  income 
of  items  received  in  the  United  States 
even  though  representing  income  from 
sources  without  the  United  States,  in  the 
case  of  citizens  of  the  United  States  and 
domestic  corporations  entitled  to  the 
benefits  of  section  251,  see  §  39.251  (b)-l. 

§  39.119  (a) -2  Dividends,  (a)  Gross 
income  from  sources  within  the  United 
States  includes  dividends,  as  defined  by 
section  115: 

(1)  From  a  domestic  corporation 
other  than  one  entitled  to  the  benefits 
of  section  251,  and  other  than  a  corpora - 
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tion  less  than  20  percent  of  the  gross 
income  of  which  is  shown  to  the  satis¬ 
faction  of  the  Commissioner  to  have  been 
derived  from  sources  within  the  United 
States,  as  determined  under  the  provi¬ 
sions  of  section  119,  for  the  3-year  period 
ending  with  the  close  of  the  taxable 
year  of  such  corporation  preceding  the 
declaration  of  such  dividends  (or  for 
such  part  of  such  period  as  the  corpora¬ 
tion  has  been  in  existence) ;  or 

(2)  From  a  foreign  corporation  unless 
less  than  50  percent  of  its  gross  income 
for  the  3 -year  period  ending  with  the 
close  of  its  taxable  year  preceding  the 
declaration  of  such  dividends,  or  for  such 
part  of  such  period  as  it  has  been  in 
existence,  was  derived  from  sources 
within  the  United  States ;  but  only  in  an 
amount  which  bears  the  same  ratio  to 
such  dividends  as  the  gross  income  of 
the  corporation  for  such  period  derived 
from  sources  within  the  United  States 
bears  to  its  gross  income  from  all 
sources.  However,  for  the  purpose  of 
section  131.  relating  to  credits  for  taxes 
of  foreign  countries  and  possessions  of 
the  United  States,  dividends  from  a  for¬ 
eign  corporation  shall  be  treated  as  in¬ 
come  from  sources  without  the  United 
States  to  the  extent  exceeding  the 
amount  which  is  100/85ths  of  the 
amount  of  the  credit,  if  any,  allowable 
under  section  26  (b)  in  respect  of  such 
dividends. 

(b)  Dividends  will  be  treated  as  in¬ 
come  from  sources  within  the  United 
States  (except,  for  the  purpose  of  section 
131,  to  the  extent  indicated  in  paragraph 
(a)  (2)  of  this  section)  unless  the  tax¬ 
payer  submits  sufficient  data  to  estab¬ 
lish  to  the  satisfaction  of  the  Commis¬ 
sioner  that  they  should  be  excluded  from 
gross  income  under  paragraph  (a)  (1) 
or  (2)  of  this  section.  See  also  section 
116  (f). 

§  39.119  (a)-3  Compensation  for 

labor  or  personal  services.  Except  as 
provided  in  section  119  (a)  (3),  gross  in¬ 
come  from  sources  within  the  United 
States  includes  compensation  for  labor 
or  personal  services  performed  within 
the  United  States  regardless  of  the  resi¬ 
dence  of  the  payor,  of  the  place  in  which 
the  contract  for  service  was  made,  or  of 
the  place  of  payment.  If  a  specific 
amount  is  paid  for  labor  or  personal 
services  performed  in  the  United  States, 
such  amount  (if  income  from  sources 
within  the  United  States)  shall  be  in¬ 
cluded  in  the  gross  income.  If  no  accu¬ 
rate  allocation  or  segregration  of  com¬ 
pensation  for  labor  or  personal  services 
performed  in  the  United  States  can  be 
made,  or  when  such  labor  or  service  is 
performed  partly  within  and  partly 
without  the  United  States,  the  amount 
to  be  included  in  the  gross  income  shall 
be  determined  by  an  apportionment  on 
the  time  basis,  i.  e.,  there  shall  be  in¬ 
cluded  in  the  gross  income  an  amount 
which  bears  the  same  relation  to  the 
total  compensation  as  the  number  of 
days  of  performance  of  the  labor  or  serv¬ 
ices  within  the  United  States  bears  to  the 
total  number  of  days  of  performance  of 
labor  or  services  for  which  the  payment 
is  made.  Except  as  provided  in  section 
119  (a)  (3),  wages  received  for  serv- 
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ices  rendered  inside  the  territorial  limits 
of  the  United  States  and  wages  of  an 
alien  seaman  earned  on  a  coastwise  ves¬ 
sel  are  to  be  regarded  as  from  sources 
within  the  United  States. 

§39.119  (a) -4  Rentals  and  royalties. 
Gross  income  from  sources  within  the 
United  States  includes  rentals  or  royal¬ 
ties  from  property  located  within  the 
United  States  or  from  any  interest  in 
such  property,  including  rentals  or  royal¬ 
ties  for  the  use  of  or  the  privilege  of 
using  in  the  United  States,  patents,  copy¬ 
rights,  secret  processes  and  formulas, 
good  will,  trade-marks,  trade  brands, 
franchises,  and  other  like  property.  The 
income  arising  from  the  rental  of  prop¬ 
erty,  whether  tangible  or  intangible,  lo¬ 
cated  within  the  United  States,  or  from 
the  use  of  property,  whether  tangible 
or  intangible,  within  the  United  States, 
is  from  sources  within  the  United  States. 

§39.119  (a)-5  Sale  of  real  property. 
Gross  income  from  sources  within  the 
United  States  includes  gain,  computed 


from  sources  within  the  United  States. 
If,  however,  it  is  shown  to  the  satisfac¬ 
tion  of  the  Commissioner  that  due  to  the 
peculiar  conditions  of  production  and 
sale  in  a  specific  case  or  for  other  reasons 
all  of  such  gross  income  should  not  be 
allocated  to  sources  within  the  United 
States,  an  apportionment  thereof  to 
sources  within  the  United  States  and  to 
sources  without  the  United  States  shall 
be  made  as  provided  in  §  39.119  (e)-l. 

(c)  Where  items  of  gross  income  are 
separately  allocated  to  sources  within 
the  United  States,  there  shall  be  de¬ 
ducted  therefrom,  in  computing  net  in¬ 
come,  the  expenses,  losses,  and  other 
deductions  properly  apportioned  or  al¬ 
located  thereto  and  a  ratable  part  of 
other  expenses,  losses,  or  other  deduc¬ 
tions  which  cannot  definitely  be  allo¬ 
cated  to  some  item  or  class  of  gross 
income. 

§  39.119  (b)  Statutory  previsions;  in¬ 
come  from  sources  within  the  United 
States;  net  income. 


under  the  provisions  of  sections  111  to 
113,  inclusive,  derived  from  the  sale  or 
other  disposition  of  real  property  located 
in  the  United  States.  For  the  treat¬ 
ment  of  capital  gains  and  losses,  see 
section  117. 

§  39.119  (a)-6  Sale  of  personal  prop - 
erty.  Income  derived  from  the  purchase 
and  sale  of  personal  property  shall  be 
treated  as  derived  entirely  from  the 
country  in  which  sold,  except  that  in¬ 
come  derived  from  the  purchase  of  per¬ 
sonal  property  within  a  possession  of  the 
United  States  and  its  sale  within  the 
United  States  shall  be  treated  as  derived 
partly  from  sources  within  and  partly 
from  sources  without  the  United  States. 
A  possession  of  the  United  States  consti¬ 
tutes  a  “country,”  within  the  meaning 
of  this  section,  separate  and  distinct 
from  the  United  States.  Hence,  income 
derived  from  the  purchase  of  personal 
property  within  the  United  States  and 
its  sale  within  a  possession  of  the  United 
States  shall  be  treated  as  derived  entirely 
from  within  a  possession  of  the  United 
States.  The  word  “sold”  includes  “ex¬ 
changed.”  The  “country  in  which  sold” 
ordinarily  means  the  place  where  the 
property  is  marketed.  This  section  does 
not  apply  to  income  from  the  sale  of  per¬ 
sonal  property  produced  (in  whole  or  in 
part)  by  the  taxpayer  within  and  sold 
without  the  United  States  or  produced 
(in  whole  or  in  part)  by  the  taxpayer 
without  and  sold  within  the  United 
States.  See  §  39.119  (e)-l. 

§  39.119  (a)-7  Other  income  from 
sources  within  the  United  States,  (a) 
Items  of  gross  income  other  than  those 
specified  in  section  119  (a)  and  (c)  shall 
be  allocated  or  apportioned  to  sources 
within  or  without  the  United  States,  as 
provided  in  section  119  (e). 

(b)  The  income  derived  from  the  own¬ 
ership  or  operation  of  any  farm,  mine, 
oil  or  gas  well,  other  natural  deposit, 
or  timber,  located  within  the  United 
States,  and  from  the  sale  by  the  pro¬ 
ducer  of  the  products  thereof  within 
or  without  the  United  States,  shall 
ordinarily  be  included  in  gross  income 


Sec.  119.  Income  from  sources  within 
United  States.  *  *  * 

(b)  Net  income  from  sources  in  United 
States.  From  the  items  of  gross  income 
specified  in  subsection  (a)  of  this  section 
there  shall  be  deducted  the  expenses,  losses, 
and  other  deductions  properly  apportioned 
or  allocated  thereto  and  a  ratable  part  of 
any  expenses,  losses,  or  other  deductions 
which  can  not  definitely  be  allocated  to  some 
item  or  class  of  gross  income.  The  remain¬ 
der,  if  any,  shall  be  included  in  full  as  nit 
income  from  sources  within  the  United 
States. 

§  39.119  (b)-l  Apportionment  of  de¬ 
ductions.  (a)  From  the  items  specified 
in  section  119  (a)  as  being  derived  spe¬ 
cifically  from  sources  within  the  United 
States  there  shall,  in  the  case  of  non¬ 
resident  alien  individuals  and  foreign 
corporations  engaged  in  trade  or  busi¬ 
ness  within  the  United  States,  be  de¬ 
ducted  the  expenses,  losses,  and  other 
deductions  properly  apportioned  or  allo¬ 
cated  thereto  and  a  ratable  part  of  any 
other  expenses,  losses,  or  deductions 
which  cannot  definitely  be  allocated  to 
some  item  or  class  of  gross  income.  The 
remainder  shall  be  included  in  full  as 
net  income  from  sources  within  the 
United  States.  The  ratable  part  is  based 
upon  the  ratio  of  gross  income  from 
sources  within  the  United  States  to  the 
total  gross  income. 

Example.  A  nonresident  alien  individual 
engaged  in  trade  or  business  within  the 
United  States  whose  taxable  year  is  the 
calendar  year  derived  gross  income  from  all 
sources  for  1952  of  $180,000,  one-fifth  of 
which  ($36,000)  was  from  sources  within  the 
United  States  as  follows: 


Interest  on  bonds  of  a  domestic  cor- 

poration _ 0  0 

Dividends  on  stock  of  a  domestic  cor- 

poration _  000 

Royalty  for  the  use  of  patents  within 

the  United  States _ 12. 0C0 

Gain  from  sale  of  real  property  lo- 

cated  within  the  United  States.--  H.('[W 


Total 


36,000 


The  remainder  of  the  gross  Income  was  fro 
sources  without  the  United  States,  dei 
mined  under  §  39.119  (c)  — 1. 


L 


Saturday,  September  26,  1953 

The  expenses  of  the  taxpayer  for  the  year 
amounted  to  $78,000.  Of  these  expenses  the 
amount  of  $8,000  is  properly  allocated  to  In¬ 
come  from  sources  within  the  United  States 
and  the  amount  of  $40,000  is  properly  al¬ 
located  to  income  from  sources  without  the 
United  States.  The  remainder  of  the  ex¬ 
penses  ($30,000)  cannot  be  definitely  allo¬ 
cated  to  any  class  of  income.  A  ratable  part 
thereof,  based  upon  the  relation  of  gross 
Income  from  sources  within  the  United 

States  to  the  total  gross  Income,  shall  be 

deducted  in  computing  net  income  from 
sources  within  the  United  States.  Thus, 
there  are  deducted  from  the  $36,000  of  gross 
income  from  sources  within  the  United 

States  expenses  amounting  to  $14,000  (rep¬ 
resenting  $8,000  properly  apportioned  to  the 
income  from  sources  within  the  United 

States  and  $6,000,  a  ratable  part  (one-fifth) 
of  the  expenses  which  could  not  be  allocated 
to  any  item  or  class  of  gross  income).  The 
remainder  ($22,000)  is  the  net  Income  from 
sources  within  the  United  States. 

The  deductions  provided  for  in  chap¬ 
ter  1  shall  be  allowed  to  nonresident  alien 
individuals  and  foreign  corporations  en¬ 
gaged  in  trade  or  business  within  the 
United  States,  and  to  citizens  of  the 
United  States  and  domestic  corporations 
entitled  to  the  benefits  of  section  251, 
only  if  and  to  the  extent  provided  in 
sections  213,  215,  232,  233,  and  251. 

g  39.119  (c)  Statutory  provisions;  in¬ 
come  from  sources  within  the  United 
States;  gross  income  from  sources  with¬ 
out  the  United  States. 

Sec.  119.  Income  from  sources  within 
United  States.  •  •  • 

(c)  Gross  income  from  sources  without 
United  States.  The  following  items  of  gross 
income  shall  be  treated  as  Income  from 
sources  without  the  United  States: 

(1)  Interest  other  than  that  derived  from 
sources  within  the  United  States  as  pro¬ 
vided  in  subsection  (a)  (1)  of  this  section; 

(2)  Dividends  other  than  those  derived 
from  sources  within  the  United  States  as 
provided  in  subsection  (a)  (2)  of  this  sec¬ 
tion; 

(3)  Compensation  for  labor  or  personal 
services  performed  without  the  United 

States; 

(4)  Rentals  or  royalties  from  property  lo¬ 
cated  without  the  United  States  or  from 
any  interest  in  such  property.  Including 
rentals  or  royalties  for  the  use  of  or  for  the 
privilege  of  using  without  the  United  States, 
patents,  copyrights,  secret  processes  and 
formulas,  good  will,  trade-marks,  trade 
brands,  franchises,  and  other  like  properties; 
and 

(5)  Gains,  profits,  and  Income  from  the 
sale  of  real  property  located  without  the 
United  States. 

5  39.119  (c)  — 1  Income  from  sources 
without  the  United  States.  Gross  in¬ 
come  from  sources  without  the  United 
States  includes : 

(a)  Interest  other  than  that  specified 
in  section  119  (a)  (1),  as  being  derived 
from  sources  within  the  United  States; 

(b)  Dividends  other  than  those  derived 
from  sources  within  the  United  States 
as  provided  in  section  119  (a)  (2) ; 

<c)  Compensation  for  labor  or  per¬ 
sonal  services  performed  without  the 
United  States  (for  the  treatment  of 
compensation  for  labor  or  personal  serv¬ 
ices  performed  partly  within  the  United 
states  and  partly  without  the  United 
States,  see  §  39.119  <a)-3) ; 

(d)  Rentals  or  royalties  derived  from 
Property  without  the  United  States  or 


L 


FEDERAL  REGISTER 

from  any  interest  in  such  property,  in¬ 
cluding  rentals  or  royalties  for  the  use 
of  or  for  the  privilege  of  using  without 
the  United  States,  patents,  copyrights, 
secret  processes  and  formulas,  goodwill, 
trade-marks,  trade  brands,  franchises, 
and  other  like  property  (see  §  39.119 
(a) -4) ;  and 

(e)  Gain  derived  from  the  sale  of  real 
property  located  without  the  United 
States  (see  sections  111  to  113,  inclusive). 

§39.119  (d)-(e)  Statutory  provi¬ 
sions;  income  from  sources  within  the 
United  States;  net  income  from  sources 
without  the  United  States;  income  from 
sources  partly  within  and  partly  without 
the  United  States. 

Sec.  119.  Income  from  sources  within 
United  States.  •  •  • 

(d)  Net  income  from  sources  without 
United  States.  Prom  the  items  of  gross  in¬ 
come  specified  in  subsection  (c)  of  this  sec¬ 
tion  there  shall  be  deducted  the  expenses, 
losses,  and  other  deductions  properly  ap¬ 
portioned  or  allocated  thereto;  and  a  ratable 
part  of  any  expenses,  losses,  or  other  deduc¬ 
tions  which  can  not  definitely  be  allocated 
to  some  item  or  class  of  gross  income.  The 
remainder,  if  any,  shall  be  treated  in  full  as 
net  income  from  sources  without  the  United 
States. 

(e)  Income  from  sources  partly  within  and 
partly  without  United  States.  Items  of  gross 
income,  expenses,  losses  and  deductions, 
other  than  those  specified  in  subsections 
(a)  and  (c)  of  this  section,  shall  be  allo¬ 
cated  or  apportioned  to  sources  within  or 
without  the  United  States,  under  rules  and 
regulations  prescribed  by  the  Commissioner 
with  the  approval  of  the  Secretary.  Where 
items  of  gross  income  are  separately  allocated 
to  sources  within  the  United  States,  there 
shall  be  deducted  (for  the  purpose  of  com¬ 
puting  the  net  income  therefrom)  the 
expenses,  losses,  and  other  deductions  prop¬ 
erly  apportioned  or  allocated  thereto  and  a 
ratable  part  of  other  expenses,  losses  or  other 
deductions  which  can  not  definitely  be  allo¬ 
cated  to  some  item  or  class  of  gross  income. 
The  remainder,  if  any,  shall  be  included  in 
full  as  net  income  from  sources  within  the 
United  States.  In  the  case  of  gross  income 
derived  from  sources  partly  within  and  partly 
without  the  United  States,  the  net  income 
may  first  be  computed  by  deducting  the  ex¬ 
penses,  losses,  or  other  deductions  appor¬ 
tioned  or  allocated  thereto  and  a  ratable  part 
of  any  expenses,  losses,  or  other  deductions 
which  can  not  definitely  be  allocated  to  some 
items  or  class  of  gross  income;  and  the  por¬ 
tion  of  6uch  net  Income  attributable  to 
sources  within  the  United  States  may  be 
determined  by  processes  or  formulas  of  gen¬ 
eral  apportionment  prescribed  by  the  Com¬ 
missioner  with  the  approval  of  the  Secretary. 
Gains,  profits,  and  income  from — 

(1)  Transportation  or  other  services  ren¬ 
dered  partly  within  and  partly  without  the 
United  States,  or 

(2)  From  the  sale  of  personal  property  pro¬ 
duced  (in  whole  or  in  part)  by  the  taxpayer 
within  and  sold  without  the  United  States, 
or  produced  (in  whole  or  in  part)  by  the  tax¬ 
payer  without  and  sold  within  the  United 
States, 

shall  be  treated  as  derived  partly  from  sources 
within  and  partly  from  sources  without 
the  United  States.  Gains,  profits  and  In¬ 
come  derived  from  the  purchase  of  personal 
property  within  and  its  sale  without  the 
United  States  or  from  the  purchase  of  per¬ 
sonal  property  without  and  its  sale  within 
the  United  States,  shall  be  treated  as  derived 
entirely  from  sources  within  the  country  In 
which  sold,  except  that  gains,  profits,  and 
Income  derived  from  the  purchase  of  per- 
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sonal  property  within  a  possession  of  the 
United  States  and  its  sale  within  the  United 
States  shall  be  treated  as  derived  partly  from 
sources  within  and  partly  from  sources  with¬ 
out  the  United  States. 

§  39.119  (e)-l  Income  from  the  sale 
of  personal  property  derived  from 
sources  partly  within  and  partly  without 
the  United  States,  (a)  Items  of  gross 
income  not  allocated  by  section  119  (a) 
or  section  119  (c)  to  sources  within  or 
without  the  United  States  shall  (unless 
unmistakably  from  a  source  within  or 
a  source  without  the  United  States)  be 
treated  as  derived  from  sources  partly 
within  and  partly  without  the  United 
States.  Such  income  derived  from  the 
sale  of  personal  property  may  be  divided 
into  two  classes:  Class  A,  income  derived 
from  sources  partly  within  the  United 
States  and  partly  within  a  foreign  coun¬ 
try,  and  class  B,  income  derived  from 
sources  partly  within  the  United  States 
and  partly  within  a  possession  of  the 
United  States. 

(b)  Class  A.  The  portion  of  class  A 
Income  derived  from  the  production  and 
sale  of  personal  property  which  is  attrib¬ 
utable  to  sources  within  the  United 
States  shall  be  determined  according  to 
the  rules  and  cases  set  forth  in  this  para¬ 
graph.  Gross  income  derived  from  the 
sale  of  personal  property  produced  (in 
whole  or  in  part)  by  the  taxpayer  within 
the  United  States  and  sold  within  a  for¬ 
eign  country,  or  produced  (in  whole  or  in 
part>  by  the  taxpayer  within  a  foreign 
country  and  sold  within  the  United 
States  shall  be  treated  as  derived  partly 
from  sources  within  the  United  States 
and  partly  from  sources  within  a  foreign 
country  under  one  of  the  cases  set  forth 
below.  As  used  herein  the  word  “pro¬ 
duced”  includes  created,  fabricated, 
manufactured,  extracted,  processed, 
cured,  or  aged. 

Case  Al.  Where  the  manufacturer  or  pro¬ 
ducer  regularly  sells  part  of  his  output  to 
wholly  independent  distributors  or  other 
selling  concerns  in  such  a  way  as  to  establish 
fairly  an  independent  factory  or  production 
price — or  shows  to  the  satisfaction  of  the 
Commissioner  that  such  an  independent  fac¬ 
tory  or  production  price  has  been  otherwise 
established — unaffected  by  considerations  of 
tax  liability,  and  the  selling  or  distributing 
branch  or  department  of  the  business  is 
located  in  a  different  country  from  that  in 
which  the  factory  is  located  or  the  produc¬ 
tion  carried  on,  the  net  income  attributable 
to  sources  within  the  United  States  shall  be 
computed  by  an  accounting  which  treats  the 
products  as  sold  by  the  factory  or  productive 
department  of  the  business  to  the  distribut¬ 
ing  or  selling  department  at  the  independent 
factory  price  so  established.  In  all  such  cases 
the  basis  of  the  accounting  shall  be  fully 
explained  in  a  statement  attached  to  the 
return. 

Case  A2.  Where  an  independent  factory 
or  production  price  has  not  been  established 
as  provided  under  case  Al,  the  net  Income 
shall  first  be  computed  by  deducting  from 
the  gross  income  derived  from  the  sale  of 
personal  property  produced  (in  whole  or  In 
part)  by  the  taxpayer  within  the  United 
States  and  sold  within  a  foreign  country  or 
produced  (in  whole  or  in  part)  by  the  tax¬ 
payer  within  a  foreign  country  and  sold 
within  the  United  States,  the  expenses, 
losses,  or  other  deductions  properly  appor¬ 
tioned  or  allocated  thereto  and  a  ratable 
part  of  any  expenses,  losses,  or  other  deduc¬ 
tions  which  cannot  definitely  be  allocated 
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to  some  item  or  class  of  gross  Income.  Of 
the  amount  of  net  income  so  determined, 
one-half  shall  be  apportioned  in  accordance 
with  the  value  of  the  taxpayer  s  property 
within  the  United  States  and  within  the  for¬ 
eign  country,  the  portion  attributable  to 
sources  within  the  United  States  being  de¬ 
termined  by  multiplying  such  one-half  by 
a  fraction  the  numerator  of  which  consists 
of  the  value  of  the  taxpayer's  property  with¬ 
in  the  United  States,  and  the  denominator 
of  which  consists  of  the  value  of  the  tax¬ 
payer’s  property  both  within  the  United 
States  and  within  the  foreign  country.  The 
remaining  one-half  of  such  net  income  shall 
be  apportioned  in  accordance  with  the  gross 
sales  of  the  taxpayer  within  the  United 
States  and  within  the  foreign  country,  the 
portion  attribute  ble  to  sources  within  the 
United  States  being  determined  by  multiply¬ 
ing  such  one-half  by  a  fraction  the  nu¬ 
merator  of  which  consists  of  the  taxpayer’s 
gross  sales  for  the  taxable  year  or  period 
within  the  United  States,  and  the  denomi¬ 
nator  of  which  consists  of  the  taxpayer’s 
gross  sales  for  the  taxable  year  or  period 
both  within  the  United  States  and  within 
the  foreign  country.  The  term  “gross  sales 
of  the  taxpayer  within  the  United  States” 
means  the  gross  sales  made  during  the  tax¬ 
able  year  which  were  principally  secured, 
negotiated,  or  effected  by  employees,  agents, 
offices,  or  branches  of  the  taxpayer’s  busi¬ 
ness  resident  or  located  in  the  United  States. 
The  term  “gross  sales,”  as  used  in  case  A2, 
refers  only  to  the  sales  of  personal  prop¬ 
erty  produced  (in  whole  or  in  part)  by  the 
taxpayer  within  the  United  States  and  sold 
within  a  foreign  country  or  produced  (in 
whole  or  in  part)  by  the  taxpayer  within 
a  foreign  country  and  sold  within  the  United 
States,  and  the  term  “property”  Includes 
only  the  property  held  or  used  to  produce 
income  which  is  derived  from  such  sales. 
Such  property  should  be  taken  at  its  actual 
value,  which  in  the  case  of  property  valued 
or  appraised  for  purposes  of  inventory,  de¬ 
preciation,  depletion,  or  other  purposes  of 
taxation  shall  be  the  highest  amount  at 
which  so  valued  or  appraised,  and  which  in 
other  cases  shall  be  deemed  to  be  its  book 
value  in  the  absence  of  affirmative  evidence 
showing  such  value  to  be  greater  or  less 
than  the  actual  value.  The  average  value 
during  the  taxable  year  or  period  shall  be 
employed.  The  average  value  of  property 
as  above  prescribed  at  the  beginning  and 
end  of  the  taxable  year  or  period  ordinarily 
may  be  used,  unless  by  reason  of  material 
changes  during  the  taxable  year  or  period 
such  average  does  not  fairly  represent  the 
average  for  such  year  or  period,  in  which 
event  the  average  shall  be  determined  upon 
a  monthly  or  daily  basis.  Bills  and  accounts 
receivable  shall  (unless  satisfactory  reason 
for  a  different  treatment  is  shown)  be  as¬ 
signed  or  allocated  to  the  United  States  when 
the  debtor  resides  in  the  United  States, 
unless  the  taxpayer  has  no  office,  branch, 
or  agent  in  the  United  States. 

Case  A3.  Application  for  permission  to 
base  the  return  upon  the  taxpayer’s  books 
of  account  will  be  considered  by  the  Com¬ 
missioner  in  the  case  of  any  taxpayer  who, 
in  good  faith  and  unaffected  by  considera¬ 
tions  of  tax  liability,  regularly  employs  in 
his  books  of  account  a  detailed  allocation  of 
receipts  and  expenditures  which  reflects 
more  clearly  than  the  processes  or  formulas 
herein  prescribed  the  income  derived  from 
sources  within  the  United  States. 

(c)  Class  B.  The  portion  of  class  B 
Income  which  is  attributable  to  sources 
within  the  United  States  shall  be  deter¬ 
mined  according  to  the  following  rules 

and  cases: 

(1)  Personal  property  produced  and 
sold..  Gross  income  derived  from  the 
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sale  of  personal  property  produced  (in 
whole  or  in  part)  by  the  taxpayer  within 
the  United  States  and  sold  within  a  pos¬ 
session  of  the  United  States,  or  pro¬ 
duced  (in  whole  or  in  part)  by  the  tax¬ 
payer  within  a  possession  of  the  United 
States  and  sold  within  the  United  States 
shall  be  treated  as  derived  partly  from 
sources  within  the  United  States  and 
partly  from  sources  within  a  possession 
of  the  United  States  under  one  of  the 
cases  set  forth  below.  As  used  herein 
the  word  “produced”  includes  created, 
fabricated,  manufactured,  extracted, 
processed,  cured,  or  aged. 

Case  B  1.  Same  as  case  A  1. 

Case  B  2.  Where  an  independent  factory 
or  production  price  has  not  been  established 
as  provided  under  case  A  1,  the  net  income 
shall  first  be  computed  by  deducting  from 
the  gross  income  derived  from  the  sale  of 
personal  property  produced  (in  whole  or  in 
part)  by  the  taxpayer  within  the  United 
States  and  sold  within  a  possession  of  the 
United  States,  or  produced  (in  whole  or  in 
part)  by  the  taxpayer  within  a  possession 
of  the  United  States  and  sold  within  the 
United  States,  the  expenses,  losses,  or  other 
deductions  properly  apportioned  or  allocated 
thereto  and  a  ratable  part  of  any  expenses, 
losses,  or  other  deductions  which  cannot 
definitely  be  allocated  to  some  item  or  class 
of  gross  income.  Of  the  amount  of  net  in¬ 
come  so  determined,  one-half  shall  be  appor¬ 
tioned  in  accordance  with  the  value  of  the 
taxpayer’s  property  within  the  United  States 
and  within  the  possession  of  the  United 
States,  the  portion  attributable  to  sources 
within  the  United  States  being  determined 
by  multiplying  such  one-half  by  a  fraction 
the  numerator  of  which  consists  of  the  value 
of  the  taxpayer’s  property  within  the  United 
States,  and  the  denominator  of  which  con¬ 
sists  of  the  value  of  the  taxpayer’s  property 
both  within  the  United  States  and  within  the 
possession  of  the  United  States.  The  re¬ 
maining  one-half  of  such  net  income  shall 
be  apportioned  in  accordance  with  the  total 
business  of  the  taxpayer  within  the  United 
States  and  within  the  possession  of  the 
United  States,  the  portion  attributable  to 
sources  within  the  United  States  being  de¬ 
termined  by  multiplying  such  one-half  by 
a  fraction  the  numerator  of  which  consists 
of  the  amount  of  the  taxpayer’s  business 
for  the  taxable  year  or  period  within  the 
United  States,  and  the  denominator  of  which 
consists  of  the  amount  of  the  taxpayer’s 
business  for  the  taxable  year  or  period  both 
within  the  United  States  and  within  the 
possession  of  the  United  States.  The  "busi¬ 
ness  of  the  taxpayer,”  as  that  term  is  used 
in  case  B  2,  shall  be  measured  by  the 
amounts  which  the  taxpayer  paid  out  during 
the  taxable  year  or  period  for  wages,  salaries, 
and  other  compensation  of  employees  and 
for  the  purchase  of  goods,  materials,  and 
supplies  consumed  in  the  regular  course  of 
business,  plus  the  amounts  received  during 
the  taxable  year  or  period  from  gross  sales, 
such  expenses,  purchases,  and  gross  sales 
being  limited  to  those  attributable  to  the 
production  (in  whole  or  in  part)  of  personal 
property  within  the  United  States  and  its 
sale  within  a  possession  of  the  United  States 
or  to  the  production  (in  whole  or  in  part) 
of  personal  property  within  a  possession  of 
the  United  States  and  its  sale  within  the 
United  States.  The  term  "property,”  as  used 
in  case  B  2,  includes  only  the  property  held 
or  used  to  produce  income  which  is  derived 
from  such  sales. 

Case  B3.  Same  as  case  A3. 

(2)  Personal  property  purchased  and 
sold.  Gross  income  derived  from  the 
purchase  of  personal  property  within  a 
possession  of  the  United  States  and  its 


sale  within  the  United  States  shall  be 
treated  as  derived  partly  from  sources 
within  the  United  States  and  partly 
from  sources  within  a  possession  of  the 
United  States  under  one  of  the  following 
cases: 

Case  B4.  The  net  income  shall  first  be 
computed  by  deducting  from  such  gross  in¬ 
come  the  expenses,  losses,  and  other  deduc¬ 
tions  properly  apportioned  or  allocated  there¬ 
to  and  a  ratable  part  of  any  expenses,  losses, 
or  other  deductions  which  cannot  definitely 
be  allocated  to  some  item  or  class  of  gross 
income.  The  amount  of  net  income  so  de¬ 
termined  shall  be  apportioned  in  accordance 
with  the  total  business  of  the  taxpayer  with¬ 
in  the  United  States  and  within  the  posses¬ 
sion  of  the  United  States,  the  portion  at¬ 
tributable  to  sources  within  the  United  States 
being  that  percentage  of  such  net  income 
which  the  amount  of  the  taxpayer’s  business 
for  the  taxable  year  or  period  within  the 
United  States  bears  to  the  amount  of  the 
taxpayer’s  business  for  the  taxable  year  or 
period  both  within  the  United  States  and 
within  the  possession  of  the  United  States. 
The  “business  of  the  taxpayer,"  as  that  term 
is  used  in  case  B4,  shall  be  measured  by  the 
amounts  which  the  taxpayer  paid  out  during 
the  taxable  year  or  period  for  wages,  salaries 
and  other  compensation  of  employees  and  for 
the  purch~.se  of  goods,  materials,  and  sup¬ 
plies  sold  or  consumed  in  the  regular  course 
of  business,  plus  the  amount  received  during 
the  taxable  year  or  period  from  gross  sales, 
6uch  expenses,  purchases,  and  gross  sales 
being  limited  to  those  attributable  to  the 
purchase  of  personal  property  within  a  pos¬ 
session  of  the  United  States  and  its  sale 
within  the  United  States. 

Case  B5.  Same  as  case  A3. 

§  39.119  (e)-2  Transportation  service. 

(a)  A  foreign  corporation  carrying  on 
the  business  of  transportation  service 
between  points  in  the  United  States  and 
points  outside  the  United  States  derives 
income  partly  from  sources  within  and 
partly  from  sources  without  the  United 
States. 

(b)  The  gross  income  from  sources 
within  the  United  States  derived  from 
services  described  in  paragraph  (a)  of 
this  section,  shall  be  determined  by  tak¬ 
ing  such  a  portion  of  the  total  gross 
revenues  therefrom  as  (1)  the  sum  of 
the  costs  or  expenses  of  such  transporta¬ 
tion  business  carried  on  by  the  taxpayer 
within  the  United  States  and  a  reason¬ 
able  return  upon  the  property  used  in 
its  transportation  business  while  within 
the  United  States  bears  to  (2)  the  sum  of 
the  total  costs  or  expenses  of  such  trans¬ 
portation  business  carried  on  by  the  tax¬ 
payer  and  a  reasonable  return  upon  the 
total  property  used  in  such  transporta¬ 
tion  business.  Revenues  from  opera¬ 
tions  incidental  to  transportation  serv¬ 
ices  (such  as  the  sale  of  money  orders) 
shall  be  apportioned  on  the  same  basis 
as  direct  revenues  from  transportation 
services. 

(c)  In  allocating  the  total  costs  or  ex¬ 
penses  incurred  in  a  transportation  busi¬ 
ness  described  in  paragraph  (a)  of  this 
section,  costs  or  expenses  incurred  in 
connection  with  that  part  of  the  services 
which  was  w’holly  rendered  in  the  United 
States  should  be  assigned  to  the  cost  of 
transportation  business  within  the 
United  States.  For  example,  expenses  of 
loading  and  unloading  in  the  United 
States,  rentals,  office  expenses,  salaries, 
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and  wages  wholly  incurred  for  services 
rendered  to  the  taxpayer  in  the  United 
States  belong  to  this  class.  Costs  and 
expenses  incurred  in  connection  with 
services  rendered  partly  within  and 
partly  without  the  United  States  may  be 
prorated  on  a  reasonable  basis  between 
such  services.  For  example,  ship  wages, 
charter  money,  insurance,  and  supplies 
chargeable  to  voyage  expenses  should 
ordinarily  be  prorated  for  each  voyage 
on  the  basis  of  the  proportion  which  the 
number  of  days  the  ship  was  within  the 
territorial  limits  of  the  United  States 
bears  to  the  total  number  of  days  on  the 
voyage,  and  fuel  consumed  on  each  voy¬ 
age  may  be  prorated  on  the  basis  of  the 
proportion  which  the  number  of  miles 
sailed  within  the  territorial  limits  of  the 
United  States  bears  to  the  total  number 
of  miles  sailed  on  the  voyage.  Income, 
war-profits,  and  excess-profits  taxes 
should  not  be  regarded  as  costs  or  ex¬ 
penses  for  the  purpose  of  determining 
the  proportion  of  gross  income  from 
sources  within  the  United  States;  and 
for  such  purpose,  interest  and  other  ex¬ 
penses  for  the  use  of  borrowed  capital 
should  not  be  taken  into  the  cost  of  serv¬ 
ices  rendered,  for  the  reason  that  the  re¬ 
turn  upon  the  property  used  measures 
the  extent  to  which  such  borrowed  capi¬ 
tal  is  the  source  of  the  income.  For 
other  expenses  entering  into  the  cost  of 
services,  only  such  expenses  as  are  allow¬ 
able  deductions  under  the  Internal 
Revenue  Code  should  be  taken. 

(d)  The  value  of  the  property  used 
should  be  determined  upon  the  basis  of 
cost  less  depreciation.  Eight  percent 
may  ordinarily  be  taken  as  a  reasonable 
rate  of  return  to  apply  to  such  property. 
The  property  taken  should  be  the  aver¬ 
age  property  employed  in  the  transpor¬ 
tation  service  between  points  in  the 
United  States  and  points  outside  the 
I  United  States  during  the  taxable  year. 
Current  assets  should  be  decreased  by 
current  liabilities  and  allocated  to  serv¬ 
ices  between  the  United  States  and  for¬ 
eign  countries  and  to  other  services. 
The  part  allocated  to  services  between 
the  United  States  and  foreign  countries 
should  be  based  on  the  proportion  which 
the  gross  receipts  from  such  services 
bear  to  the  gross  receipts  from  all  serv¬ 
ices.  The  amount  so  allocated  to  serv¬ 
ices  between  the  United  States  and  for¬ 
eign  countries  should  be  further  allo¬ 
cated  to  services  rendered  within  the 
United  States  and  to  services  rendered 
without  the  United  States.  The  portion 
allocable  to  services  rendered  within  the 
United  States  should  be  based  on  the 
Proportion  which  the  expenses  incurred 
within  the  territorial  limits  of  the 
United  States  bear  to  the  total  expenses 
incurred  in  services  between  the  United 
States  and  foreign  countries.  For  ships 
the  average  should  be  determined  upon  a 
daily  basis  for  each  ship  and  the  amount 
to  be  apportioned  for  each  ship  as  as¬ 
sets  employed  within  the  United  States 
should  be  computed  upon  the  proportion 
which  the  number  of  days  the  ship  was 
within  the  territorial  limits  of  the 
United  States  bears  to  the  total  number 
°f  days  the  ship,  was  in  service  during 
tne  taxable  period.  For  other  assets 


FEDERAL  REGISTER 

employed  in  the  transportation  business, 
the  average  of  the  assets  at  the  begin¬ 
ning  and  end  of  the  taxable  period  ordi¬ 
narily  may  be  taken,  but  if  the  average 
so  obtained  does  not,  by  reason  of  mate¬ 
rial  changes  during  the  taxable  year, 
fairly  represent  the  average  for  such 
year  either  for  the  assets  employed  in 
the  transportation  business  in  the 
United  States  or  in  total,  the  average 
must  be  determined  upon  a  monthly  or 
daily  basis. 

(e)  In  computing  net  income  from 
sources  within  the  United  States  there 
shall  be  allowed  as  deductions  from  the 
gross  income  as  determined  in  accord¬ 
ance  with  paragraph  (b)  of  this  section, 
(1)  the  expenses  of  the  transportation 
business  carried  on  within  the  United 
States  as  determined  under  paragraph 
(b)  of  this  section,  and  (2)  the  expenses 
determined  in  accordance  with  para¬ 
graphs  (f)  and  (g)  of  this  section. 

(f)  Interest  and  income,  war-profits, 
and  excess-profits  taxes  should  be  ex¬ 
cluded  from  the  apportionment  process, 
as  explained  in  paragraph  (b)  of  this 
section;  but  for  the  purpose  of  comput¬ 
ing  net  income  there  may  be  deducted 
from  the  gross  income  from  sources 
within  the  United  States,  after  the 
amount  of  such  gross  income  has  been 
determined,  a  ratable  part  (1)  of  all  in¬ 
terest  (deductible  under  section  23  (b) ), 
and  (2)  of  all  income,  war-profits,  and 
excess-profits  taxes  (deductible  under 
section  23  (c)  and  (d)),  paid  or  accrued 
in  respect  of  the  business  of  transpor¬ 
tation  service  between  points  in  the 
United  States  and  points  outside  the 
United  States.  Such  ratable  part  should 
ordinarily  be  based  upon  the  ratio  of 
gross  income  from  sources  within  the 
United  States  to  the  total  gross  income 
from  such  transportation  service. 

(g)  If  a  foreign  corporation  subject  to 
this  section  is  also  engaged  in  a  business 
other  than  that  of  providing  transporta¬ 
tion  service  between  points  in  the  United 
States  and  points  outside  the  United 
States,  the  costs  and  expenses  (including 
taxes)  properly  apportioned  or  allocated 
to  such  other  business  should  be  ex¬ 
cluded  both  from  the  deductions  and 
from  the  apportionment  process  pre¬ 
scribed  in  paragraph  (b)  of  this  sec¬ 
tion  ;  but,  for  the  purpose  of  determining 
net  income,  a  ratable  part  of  any  gen¬ 
eral  expenses,  losses,  or  deductions, 
which  cannot  definitely  be  allocated  to 
some  item  or  class  of  gross  income,  may 
be  deducted  from  the  gross  income  from 
sources  within  the  United  States  after 
the  amount  of  such  gross  income  has 
been  determined.  Such  ratable  part 
should  ordinarily  be  based  upon  the  ratio 
of  gross  income  from  sources  within  the 
United  States  to  the  total  gross  income. 

(h)  Application  for  permission  to  base 
the  return  upon  the  taxpayer’s  books  of 
account  will  be  considered  by  the  Com¬ 
missioner  in  the  case  of  any  taxpayer 
subject  to  this  section,  who,  in  good  faith 
and  unaffected  by  considerations  of  tax 
liability,  regularly  employs  in  his  books 
of  account  a  detailed  allocation  of  re¬ 
ceipts  and  expenditures  which  reflects 
more  clearly  than  the  process  prescribed 
in  paragraphs  (b)  to  (g),  inclusive,  of 


this  section  the  income  derived  from 
sources  within  the  United  States. 

§  39.119  (e)-3  Telegraph  and  cable 
service — (a)  In  general.  A  foreign  cor¬ 
poration  carrying  on  the  business  of 
transmission  of  telegraph  or  cable  mes¬ 
sages  between  points  in  the  United  States 
and  points  outside  the  United  States  de¬ 
rives  income  partly  from  sources  within 
and  partly  from  sources  without  the 
United  States. 

(b)  Gross  income.  The  gross  income 
from  sources  within  the  United  States 
derived  from  services  described  in  para¬ 
graph  (a)  of  this  section,  shall  be  deter¬ 
mined  by  adding  (1)  its  gross  revenues 
derived  from  messages  originating  in  the 
United  States  and  (2)  amounts  collected 
abroad  on  collect  messages  originating 
in  the  United  States  and  deducting  from 
such  sum  amounts  paid  or  accrued  for 
transmission  of  messages  beyond  the 
company’s  own  circuit.  Amounts  re¬ 
ceived  by  the  company  in  the  United 
States  with  respect  to  collect  messages 
originating  without  the  United  States 
shall  be  excluded  from  gross  income. 

(c)  Net  income.  In  computing  net  in¬ 
come  from  sources  within  the  United 
States  there  shall  be  allowed  as  deduc¬ 
tions  from  gross  income  determined  in 
accordance  with  paragraph  (b)  of  this 
section,  (1)  all  expenses  incurred  in  the 
United  States  (not  including  any  general 
overhead  expenses)  incident  to  the  car¬ 
rying  on  of  the  business  in  the  United 
States,  (2)  all  direct  expenses  incurred 
abroad  in  the  transmission  of  messages 
originating  in  the  United  States  (not  in¬ 
cluding  any  general  overhead  expenses  or 
maintenance,  repairs,  and  depreciation 
of  cables  and  not  including  any  amount 
already  deducted  in  computing  gross  in¬ 
come),  (3)  depreciation  of  property 
(other  than  cables)  located  in  the  United 
States  and  used  in  the  trade  or  business 
therein,  and  (4)  a  proportionate  part  of 
the  general  overhead  expenses  (not  in¬ 
cluding  any  items  incurred  abroad  corre¬ 
sponding  to  those  enumerated  in 
clauses  (1),  (2),  and  (3)  of  this  sentence) 
and  of  maintenance,  repairs,  and  depre¬ 
ciation  of  cables  of  the  entire  cable 
system  of  the  enterprise  based  on  the 
ratio  which  the  number  of  words  origi¬ 
nating  in  the  United  States  bears  to 
the  total  wTords  transmitted  by  the 
enterprise. 

§39.119  (e>-4  Computation  of  in¬ 
come.  If  a  taxpayer  has  gross  income 
from  sources  within  or  without  the 
United  States  as  defined  by  section  119 
(a)  or  (c)  together  with  gross  income 
derived  partly  from  sources  within  and 
partly  from  sources  without  the  United 
States,  the  amounts  thereof,  together 
with  the  expenses  and  investment  appli¬ 
cable  thereto,  shall  be  segregated,  and 
the  net  income  from  sources  within  the 
United  States  shall  be  separately  com¬ 
puted  therefrom. 

§  39.119  (f)  Statutory  provisions;  in¬ 
come  from  sources  within  the  United 
States;  definitions. 

Sec.  119.  Income  from  sources  vnthin 
United  States.  *  •  • 

(f)  Definitions.  As  used  In  this  section 
the  words  "sale”  or  “sold”  include  "exchange” 
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01  “exchanged”;  and  the  word  “produced” 
includes  “created,”  “fabricated,”  “manufac¬ 
tured,”  “extracted,”  “processed,”  “cured,”  or 
“aged.” 

§  39.120  Statutory  provisions;  un¬ 
limited  deduction  for  charitable  and 
other  contributions. 

Sec.  120.  Unlimited  deduction  for  chari¬ 
table  and  other  contributions.  In  the  case 
of  an  individual  if  in  the  taxable  year  and  in 
each  of  the  ten  preceding  taxable  years  the 
amount  of  the  contributions  or  gifts  de¬ 
scribed  in  section  23  (o)  (or  corresponding 
provisions  of  prior  revenue  Acts)  plus  the 
amount  of  income  (determined  without  re¬ 
gard  to  subchapter  E,  relating  to  tax  on  self- 
employment  income),  war-profits,  or  excess- 
profits  taxes  paid  during  such  year  in  re¬ 
spect  of  such  year  or  preceding  taxable  years, 
exceeds  90  per  centum  of  the  taxpayer’s  net 
Income  for  each  such  year,  as  computed 
without  the  benefit  of  the  applicable  subsec¬ 
tion,  then  the  20  per  centum  limit  imposed 
by  section  23  (o)  shall  not  be  applicable. 

(Sec.  120  as  amended  by  sec.  208  (d)  (6), 
Social  Security  Act  Amendments  1950;  Pub. 
Law  918  (81st  Cong.);  sec.  4  (b).  Pub.  Law 
465  (82nd  Cong.)  ] 

§  39.120-1  Unlimited  deduction  for 
charitable  and  other  contributions,  (a) 
Under  the  circumstances  specified  in 
section  120,  the  20  percent  limitation  im¬ 
posed  by  section  23  (o)  on  the  deduction 
for  charitable  and  other  contributions 
is  not  applicable. 

(b)  The  following  rules  shall  apply 
with  respect  to  the  taxes  included  in  de¬ 
termining  for  any  taxable  year  whether 
the  amount  of  the  gifts,  contributions, 
and  taxes  referred  to  in  section  120 
exceeds  90  percent  of  the  net  income 
computed  without  the  benefit  of  any  de¬ 
duction  for  gifts  or  contributions; 

(1)  In  the  case  of  a  taxable  year  be¬ 
ginning  before  January  1,  1943,  there 
shall  be  included  income,  war-profits, 
and  excess-profits  taxes  paid  during  such 
taxable  year  in  respect  of  preceding 
taxable  years. 

(2)  In  the  case  of  a  taxable  year  be¬ 
ginning  after  December  31,  1942,  there 
shall  be  included,  in  addition  to  the  in¬ 
come,  war-profits,  and  excess-profits 
taxes  paid  during  such  taxable  year  in 
respect  of  preceding  taxable  years,  the 
amount  of  income  tax  paid  during  such 
taxable  year  in  respect  of  such  taxable 
year.  For  example,  there  shall  be  in¬ 
cluded  the  amount  paid  as  estimated 
tax  during  the  taxable  year,  to  the  extent 
such  amount  does  not  exceed  the  tax 
for  such  taxable  year. 

(3)  In  the  case  of  a  taxable  year  be¬ 
ginning  after  December  31,  1950,  the 
amount  of  income  tax  paid  during  the 
taxable  year  shall  be  determined  without 
regard  to  any  payment  of  tax  imposed 
under  subchapter  E  of  chapter  1  of  the 
Internal  Revenue  Code,  which  subchap¬ 
ter  relates  to  the  tax  on  self-employment 
income. 

(c)  In  the  case  of  a  husband  and  wife 
making  a  joint  return  for  any  taxable 
year,  the  20  percent  limitation  imposed 
by  section  23  (o)  on  the  deduction  for 
charitable  and  other  contributions  shall 
not  be  applicable  if  in  the  taxable  year 
and  in  each  of  the  ten  preceding  taxable 
years  the  amount  of  the  contributions  or 
gifts  described  in  section  23  (o)  made 


by  the  husband  and  wife  together  during 
each  such  year  plus  the  amount  of  the 
income,  war-profits,  or  excess-profits 
taxes  paid  by  the  husband  and  wife 
together  during  each  such  year  (deter¬ 
mined  under  the  rules  of  paragraph  (b) 
of  this  section)  exceeds  90  percent  of  the 
net  income  of  the  husband  and  wife  to¬ 
gether  for  each  such  year,  as  computed 
without  the  benefit  of  any  deduction  for 
contributions  or  gifts. 

§  39.121 — 122  Statutory  provisions; 
deductions  of  dividends  paid  on  certain 
preferred  stock  of  certain  corporations; 
net  operating  loss  deduction. 

Sec.  121.  Deduction  of  dividends  paid  on 
certain  preferred  stock  of  certain  corpora¬ 
tions.  In  computing  the  net  income  of  any 
national  banking  association,  or  of  any  bank 
or  trust  company  organized  under  the  laws 
of  any  State,  Territory,  possession  of  the 
United  States,  or  the  Canal  Zone,  or  of  any 
other  banking  corporation  engaged  in  the 
business  of  industrial  banking  and  under  the 
supervision  of  a  State  banking  department 
or  of  the  Comptroller  of  the  Currency,  or 
of  any  incorporated  domestic  insurance  com¬ 
pany,  there  shall  be  allowed  as  a  deduction 
from  gross  income,  in  addition  to  deductions 
otherwise  provided  for  in  this  chapter,  any 
dividend  (not  including  any  distribution  in 
liquidation)  paid,  within  the  taxable  year, 
to  the  United  States  or  to  any  instrumen¬ 
tality  thereof  exempt  from  Federal  income 
taxes,  on  the  preferred  stock  of  the  corpo¬ 
ration  owned  by  the  United  States  or  such 
instrumentality.  The  amount  allowable  as 
a  deduction  under  this  section  shall  be  de¬ 
ducted  from  the  basic  surtax  credit  other¬ 
wise  computed  under  section  27  (b). 

Sec.  122.  Net  operating  loss  deduction — (a) 
Definition  of  net  operating  loss.  As  used  in 
this  section,  the  term  “net  operating  loss" 
means  the  excess  of  the  deductions  allowed 
by  this  chapter  over  the  gross  income,  with 
the  exceptions,  additions,  and  limitations 
provided  in  subsection  (d). 

(b)  Amount  of  carry-back  and  carry¬ 
over — (1)  Net  operating  loss  carry-back — 

(A)  Loss  for  taxable  year  beginning  before 
1950.  •  •  • 

(B)  Loss  for  taxable  year  beginning  after 
1949.  If  for  any  taxable  year  beginning  after 
December  31,  1949,  the  taxpayer  has  a  net 
operating  loss,  such  net  operating  loss  shall 
be  a  net  Operating  loss  carry-back  for  the 
preceding  taxable  year. 

(2)  Net  operating  loss  carry-over — (A) 
Loss  for  taxable  year  beginning  before  1948. 
•  •  • 

(B)  Loss  for  taxable  year  beginning  after 
1949.  If  for  any  taxable  year  beginning  after 
December  31,  1949,  the  taxpayer  has  a  net 
operating  loss,  such  net  operating  loss  shall 
be  a  net  operating  loss  carry-over  for  each 
of  the  five  succeeding  taxable  years,  except 
that  the  carry-over  in  the  case  of  each  such 
succeeding  taxable  year  (other  than  the  first 
succeeding  taxable  year)  shall  be  the  excess, 
If  any,  of  the  amount  of  such  net  operating 
loss  over  the  sum  of  the  net  income  for  each 
of  the  intervening  years  computed — 

(i)  With  the  exceptions,  additions,  and 
limitations  provided  in  subsection  (d)  (1), 
(2),  (4).  and  (6),  and 

(ii)  By  determining  the  net  operating  loss 
deduction  for- each  intervening  taxable  year, 
without  regard  to  such  net  operating  loss  or 
to  the  net  operating  loss  for  any  succeeding 
taxable  year  and  without  regard  to  any  re¬ 
duction  specified  In  subsection  (c). 

For  the  purpose  of  the  preceding  sentence, 
the  net  operating  loss  for  any  taxable  year 
beginning  after  December  31,  1949,  shall  be 
reduced  by  the  amount,  if  any,  of  the  net 


income  for  the  preceding  taxable  year  com¬ 
puted — 

(i)  With  the  exceptions,  additions,  and 
limitations  provided  in  subsection  (d)  (l), 
(2) ,  (4) ,  and  (6) .  and 

(ii)  By  determining  the  net  operating  loss 
deduction  for  such  preceding  taxable  year 
without  regard  to  such  net  operating  loss 
and  without  regard  to  any  reduction  specified 
in  subsection  (c). 

(C)  Loss  for  taxable  year  beginning  after 
December  31,  1947,  and  before  January  l, 
1950.  If  for  any  taxable  year  beginning  after 
December  31,  1947,  and  before  January  l, 
1950,  the  taxpayer  has  a  net  operating  loss, 
such  net  operating  loss  shall  be  a  net  oper¬ 
ating  loss  carry-over  for  each  of  the  three 
succeeding  taxable  years,  except  that  the 
carry-over  in  the  case  of  each  such  succeed¬ 
ing  taxable  year  (other  than  the  first  suc¬ 
ceeding  taxable  year)  shall  be  the  excess,  if 
any,  of  the  amount  of  such  net  operating  loss 
over  the  sum  of  the  net  income  for  each  of 
the  intervening  years  computed — 

(i)  With  the  exceptions,  additions,  and 
limitations  provided  in  subsection  (d)  (1), 
(2).  (4),  and  (6).  and 

(ii)  By  determining  the  net  operating  loss 
deduction  for  each  Intervening  taxable  year 
without  regard  to  such  net  operating  loss  or 
to  the  net  operating  loss  for  any  succeeding 
taxable  year  and  without  regard  to  any 
reduction  specified  in  subsection  (c). 

For  the  purpose  of  the  preceding  sentence, 
the  net  operating  loss  for  any  taxable  year 
beginning  after  December  31,  1947,  and  before 
January  1,  1950,  shall  be  reduced  by  the  sum 
of  the  net  income  for  each  of  the  two  preced¬ 
ing-  taxable  years  computed — 

(ill)  With  the  exceptions,  additions,  and 
limitations  provided  in  subsection  (d)  (1), 
(2),  (4),  and  (6).  and 

(iv)  By  determining  the  net  operating  loss 
deduction  without  regard  to  such  net  oper¬ 
ating  loss  or  to  the  net  operating  loss  for  the 
succeeding  taxable  year,  and  without  regard 
to  any  reduction  specified  in  subsection  (c). 

(D)  Loss  for  taxable  year  beginning  after 
December  31,  1946,  and  before  January  1, 
1948,  in  the  case  of  a  corporation  which 
commenced  business  after  December  31,  1945. 
•  *  • 

(c)  Amount  of  net  operating  loss  deduc¬ 
tion.  The  amount  of  the  net  operating  loss 
deduction  shall  be  the  aggregate  of  the  net 
operating  loss  carry-overs  and  of  the  net 
operating  loss  carry-backs  to  the  taxable  year 
reduced  by  the  amount,  if  any,  by  which  the 
net  income  (computed  with  the  exceptions 
and  limitations  provided  in  subsection  (d) 
(1),  (2),  (3).  and  (4) )  exceeds,  in  the  case  of 
a  taxpayer  other  than  a  corporation,  the  net 
income  (computed  without  such  deduction), 
or,  in  the  case  of  a  corporation,  the  normal- 
tax  net  income  (computed  without  such 
deduction  and  without  the  credits  provided 
In  section  26  (h)  and  (1)); 

(d)  Exceptions,  additions,  and  limitations. 
The  exceptions,  additions,  and  limitations 
referred  to  in  subsections  (a),  (b),  and  (c) 
shall  be  as  follows: 

( 1 )  The  deduction  for  depletion  shall  not 
exceed  the  amount  which  would  be  allowable 
if  computed  without  reference  to  discovery 
value  or  to  percentage  depletion  under  sec¬ 
tion  114  (b)  (2),  (3),  or  (4); 

(2)  There  shall  be  included  In  computing 

gross  income  the  amount  of  interest  received 
which  is  wholly  exempt  from  the  taxes  im¬ 
posed  by  this  chapter,  decreased  by  the 
amount  of  interest  paid  or  accrued  which  is 
not  allowed  as  a  deduction  by  section  23  (&'• 
relating  to  interest  on  indebtedness  incurred 
or  continued  to  purchase  or  carry  certain 
tax-exempt  obligations;  .. 

(3)  No  net  operating  loss  deduction  sha.* 

be  allowed;  . 

(4)  The  amount  deductible  on  account 
losses  from  sales  or  exchanges  of  capital  js- 
sets  shall  not  exceed  the  amount  includi 
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on  account  of  gains  from  such  sales  or  ex¬ 
changes.  The  deduction  provided  in  section 
23  tee)  shall  not  be  allowed. 

(5)  Deductions  otherwise  allowed  by  law 
not  attributable  to  the  operation  of  a  trade 
or  business  regularly  carried  on  by  the  tax¬ 
payer  shall  (in  the  case  of  a  taxpayer  other 
than  a  corporation)  be  allowed  only  to  the 
extent  of  the  amount  of  the  gross  income  not 
derived  from  6uch  trade  or  business.  For 
the  purposes  o£  this  paragraph  deductions 
and  gross  income  shall  be  computed  with  the 
exceptions  and  limitations  specified  in  para¬ 
graphs  (1)  to  (4)  of  this  subsection.  This 
paragraph  shall  not  apply  with  respect  to 
deductions  allowable  for  losses  sustained 
after  December  31,  1950,  in  respect  of  prop¬ 
erty,  if  the  losses  arise  from  fire,  storm, 
shipwreck,  or  other  casualty,  or  from  theft. 

(6)  •  •  *  [Not  applicable  to  taxable  years 
ending  after  June  30,  1950  [ 

(e)  No  carry-back  to  year  prior  to  1941. 
*  •  • 

[Sec.  122  as  added  by  sec.  211  (b),  Rev.  Act 
1939.  amended  by  secs.  105  (e)  (3),  150  (e), 
and  153  (a)  (b)  (c).  Rev.  Act  1942;  secs.  121 
(g)  (2)  and  215  (a).  Rev.  Act  1950;  sec.  304 
(e),  Excess-Profits  Tax  Act  1950;  secs.  322 
(c)  (4) .  330,  and  344,  Rev.  Act  1951] 

§  39.122-1  Net  operating  loss  deduc¬ 
tion — (a)  General.  (1)  Section  122  pro¬ 
vides  the  rules  for  the  computation  of 
the  net  operating  loss  deduction  allowed 
by  section  23  (s) .  The  net  operating  loss 
deduction  is  the  aggregate  of  the  net 
operating  loss  carry-overs  and  carry¬ 
backs  to  the  taxable  year,  reduced  by 
certain  adjustments  to  prevent  the  de¬ 
duction  of  losses  absorbed  by  income  not 
taxed. 

(2)  Section  122  provides  that  the  ag¬ 
gregate  of  the  net  operating  loss  carry¬ 
overs  and  carry-backs  to  a  taxable  year 
shall  be  the  basis  of  the  net  operating 
loss  deduction.  See  I  39.122-4  for  the 
taxable  years  from  which  a  net  operating 
loss  may  be  carried  over  or  carried  back 
to  the  current  taxable  year.  The  amount 
of  the  net  operating  loss  which  may  be 
carried  back  or  carried  over  to  any  tax¬ 
able  year  is  the  net  operating  loss  to  the 
extent  it  was  not  absorbed  by  the  net 
income  for  the  other  taxable  years,  pre¬ 
ceding  such  taxable  year,  to  which  it  was 
carried  back  or  carried  over.  If  the  net 
operating  losses  for  several  taxable  years 
are  carried  back  or  carried  over  to  one 
taxable  year,  they  are  considered  to  be 
applied  in  reduction  of  the  net  income 
for  such  taxable  year  in  the  order  of  the 
taxable  years  from  which  such  losses 
are  carried  over  or  carried  back,  begin¬ 
ning  with  the  loss  for  the  earliest  taxable 
year. 

(3)  A  fractional  part  of  a  year  which 
is  a  taxable  year  under  section  48  (a)  is 
a  preceding  or  a  succeeding  taxable  year 
for  the  purpose  of  determining  under 
section  122  the  first,  second,  etc.,  preced¬ 
ing  or  succeeding  taxable  year. 

<4)  Every  taxpayer  claiming  a  net 
operating  loss  deduction  for  any  taxable 
year  shall  file  with  his  return  for  such 
year  a  concise  statement  setting  forth 
the  amount  of  the  net  operating  loss 
deduction  claimed  and  all  material  and 
Pertinent  facts  relative  thereto,  including 
a  detailed  schedule  showing  the  compu¬ 
tation  of  the  net  operating  loss  deduc¬ 
tion. 

(b)  Steps  in  computation  of  net  over¬ 
ling  loss  deduction.  There  are  three 


steps  In  the  ascertainment  of  the  net 
operating  loss  deduction.  The  first  step 
is  the  computation  of  the  net  operating 
loss,  if  any,  for  any  preceding  or  suc¬ 
ceeding  taxable  year  from  which  a  net 
operating  loss  may  be  carried  over  or 
carried  back  to  the  current  taxable  year. 
The  second  is  the  computation  of  the 
net  operating  loss  carry-overs  to  the 
taxable  year  from  such  preceding 
taxable  years  and  the  computation  of  the 
net  operating  loss  carry-back  to  the 
taxable  year  from  the  first  succeeding 
taxable  year.  The  third  is  the  conver¬ 
sion  of  the  aggregate  of  such  net  operat¬ 
ing  loss  carry-overs  and  carry-back  into 
the  net  operating  loss  deduction. 

(c)  Ascertainment  of  deduction  de¬ 
pendent  upon  net  operating  loss  carry¬ 
back.  If  the  taxpayer  is  entitled  in  com¬ 
puting  his  net  operating  loss  deduction  to 
a  carry-back  which  he  is  not  able  to  as¬ 
certain  at  the  time  his  return  is  due,  he 
shall  compute  the  net  operating  loss  de¬ 
duction  on  the  return  without  regard  to 
such  net  operating  loss  carry-back. 
When  the  taxpayer  ascertains  the  net 
operating  loss  carry-back,  he  may  within 
the  applicable  period  of  limitations  file  a 
claim  for  credit  or  refund  of  the  over¬ 
payment,  if  any,  resulting  from  the  fail¬ 
ure  to  compute  the  net  operating  loss 
deduction  for  the  taxable  year  with  the 
inclusion  of  such  carry-back.  Under  the 
provisions  of  section  3771  (e),  no  interest 
is  allowed  with  respect  to  any  such  over¬ 
payment  for  the  period  before  the  filing 
of  the  claim  for  credit  or  refund  of  such 
overpayment  or  before  the  filing  of  a 
petition  with  The  Tax  Court  of  the 
United  States  asserting  such  overpay¬ 
ment,  whichever  is  earlier. 

§  39.122-2  Computation  of  net  oper¬ 
ating  loss  in  case  of  corporation,  (a) 
A  net  operating  loss  is  sustained  by  a 
corporation  in  any  taxable  year  if  and  to 
the  extent  that,  for  such  year,  there  is  an 
excess  of  deductions  allowed  by  chapter 
1  over  gross  income,  both  computed  with 
the  following  exceptions,  additions,  and 
limitations : 

(1)  The  deduction  for  depletion  shall 
not  exceed  the  amount  which  would  be 
allowable  if  computed  without  reference 
to  discovery  value  or  to  percentage  de¬ 
pletion  under  section  114  (b)  (2),  (3), 
or  (4> ; 

(2)  There  shall  be  included  in  com¬ 
puting  gross  income  the  amount  of  in¬ 
terest  received  which  is  wholly  exempt 
from  the  taxes  imposed  by  chapter  1, 
decreased  by  the  amount  of  interest  paid 
or  accrued  which  is  not  allov/ed  as  a 
deduction  by  section  23  <b>,  relating  to 
interest  on  indebtedness  incurred  or  con¬ 
tinued  to  purchase  or  carry  certain  tax- 
exempt  obligations;  and 

(3)  No  net  operating  loss  deduction 
shall  be  allowed. 

(b)  The  application  of  this  section, 
may  be  illustrated  by  the  following  ex¬ 
ample  : 

Example.  For  the  year  1952  the  X  Cor¬ 
poration,  which  makes  Its  Income  tax  re¬ 
turns  on  the  calendar  year  basis,  has  gross 
Income  as  defined  in  section  22  of  $400,000 
and  deductions  allowed  by  section  23  of 
$600,000,  exclusive  of  any  net  operating  loss 
deduction.  The  X  Corporation  deducted 


$75,000  for  depletion  on  a  percentage  basis. 
If  depletion  had  been  computed  without 
reference  to  percentage  depletion,  the 
amount  of  such  deduction  would  have  been 
$5,000.  For  1952  the  X  Corporation  also  had 
$35,000  of  wholly  tax-exempt  Interest,  and 
paid  $15,000  In  interest  on  Indebtedness  in¬ 
curred  to  carry  the  obligations  from  which 
such  tax-exempt  Interest  was  derived.  On 
the  basis  of  these  facts  the  X  Corporation  has 
a  net  operating  loss  for  the  year  1952  of 
$110,000,  computed  as  follows: 


(1)  Deductions  for  1952 _ $600,000 

(2)  Less:  Excess  of  percentage  de¬ 

pletion  over  cost  ($75,000 
minus  $5,000) _  70,000 


(3)  Deductions  adjusted  as  re¬ 

quired  by  section  122  (d) 

(item  (1)  minus  item  (2)) _  530,000 

(4)  Gross  income  for 

1952.. . . $400,  000 

(5)  Plus  tax-erempt  in¬ 

terest  minus  inter¬ 
est  paid  ($35,000 
minus  $15,000) _  20,  000 

(6)  Gross  income  adjusted  as  re¬ 

quired  by  section  122  (d) 

(item  (4)  plus  item  (5) ) _  420,000 


(7)  Net  operating  loss  for  1952 

(item  (3)  minus  item  (6))_  110,000 

§  39.122-3  Computation  of  net  oper¬ 
ating  loss  in  case  of  a  taxpayer  other 
than  a  corporation — (a)  In  General.  A 
net  operating  loss  is  sustained  by  a  tax¬ 
payer  other  than  a  corporation  in  any 
taxable  year  if  and  to  the  extent  that, 
for  such  year,  there  is  an  excess  of  de¬ 
ductions  allowed  by  chapter  1  over  gross 
income,  both  computed  with  the  follow¬ 
ing  exceptions,  additions,  and  limita¬ 
tions: 

(1)  The  deduction  for  depletion  shall 
not  exceed  the  amount  which  would  be 
allowable  if  computed  without  reference 
to  discovery  value  or  to  percentage  de¬ 
pletion  under  section  114  (b)  (2>,  (3), 
or  (4) ; 

(2)  There  shall  be  included  in  com¬ 
puting  gross  income  the  amount  of  in¬ 
terest  received  which  is  wholly  exempt 
from  the  taxes  imposed  by  chapter  1,  de¬ 
creased  by  the  amount  of  interest  paid 
or  accrued  which  is  not  allowed  as  a  de¬ 
duction  by  section  23  (b) ,  relating  to  in¬ 
terest  on  indebtedness  incurred  or  con¬ 
tinued  to  purchase  or  carry  certain  tax- 
exempt  obligations; 

(3)  No  net  operating  loss  deduction 
shall  be  allowed; 

(4)  (i)  The  deduction  provided  in  sec¬ 
tions  23  (ee)  and  117  (b)  shall  not  be 
allowed ; 

(ii)  The  amount  deductible  on  account 
of  business  capital  losses  shall  not  exceed 
the  amount  includible  on  account  of  bus¬ 
iness  capital  gains,  plus  a  portion  of  any 
nonbusiness  capital  gains,  computed  in 
accordance  with  paragraph  (c)  of  this 
section; 

(iii)  The  amount  deductible  on  ac¬ 
count  of  nonbusiness  capital  losses  shall 
not  exceed  the  amount  includible  on 
account  of  nonbusiness  capital  gains; 
and 

(5)  Ordinary  nonbusiness  deductions 
(i.  e.,  exclusive  of  capital  losses)  shall  be 
allowed  only  to  the  extent  of  the  amount 
of  ordinary  nonbusiness  gross  income 
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(1.  e.,  exclusive  of  capital  gains),  plus  the 
excess,  if  any,  of  nonbusiness  capital 
gains  over  nonbusiness  capital  losses. 
For  the  purpose  of  computing  the  net 
operating  loss  deduction,  any  deduction 
allowable  for  a  loss  sustained  after  De¬ 
cember  31,  1950,  in  respect  of  property, 
if  the  loss  arises  from  fire,  storm,  ship¬ 
wreck,  or  other  casualty,  or  from  theft, 
shall  not  be  considered  to  be  an  ordinary 
nonbusiness  deduction  but  shall  be 
treated  as  a  deduction  attributable  to 
the  operation  of  a  trade  or  business 
regularly  carried  on  by  the  taxpayer. 

(b)  Treatment  of  net  capital  loss 
carry-overs.  (1)  Because  of  the  dis¬ 
tinction  between  business  and  nonbusi¬ 
ness  capital  gains  and  losses,  a  taxpayer 
who  has  a  net  capital  loss  carry-over 
from  preceding  taxable  years,  includible 
among  the  short-term  capital  losses  for 
the  current  taxable  year  by  virtue  of 
section  117  (e),  must  determine  how 
much  of  such  net  capital  loss  carry-over 
is  a  business  capital  loss  and  how  much  is 
a  nonbusiness  capital  loss.  In  order  to 
make  this  determination,  the  taxpayer 
must  first  ascertain  what  proportion  of 
the  net  capital  losses  for  such  preceding 
taxable  years  was  attributable  to  an  ex¬ 
cess  of  business  capital  losses  over  busi¬ 
ness  capital  gains  for  such  years,  and 
what  proportion  was  attributable  to  an 
excess  of  nonbusiness  capital  losses  over 
nonbusiness  capital  gains.  The  same 
proportion  of  the  net  capital  loss  carry¬ 
over  from  any  such  preceding  taxable 
years  shall  be  treated  as  a  business  capi¬ 
tal  loss  and  a  nonbusiness  capital  loss, 
respectively. 

(2)  This  rule  may  be  illustrated  by  the 
following  example: 

Example.  (1)  A,  an  Individual,  has  $5,000 
ordinary  net  Income  for  the  calendar  year 
1952  and  also  has  the  following  capital  gains 
and  losses  for  such  year:  Business  capital 
gains  of  $2,000;  business  capital  losses  of 
$3,200;  nonbusiness  capital  gains  of  $1,000; 
and  nonbusiness  capital  losses  of  $1,200. 

(ii)  A’s  net  capital  loss  for  the  taxable 
year  1952  is  $400,  computed  as  follows; 


Total  capital  losses _ $4,  400 

Total  capital  gains _  3,  000 


Excess  of  total  capital  losses  over 

total  capital  gains _  1,  400 

Less:  $1,000  of  ordinary  net  income _  1,  000 


Net  capital  loss  for  1952 _ _  400 


(iii)  A's  total  capital  losses  for  1952  ex¬ 
ceeded  his  total  capital  gains  for  such  year 
by  $1,400  ($4,400  minus  $3,000).  Since  A's 
business  capital  losses  for  1952  ($3,200)  ex¬ 
ceeded  his  business  capital  gains  ($2,000)  for 
such  year  by  $1,200  6/7ths  (1,200/1,400)  of 
A's  net  capital  loss  for  1952  was  attributable 
to  an  excess  cf  his  business  capital  losses 
over  his  business  capital  gains  for  such  year. 
Similarly,  l/7th  of  the  net  capital  loss  is 
attributable  to  the  excess  of  nonbusiness 
capital  losses  over  nonbusiness  capital  gains. 
Since  the  net  capital  loss  carry-over  from 
1952  to  1953  is  $400,  6/7ths  of  $400,  or  $342.86, 
will  be  treated  as  a  business  capital  loss  in 
1953,  and  l/7th  of  $400,  or  $57.14,  as  a  non¬ 
business  capital  loss. 

<c)  Determination  of  portion  of  non¬ 
business  capital  gains  available  for  the 


deduction  of  business  capital  losses.  (1 ) 
In  the  computation  of  a  net  operating 
loss  a  taxpayer  other  than  a  corporation 
must  use  his  nonbusiness  capital  gains 
for  the  deduction  of  his  nonbusiness  cap¬ 
ital  losses.  See  paragraph  (a)  (4)  (iii) 
of  this  section.  Any  amounts  not  neces¬ 
sary  for  this  purpose  shall  then  be  used 
for  the  deduction  of  any  excess  of  ordi¬ 
nary  nonbusiness  deductions  over  ordi¬ 
nary  nonbusiness  gross  income.  See 
paragraph  (a)  (5)  of  this  section.  The 
remainders,  computed  by  applying  the 
excess  ordinary  nonbusiness  deductions 
against  the  excess  capital  gains,  shall 
be  treated  as  capital  gains  and  may 
be  used  for  the  purpose  of  determining 
the  deductibility  of  business  capital  losses 
under  paragraph  (a)  (4)  (ii)  of  this 
section. 

(2)  This  principle  may  be  illustrated 
by  the  following  example: 

Example.  (1)  A,  an  Individual,  has  a 
total  nonbusiness  gross  income  of  $20,500, 


computed  as  follows: 

Ordinary  gross  income _ $7,  500 

'Capital  gains _  13,  000 

Total  gross  income _  20,  500 

(ii)  He  also  has  total  nonbusiness  deduc¬ 
tions  of  $16,000,  computed  as  follows: 

Ordinary  deductions _ $9,  000 

Capital  losses _  7,  000 

Total  deductions _ 16,  000 


(iii)  In  order  to  determine  the  portion  of 
the  nonbusiness  capital  gains  available  for 
the  deduction  of  business  capital  losses  there 
must  first  be  deducted  the  amounts  of  the 
nonbusiness  capital  losses.  It  is  then  found 
that  the  excess  capital  gains  amount  to  $6,000 
($13,000  minus  $7,000).  Since  the  ordinary 
nonbusiness  deductions  exceed  the  ordinary 
nonbusiness  gross  income  by  $1,500  ($9,000 
minus  $7,500),  $1,500  of  the  $6,000  excess 
capital  gains  must  be  used  to  permit  the 
allowance  of  such  $1,500  under  paragraph  (a) 
(5)  of  this  section.  Therefore,  $1,500  excess 
of  ordinary  deductions  over  ordinary  gross 
income  will  be  deducted  from  the  $6,000  of 
excess  capital  gains,  leaving  $4,500  to  be 
added  to  the  business  capital  gains  for  the 
purpose  of  determining  the  deductibility  of 
any  business  capital  loss. 

(d)  Illustration  of  computation  of  net 
operating  loss  by  a  taxpayer  other  than 
a  corporation.  (1)A,  an  individual, 
who  makes  his  income  tax  returns  on  a 
calendar  year  basis,  has  for  1952  gross 
income  of  $483,000  and  deductions  (ex¬ 
clusive  of  any  deductions  attributable  to 
capital  losses  and  exclusive  of  the  net 
operating  loss  deduction)  of  $540,000. 
Included  in  gross  income  are  business 
capital  gains  of  $50,000  and  nonbusiness 
income  of  $10,000.  Included  among  the 
deductions  are  deductions  of  $12,000  in¬ 
curred  in  transactions  not  connected 
with  a  trade  or  business.  A  has  a  busi¬ 
ness  capital  loss  of  $60,000  in  1952.  A 
also  received  $25,000  of  interest  on  State 
bonds  in  1952  which  is  wholly  exempt 
from  Federal  income  tax.  A  has  no 
other  items  of  income  or  deductions  to 
which  section  122  (d)  is  applicable. 

(2)  On  the  basis  of  these  facts  A  has 
a  net  operating  loss  for  1952  of  $80,000, 
computed  as  follows : 


(i)  Deductions  for  1952  (exclusive 
of  any  deductions  attributable  to 
capital  losses  and  exclusive  of  the 
net  operating  loss  deduction) _ $540,000 


(li)  Plus  amount  of  capital  loss 
($60,000)  to  extent  such  amount 
does  not  exceed  capital  gains 
($50,000)  _  60,  000 


(ill)  Sum  of  item  (1)  and  item 

(11) _ _ 590.000 

(iv)  Less  excess  of  nonbusiness  de¬ 
ductions  over  nonbusiness  gross 
income  ($12,000  minus  $10,000) «  2,000 


(v)  Deductions  for  1952  adjusted 
as  required  by  section  122  (d) 

(item  (111)  minus  item  (iv) ) _  588,000 

(vi)  Gross  income  for 

1952 .  $483,000 

(vli)  Plus  tax-exempt  in¬ 
terest _ _  25, 000 


(viil)  Gross  income  for  1952  ad¬ 
justed  as  required  by  section  122 

(d)  (item  (vi)  plus  item  (vii))_  508,000 

(lx)  Net  operating  loss  for  1952 

(item  (v)  minus  item  (viii))___  80,000 

(3)  For  treatment  of  depletion  deduc¬ 
tions,  see  example  in  §  39.122-2.  For 
treatment  of  net  capital  loss  carry-over, 
nonbusiness  capital  gains  and  losses, 
and  the  portion  of  the  nonbusiness  capi¬ 
tal  gains  which  may  be  used  to  permit 
the  deduction  of  business  capital  losses, 
see  examples  in  paragraphs  (b)  and  (c) 
of  this  section. 

(e)  Joint  return  by  husband  and  wife. 
In  the  case  of  a  husband  and  wife,  the 
joint  net  operating  loss  for  any  taxable 
year  for  which  a  joint  return  is  filed  is  to 
be  computed  upon  the  basis  of  the  com¬ 
bined  income  and  deductions  of  both 
spouses,  and  the  exceptions,  additions, 
and  limitations  prescribed  by  section  122 
(d)  are  to  be  computed  as  if  the  com¬ 
bined  income  and  deductions  of  both 
spouses  were  the  income  and  deductions 
of  one  individual. 

§  39.122-4  Computation  of  net  oper¬ 
ating  loss  carry-overs  and  net  operating 
loss  carry-back — (a)  In  general.  (1) 
The  aggregate  of  the  net  operating  loss 
carry-overs  and  the  net  operating  loss 
carry-back  to  a  taxable  year  shall  be  the 
basis  of  the  net  operating  loss  deduc¬ 
tion.  In  order  to  compute  such  deduc¬ 
tion  the  taxpayer  must  first  determine 
the  part  of  any  net  operating  losses  for 
any  preceding  or  succeeding  taxable 
years  which  are  carry-overs  or  a  carry¬ 
back  to  the  current  taxable  year. 

(2)  The  number  of  taxable  years  to 
which  a  net  operating  loss  may  be  car¬ 
ried  back  and  carried  over  are  as  follows: 


Net  operating  loss  for  a  taxable 
year  beginning: 

May  be 
[  carried 
bark  to 
the 

follow  ire 
precede 

May  1* 
carried 
over  to 
toe 

follower 
-aiccre  irf 
tt  \  ifeto 
years 

After 

Before 

taxable 

years 

Dec.  31,  lots . 

Jan.  1, 1050 . 

2 

J 

Dec.  31,  1040 . 

i 

(3)  The  amount  which  is  carried  back 
or  carried  over  to  any  taxable  year  is 
the  net  operating  loss  to  the  extent  it 
was  not  absorbed  in  the  computation  c* 
the  net  income  for  other  taxable  years. 
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preceding  such  taxable  year,  to  which  it 
was  carried  back  or  carried  over.  For 
the  purpose  of  determining  the  net  in¬ 
come  for  a  taxable  year  which  so  absorbs 
the  net  operating  loss  that  is  carried 
back  or  carried  over,  the  various  net 
operating  loss  carry-overs  and  carry¬ 
backs  to  such  taxable  year  are  consid¬ 
ered  to  be  applied  in  reduction  of  the 
net  income  for  such  taxable  year  in  the 
order  of  the  taxable  years  from  which 

I  such  losses  are  carried  over  or  carried 
back,  beginning  with  the  loss  for  the 
earliest  taxable  year. 

(b)  Portion  of  net  operating  loss  which 
is  a  carry-over  or  a  carry-back  to  the 
current  taxable  year.  A  net  operating 
loss  must  first  be  carried  to  the  earliest 
of  the  several  taxable  years  to  which  such 
loss  is  allowable  as  a  carry-back  or  a 
carry-over,  and  is  then  to  be  carried  to 
the  next  earliest  of  such  several  taxable 
years,  etc.  See  paragraph  <a)  of  this 
I  section  for  the  taxable  years  to  which  a 
net  operating  loss  incurred  in  any  partic¬ 
ular  taxable  year  may  be  carried  back  or 
carried  over.  The  entire  net  operating 
loss  may  be  carried  to  such  earliest  year. 
The  portion  of  the  loss  which  may  be  car- 

II  ried  to  any  taxable  year  subsequent  to 
such  earliest  year  is  the  excess  of  such 
net  operating  loss  over  the  aggregate  of 
the  net  income,  if  any  (computed  as  pro¬ 
vided  in  paragraph  (c)  of  this  section), 
for  those  of  such  several  taxable  years 
which  precede  the  taxable  year  to  which 
such  net  operating  loss  is  allowable  as  a 
carry-back  or  a  carry-over. 

Example.  A  taxpayer  on  the  calendar 
year  basis  has  a  net  operating  loss  for  1952. 
The  entire  net  operating  loss  for  1952  may 
be  carried  back  to  1951.  The  amount  of  the 
carry-over  to  1953  is  the  excess  of  the  1952 
less  over  the  net  income  (computed  as  pro¬ 
dded  in  paragraph  (c)  of  this  section)  for 
1951.  Similarly,  the  amount  of  the  carry- 
I  over  to  1954,  1955,  1956,  and  1957  is  the  excess 
of  the  1952  loss  over  the  aggregate  of  the 
net  income  (computed  as  provided  in  para¬ 
graph  (c)  of  this  section)  for  1951  and  1953, 
lor  1951,  1953  and  1954,  for  1951,  1953,  1954, 

|  and  1955,  and  for  1951,  1953,  1954,  1955.  and 
1956,  respectively. 

(c)  Computation  of  net  income  which 
|  is  subtracted  from  net  operating  loss  to 
I  determine  carry-back  or  carry-over.  The 
j  net  income  for  any  taxable  year  which  is 
I  subtracted  fx-om  the  net  operating  loss 
j  for  another  taxable  year  to  determine  the 
portion  of  such  net  operating  loss  which 
is  a  carry-back  or  carry-over  to  a  par¬ 
ticular  taxable  year  as  provided  in  para¬ 
graph  <b)  of  this  section  is  computed 
|  with  the  following  adjustments: 

d'  The  net  operating  loss  deduction 
I  for  such  taxable  year  is  computed  (i)  by 
taking  into  account  only  such  net  operat- 
I  log  losses  otherwise  allowable  as  carry- 
I  overs  or  a  carry-back  tc  such  taxable 
year  as  were  sustained  in  taxable  years 
Preceding  the  taxable  year  in  which  the 
taxpayer  sustained  the  net  operating  loss 
from  which  the  net  income  is  to  be 
[  deducted,  and  (ii)  by  disregarding  the 
adjustment  provided  in  section  122  (c) 
and  §  33.122-5  (relating  to  the  conver¬ 
sion  of  the  aggregate  of  the  net  operating 
joss  carry-overs  and  carry-back  to  the 
taxable  year  into  the  net  operating  loss 
deduction) . 
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Example.  The  taxpayer  flies  Its  Income 
tax  returns  on  the  basis  of  the  calendar  year. 
In  computing  the  net  operating  loss  deduc¬ 
tion  for  1952,  the  taxpayer  has  a  carry-over 
from  1950  of  $9,000,  a  carry-over  from  1951 
of  $6,000,  and  a  carry-back  from  1953  of 
$18,000,  or  an  aggregate  of  $33,000  in  carry¬ 
overs  and  a  carry-back  which  Is  the  basis  for 
the  deduction.  The  adjustment  under  sec¬ 
tion  122  (c)  for  the  purpose  of  computing 
the  net  operating  loss  deduction  for  1952  Is 
$2,500.  In  computing  the  net  income  for 
1952  which  is  deducted  from  the  net  operat¬ 
ing  loss  for  1953  for  the  purpose  of  deter¬ 
mining  the  amount  of  such  loss  which  may 
be  carried  over  to  subsequent  taxable  years, 
the  net  operating  loss  deduction  for  1952  is 
$15,000,  that  Is.  the  aggregate  of  the  $9,000 
carry-over  from  1950  and  the  $6,000  carry¬ 
over  from  195T.  In  computing  such  net 
operating  loss  deduction  for  such  purpose, 
the  $18,000  carry-back  from  1953  and  the 
adjustment  required  by  section  122  (c)  are 
each  disregarded. 

(2)  In  the  case  of  a  corporation,  the 
net  income  shall  be  computed  in  accord¬ 
ance  with  the  exceptions,  additions,  and 
limitations  applicable  in  the  computation 
of  a  net  operating  loss  (see  §  39.122-2), 
except  that  the  net  operating  loss  deduc¬ 
tion  shall  be  allowed  to  the  extent  pro¬ 
vided  in  subparagraph  (1)  of  this 
paragraph. 

(3>  In  the  case  of  a  taxpayer  other 
than  a  corporation,  the  net  income  and 
adjusted  gross  income  shall  be  computed 
in  accordance  with  the  exceptions,  addi¬ 
tions,  and  limitations  specified  in  sub- 
paragraphs  (1),  (2),  (3),  and  (4)  (i)  of 
paragraph  (a>  of  §  39.122-3,  except  that 
the  net  operating  loss  deduction  shall  be 
allowed  to  the  extent  provided  in  sub- 
paragraph  (1)  of  this  paragraph.  In  lieu 
of  the  last  exceptions  specified  in  sub- 
paragraphs  (4)  (ii),  (4)  (iii),  and  (5)  of 
paragraph  (a)  of  §  39.122-3,  the  tax¬ 
payer  is  required  only  to  restrict  the 
amount  of  his  deduction  for  capital  losses 
to  the  amount  of  his  capital  gains.  The 
ordinary  non-business  deductions  are 
allowed  in  full  if  otherwise  allowable  by 
law.  The  exceptions  and  limitations  de¬ 
pendent  upon  the  distinction  between 
business  and  non-business  items  of  gross 
income  and  deductions  are  not  applica¬ 
ble  in  the  computation  of  the  net  income 
to  be  subtracted  in  computing  carry¬ 
backs  and  carry-overs. 

(4)  Any  deduction  which  is  limited  in 
amount  to  a  percentage  of  the  taxpayer's 
net  income  or  adjusted  gross  income 
shall  be  recomputed  upon  the  basis  of 
the  net  income  or  adjusted  gross  income, 
as  the  case  may  be,  determined  with  the 
adjustments  prescribed  in  subpara- 
graplis  (1),  (2),  and  (3)  of  this  para¬ 
graph. 

(5)  The  net  income,  as  adjusted,  shall 
in  no  case  be  considered  less  than  zero. 

(d)  Illustration  of  computation  of  net 
operating  loss  carry-back  and  carry¬ 
overs.  The  application  of  this  section 
may  be  illustrated  by  the  following 
example: 

Example.  The  taxpayer  Is  a  corporation 
making  Its  Income  tax  returns  on  the  cal¬ 
endar  year  basis.  It  had  no  net  operating 
loss  In  1949,  1950,  or  1951,  or  in  1962.  Its 
net  Income,  computed  without  any  net  op¬ 
erating  loss  deduction  (It  being  assumed, 
that  none  of  the  other  adjustments  provided, 
In  paragraph  (c)  of  this  section  Is  applica¬ 


ble),  was  $20,000  In  1952,  $15,000  In  1954. 
$30,000  In  1955,  $20,000  In  1957,  $10,000  In 
1958.  $30,000  in  1959,  $35,000  In  1960,  and 
$75,000  In  1961.  It  sustained  net  operating 
losses  of  $75,000  In  1953  and  $150,000  in  1956. 
It  Is  assumed  for  the  purposes  of  this  exam¬ 
ple  that  the  application  of  §  39.122-5  does 
not  cause  any  reduction  of  the  amount 
of  the  aggregate  of  the  net  operating  loss 
carry-overs  and  the  net  operating  loss  carry¬ 
back  to  any  taxable  year,  so  that  such 
aggregate  is  the  net  operating  loss  deduction 
for  such  taxable  year. 

(1)  The  portions  of  the  $75,000  net  oper¬ 
ating  loss  for  1953  which  may  be  used  as  a 
carry-back  to  1952  and  as  carry-overs  to 
1954,  1955,  1956,  1957,  and  1958  are  computed 
as  follows: 

(1)  For  1952,  the  carry-hack  Is  $75,000, 
that  is,  the  amount  of  the  net  operating 
loss. 

(ii)  For  1954,  the  carry-over  Is  $55,000, 
that  is,  the  excess  of  the  $75,000  net  operat¬ 
ing  loss  over  the  $20,0C0  net  Income  for 

1952  (such  net  Income  being  determined 
without  any  net  operating  loss  deduction 
since  there  is  no  carry-over  to  1952  from 
1949,  1950.  or  1951,  and  the  carry-back  from 

1953  is  not  taken  Into  account). 

(iii)  For  1955,  the  carry-over  Is  $40,000, 
that  Is,  the  excess  of  the  $75,000  net  oper¬ 
ating  loss  over  $35,000,  the  sum  of  the 
$20,000  net  Income  for  1952  (computed  with¬ 
out  the  deduction  of  the  carry-back  from 
1953)  and  the  $15,000  net  Income  for  1954 
(computed  without  the  deduction  of  the 
carry-over  from  1953). 

(iv)  For  1956,  the  carry-over  Is  $10,000, 
that  Is,  the  excess  of  the  $75,000  net  oper¬ 
ating  loss  over  $65,000,  the  sum  of  the  $20,000 
net  income  for  1952  (computed  without  the 
deduction  of  the  carry-back  from  1953),  the 
$15,000  net  income  for  1954  (computed  with¬ 
out  the  deduction  of  the  carry-over  from 
1953),  and  the  $30,000  net  income  for  1955 
(computed  without  the  deduction  of  the 
carry-over  from  1953  or  the  carry-back  from 
1956). 

(v)  For  1957,  the  carry-over  Is  $10,000, 
that  Is,  the  excess  of  the  5,000  net  operat¬ 
ing  loss  over  $65,000,  the  sum  of  the  $20,000 
net  Income  for  1952  (computed  without  the 
deduction  of  the  carry-back  from  1953),  the 
$15,000  net  income  for  1954  (computed  with¬ 
out  the  deduction  of  the  carry-over  from 
1953),  the  $30,000  net  income  for  1955  (com¬ 
puted  without  the  deduction  of  the  carry¬ 
over  from  1953  or  the  carry-back  from  1956), 
and  the  $0  net  income  for  1956  (a  year  In 
which  a  net  operating  loss  was  sustained). 

(vi)  For  1958,  there  is  no  carry-over  of 
the  net  operating  loss  for  1953  since  such 
loss  does  not  exceed  $85,000,  the  sum  of  the 
net  incomes  for  the  first  taxable  year  pre¬ 
ceding  1953  and  the  first  four  taxable  years 
following  1953  computed  as  provided  in 
paragraph  (c)  of  this  section  (the  $20,000 
net  income  for  1952,  the  $15,000  net  income 
for  1954.  the  $30,000  net  income  for  1955, 
and  the  $20,000  net  income  for  1957,  there 
being  no  net  operating  loss  deduction  for 
any  of  such  taxable  years  since  the  carry¬ 
back  and  carry-overs  from  1953,  the  year  of 
the  net  operating  loss,  and  from  1956,  a 
year  subsequent  to  the  year  of  the  net  op¬ 
erating  loss,  are  not  taken  Into  account). 

(2)  The  portions  of  the  $150,000  net  op¬ 
erating  loss  for  1956  which  may  be  m-ed  as 
a  carry-back  to  1955  and  as  carry-overs  to 
1957,  1958,  1959,  1960,  and  1961  are  computed 
as  follows: 

(1)  For  1955,  the  carry-back  Is  $150,000, 
that  Is.  the  amount  of  the  net  operating 
loss. 

(ii)  For  1957,  the  carry-over  Is  $150,000, 
that  Is,  the  excess  of  the  $150,000  net  oper¬ 
ating  loss  over  the  $0  net  income  for  1955 
(such  net  Income  for  1955  being  computed 
as  the  $30,000  Income  reduced  by  the  carry¬ 
over  of  $40,000  from  1953). 
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(iil)  For  1958,  the  carry-over  is  $140,000, 
that  is,  the  excess  of  the  $150,000  net  oper¬ 
ating  loss  over  $10,000,  the  sum  of  the  $0 
net  Income  for  1955  (such  net  Income  for 
1955  being  computed  as  the  $30,000  income 
reduced  by  the  carry-over  of  $40,000  from 
1953)  and  the  $10,000  net  Income  for  1957 
(such  net  income  for  1957  being  computed 
as  the  $20,000  income  reduced  by  the  $10,000 
carry-over  from  1953,  the  $150,000  carry-over 
from  1956  to  1957  not  being  taken  into 
account ) . 

(iv)  For  1959,  the  carry-over  is  $130,000, 
that  is,  the  excess  of  the  $150,000  net  oper¬ 
ating  loss  over  $20,000,  the  sum  of  the  $0 
net  income  for  1955  (such  net  income  for 
1955  being  computed  as  the  $30,000  income 
reduced  by  the  carry-over  of  $40,000  from 
1953),  the  $10,000  net  income  for  1957  (such 
net  income  for  1957  being  computed  as  the 
$20,000  income  reduced  by  the  carry-over  of 
$10,000  from  1953,  the  $150,000  carry-over 
from  1956  to  1957  not  being  taken  into  ac¬ 
count).  and  the  $10,000  net  income  for 
1958  (the  $140,000  carry-over  from  1956  to 
1958  not  being  taken  into  account). 

(v)  For  1960,  the  carry-over  is  $100,000, 
that  is.  the  excess  of  the  $150,000  net  oper¬ 
ating  loss  over  $50,000,  the  sum  of  the  $0 
net  income  for  1955  (such  net  income  for 
1955  being  computed  as  the  $30,000  income 
reduced  by  the  carry-over  of  $40,000  from 
1953),  the  $10,000  net  income  for  1957  (such 
net  income  for  1957  being  computed  as  the 
$20,000  income  reduced  by  the  carry-over  of 
$10,000  from  1963,  the  $150,000  carry-over 
from  1956  to  1957  not  being  taken  into  ac¬ 
count),  the  $10,000  net  income  for  1958  (the 
$140,000  carry-over  from  1956  to  1958  not 
being  taken  into  account),  and  the  $30,000 
net  income  for  1959  (the  $130,000  carry-over 
from  1956  to  1959  not  being  taken  into 
account). 

(vi)  For  1961,  the  carry-over  is  $65,000, 
that  is,  the  excess  of  the  $150,000  net  oper¬ 
ating  loss  over  $85,000,  the  sum  of  the  $0 
net  income  for  1955  (such  net  Income  for 

1955  being  computed  as  the  $30,000  income 
reduced  by  the  carry-over  of  $40,000  from 
1953),  the  $10,00(lnet  income  for  1957  (such 
net  income  for  1*57  being  computed  as  the 
$20,000  income  reduced  by  the  carry-over  of 
$10,000  from  1953,  the  $150,000  carry-over 
from  1956  to  1957  not  being  taken  into  ac¬ 
count),  the  $10,000  net  income  for  1958  (the 
$140,000  carry-over  from  1956  to  1958  not 
being  taken  into  account),  the  $30,000  net 
income  for  1959  (the  $130,000  carry-over  from 

1956  to  1959  not  being  taken  into  account), 
and  the  $35,000  net  income  for  1960  (the 
$100,000  carry-over  from  1956  to  1960  not 
being  taken  into  account). 

(3)  (i)  For  1952,  the  net  operating  loss 
deduction  is  determined  to  be  $75,000,  that 
is,  the  carry-back  from  1953. 

(ii)  For  1954,  the  net  operating  loss  de¬ 
duction  is  determined  to  be  $55,000,  that  is, 
the  carry-over  from  1953. 

(iii)  For  1955,  the  net  operating  loss  de¬ 
duction  is  determined  to  be  $190,000,  that 
is.  the  aggregate  of  the  $40,000  carry-over 
from  1953  and  the  $150,000  carry-back  from 
1956. 

(iv)  For  1957,  the  net  operating  loss  de¬ 
duction  is  determined  to  be  $160,000,  that 
is,  the  aggregate  of  the  carry-over  of  $10,000 
from  1953  and  of  the  carry-over  of  $150,000 
from  1956. 

(v)  For  1958,  the  net  operating  loss  de¬ 
duction  is  determined  to  be  $140,000,  that 
is,  the  carry-over  from  1956. 

(vi)  For  1959,  the  net  operating  loss  de¬ 
duction  is  determined  to  be  $130,000,  that 
is,  the  carry-over  from  1956. 

(vii)  For  1960,  the  net  operating  loss  de¬ 
duction  is  determined  to  be  $100,000,  that 
is,  the  carry-over  from  1956. 

(viii)  For  1961,  the  net  operating  loss  de¬ 
duction  is  determined  to  be  $65,000.  that  is, 
the  carry-over  from  1956. 
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(e)  Joint  return  by  husband  and  wife. 

(1)  If  a  husband  and  wife  making  a 
joint  return  for  any  taxable  year  did  not 
make  a  joint  return  for  any  of  the  tax¬ 
able  years  involved  in  the  computation  of 
a  net  operating  loss  carry-over  or  a  net 
operating  loss  carry-back  to  the  taxable 
year  for  which  the  joint  return  is  made, 
such  separate  net  operating  loss  carry¬ 
over  or  separate  net  operating  loss  carry¬ 
back  is  a  joint  net  operating  loss  carry¬ 
over  or  joint  net  operating  loss  carry¬ 
back  to  such  taxable  year. 

(2)  If  a  husband  and  wife  making  a 
joint  return  for  a  taxable  year  made  a 
joint  return  for  each  of  the  taxable  years 
involved  in  the  computation  of  a  net  op¬ 
erating  loss  carry-over  or  net  operating 
loss  carry-back  to  such  taxable  year,  the 
joint  net  operating  loss  carry-over  or 
joint  net  operating  loss  carry-back  to 
such  taxable  year  is  computed  in  the 
same  manner  as  the  net  operating  loss 
carry-over  or  net  operating  loss  carry¬ 
back  of  an  individual  under  paragraphs 

(a)  to  (d),  inclusive,  of  this  section  but 
upon  the  basis  of  the  joint  net  operating 
losses  and  the  combined  net  income  of 
both  spouses. 

(3)  If  a  husband  and  wife  making  sep¬ 
arate  returns  for  a  taxable  year  made  a 
joint  return  for  any  or  all  of  the  taxable 
years  involved  in  the  computation  of  a 
net  operating  loss  carry-over  or  net  op¬ 
erating  loss  carry-back,  the  separate  net 
operating  loss  carry-over  or  separate  net 
operating  loss  carry-back  of  each  spouse 
to  the  taxable  year  is  computed  in  the 
manner  set  forth  in  paragraphs  (a)  to 
(d),  inclusive,  of  this  section,  but  with 
the  following  exceptions  and  limitations: 

(i)  The  net  operating  loss  of  each 
spouse  for  a  taxable  for  which  a  joint 
return  was  made  shall  be  deemed  to  be 
the  portion  of  the  joint  net  operating 
loss  (computed  in  accordance  with  para¬ 
graph  (e)  of  §  39.122-3)  attributable  to 
the  gross  income  and  deductions  of  such 
spouse,  both  gross  income  and  deduc¬ 
tions  being  taken  into  account  to  the 
same  extent  that  they  are  taken  into 
account  in  computing  the  joint  net  oper¬ 
ating  loss. 

(ii)  The  net  income  of  a  particular 
spouse  for  any  taxable  year  which  is  sub¬ 
tracted  from  the  net  operating  loss  of 
such  spouse  for  another  taxable  year  in 
order  to  determine  the  amount  of  such 
such  loss  which  may  be  carried  back  or 
carried  over  to  still  another  taxable  year 
is  deemed  to  be,  in  a  case  in  which  such 
net  income  was  reported  in  a  joint  re¬ 
turn,  the  sum  of  the  following: 

(a'  The  portion  of  the  combined  net 
income  of  both  spouses  for  such  year  for 
which  the  joint  return  was  made  which  is 
attributable  to  the  gross  income  and  de¬ 
ductions  of  the  particular  spouse,  both 
gross  income  and  deductions  being  taken 
into  account  to  the  same  extent  that  they 
are  taken  into  account  in  computing  such 
combined  net  income,  and 

(b)  The  portion  of  such  combined  net 
Income  attributable  to  the  other  spouse, 
but  if  such  other  spouse  has  a  taxable 
year  beginning  on  the  same  date  as  the 
taxable  year  in  which  the  particular 
spouse  sustained  the  net  operating  loss 
from  which  the  net  income  is  subtracted. 


and  if  such  other  spouse  sustained  a  net 
operating  loss  in  such  taxable  year,  then 
such  portion  shall  first  be  reduced  by 
such  net  operating  loss  of  such  other 
spouse.  However,  such  net  operating 
loss  of  such  other  spouse  shall  first  be 
diminished  by  the  excess,  if  any,  of  the 
reduction  provided  in  section  122  (c)  for 
the  year  in  which  the  net  income  was 
realized  over  the  aggregate  of  the  net 
opearting  loss  carry-overs  and  net  oper¬ 
ating  loss  carry-backs  which  are  taken 
into  account  in  computing  the  net  oper¬ 
ating  loss  deduction  for  such  taxable 
year  (see  (d)  of  this  subdivision). 

For  the  purposes  of  subdivisions  (a)  and 
(b)  of  this  subdivision,  the  combined 
net  income  shall  be  computed  as  though 
the  combined  income  and  deductions  of 
both  spouses  were  those  of  one  individual, 
and  in  such  computation : 

(c)  The  exceptions,  additions,  and 
limitations  provided  in  section  122  (d) 
(1),  (2),  and  (4)  shall  apply,  and 

(d)  The  net  operating  loss  deduction 
shall  be  determined  without  taking  into 
account  any  net  operating  loss  of  either 
spouse  or  any  joint  net  operating  loss  of 
both  spouses  which  was  sustained  in  a 
taxable  year  beginning  on  or  after  the 
date  of  the  beginning  of  the  taxable  year 
in  which  the  particular  spouse  sustained 
the  net  operating  loss  from  which  the 
net  income  is  subtracted. 

(4)  In  the  following  examples,  which 
illustrate  subdivisions  (i)  and  (ii)  of 
subparagraph  (3)  of  this  paragraph,  it 
is  assumed  that  there  are  no  items  of  ad¬ 
justment  under  section  122  (d)  tl>,  (2), 
and  (4).  and  the  net  income  or  loss  in 
each  case  is  the  net  income  or  loss  deter¬ 
mined  without  any  net  operating  loss 
deduction.  The  taxpayer  in  each  ex¬ 
ample,  H,  a  husband,  and  W,  his  wife, 
report  their  income  on  the  calendar  year 
basis. 

Example  ( 1 ).  H  and  W  filed  Joint  returns 
for  1952  and  1953.  They  sustained  a  Joint 
net  operating  loss  of  $1,000  for  1952  and  a 
Joint  net  operating  loss  of  $2,000  for  1953. 
For  1952  the  deductions  of  H  exceeded  hts 
gross  Income  by  $700,  and  the  deductions  of 
W  exceeded  her  gross  income  by  $300,  the 
total  of  such  amounts  being  $1,000.  There¬ 
fore,  $700  of  the  $1,000  Joint  net  operating 
loss  for  1952  Is  considered  the  net  operating 
loss  of  H  for  1952,  and  $300  of  such  Joint  net 
operating  loss  Is  considered  the  net  operat¬ 
ing  loss  of  W  for  1952.  For  1953  the  gross 
Income  of  H  exceeded  his  deductions,  so 
that  his  separate  net  Income  would  be  $1,500, 
and  the  deductions  of  W  exceeded  her  gross 
income  by  $3,500.  Therefore,  all  of  the  $2,000 
Joint  net  operating  loss  for  1953  is  considered 
the  separate  net  operating  loss  of  W  for 
1953. 

Example  (2).  (1)  H  and  W  filed  Joint 

returns  for  1949  and  1951,  and  separate  re¬ 
turns  for  1950  and  1952.  For  such  years 
they  had  net  Incomes  and  net  operating 
losses  as  follows: 


1949 

1950 

1951 

1952 

1  $5,000 
>  3,000 

'  $2,  500 
»  2,000 

*  $r>,  500 

*  3,000 

1  $4,«» 
11,500 

*8,000 

*  9,  500 

>  Loss. 

*  Income. 

*  Joint  loss. 

4  Combined  income. 
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(ii)  The  net  operating  loss  carry-over  of 
H  from  1952  to  1953  is  $4,000,  that  Is,  his 
$4,000  net  operating  loss  for  1952  which  is 
not  reduced  by  any  part  of  the  net  income 
for  1951,  since  none  of  such  net  income  is 
attributable  to  H  and  the  portion  attributa¬ 
ble  to  W  is  entirely  offset  by  her  separate  net 
operating  loss  deduction  for  her  taxable 
year  1952,  which  taxable  year  begins  on  the 
same  date  as  U’s  taxable  year  1952.  The 
determination  of  the  amount  ($0)  of  net  in¬ 
come  for  1951  which  reduces  H’s  net  operat¬ 
ing  loss  for  1952  is  made  as  follows: 

(iii)  The  combined  net  income  of  $9,500 
for  1951  is  reduced  to  $1,000  by  the  net  oper¬ 
ating  loss  deduction  for  such  year  of  $8,500. 
This  net  operating  loss  deduction  is  com¬ 
puted  without  taking  into  account  any  net 
operating  loss  sustained  in  a  taxable  year 
beginning  on  or  after  January  1,  1952,  the 
date  of  the  beginning  of  the  taxable  year  in 
which  H  sustained  the  net  operating  loss 
which  is  a  carry-over  to  1953.  This  $8,500 
amount  is  composed  of  H’s  carry-overs  of 
$5,000  from  1949  and  $2,500  from  1950,  or  a 
total  of  $7,500,  and  of  W’s  carry-over  of  $1,000 
from  1949  (the  excess  of  W’s  $3,000  loss  for 
1949  over  her  $2,000  income  for  1950).  None 
of  the  $1,000  combined  net  Income  for  1951 
(computed  with  the  net  operating  loss  de¬ 
duction  described  above)  is  attributable  to 
H  since  it  is  caused  by  W’s  income  (computed 
after  deducting  her  separate  carry-over)  off¬ 
setting  H’s  loss  (computed  by  deducting  from 
his  income  his  separate  carry-overs).  No 
part  of  the  $1,000  net  income  for  1951  which 
Is  attributable  to  W  is  used  to  reduce  H’s  net 
operating  loss  for  1952  since  such  net  income 
attributable  to  W  must  first  be  reduced  by 
W's  $1,500  net  operating  loss  for  1952,  her 
taxable  year  beginning  on  the  same  date  as 
the  taxable  year  of  H  in  which  he  sustained 
the  net  operating  loss  from  which  the  net 
income  is  subtracted. 

(iv)  The  net  operating  loss  carry-over  of  W 
from  1952  to  1953  is  $500,  her  $1,500  loss 
reduced  by  the  $1,000  net  income  for  1951, 
computed  in  the  manner  prescribed  in  sub¬ 
division  (iii)  of  this  example,  since  all  of 
such  net  income  is  attributable  to  her. 

Example  (3).  (i)  Assume  the  same  facts 

as  in  example  (2),  except  that  for  1952  the 
net  operating  loss  of  W  is  $200  instead  of 
$1,500. 

(il)  The  net  operating  loss  carry-over  of  H 
from  1952  to  1953  is  $3,200,  that  is,  his  $4,000 
net  operating  loss  reduced  by  $800  of  the  net 
Income  for  1951  computed  as  follows: 

(iii)  The  combined  net  income  for  1951, 
computed  with  the  net  operating  loss  deduc¬ 
tion  in  the  manner  described  in  example  (2) , 
remains  $1,000,  no  part  of  which  is  attribut¬ 
able  to  H.  To  the  $0  net  income  attributable 
to  H,  there  is  added  $800,  the  excess  of  the 
•1,000  net  income  attributable  to  W  over  her 
$200  net  operating  loss  sustained  in  1952,  a 
taxable  year  beginning  on  the  same  date 
(January  1,  1952)  as  the  taxable  year  of  H 
(1952)  in  which  he  sustained  the  $4,000  net 
operating  loss  from  which  the  net  income  is 
subtracted.  See  subparagraph  (3)  (ii)  (b) 
of  this  paragraph. 

(iv)  W  has  no  net  operating  loss  carry¬ 
over  from  1952  to  1953  since  her  net  operat¬ 
ing  loss  of  $200  for  1952  does  not  exceed  the 
•1,000  net  income  for  1951  attributable  to 

her. 

Example  (4).  (i)  Assume  the  same  facts 

in  example  (2),  except  that  W  changes 
her  accounting  period  in  1952  to  a  fiscal  year 
ending  on  January  31,  and  has  neither  in¬ 
come  nor  losses  for  the  taxable  year  Jan- 
Uary  1,  1952,  to  January  31,  1952,  but  has 
a  net  operating  loss  of  $200  for  the  fiscal 
year  February  1,  1952,  to  January  31,  1953. 

(ii)  The  net  operating  loss  carry-over  of 
H  from  1952  to  1C  53  is  $3,000,  that  is,  his 
net  operating  loss  of  $4,000  for  1952  reduced 
by  the  $1,000  net  income  for  1951,  computed 
48  follows: 


(iii)  The  combined  net  income  for  1951, 
computed  with  the  net  operating  loss  de¬ 
duction  in  the  manner  described  in  example 
(2),  remains  $1,000,  no  part  of  which  is  at¬ 
tributable  to  H.  To  the  $0  net  income  at¬ 
tributable  to  H  there  is  added  the  $1,000  net 
Income  attributable  to  W.  The  net  income 
attributable  to  W  is  not  reduced  by  any 
amount  since  she  does  not  have  a  net  operat¬ 
ing  loss  for  her  taxable  year  beginning  on 
January  1,  1952,  the  date  of  the  beginning 
of  the  taxable  year  of  H  in  which  he  sus¬ 
tained  the  $4,000  net  operating  loss  from 
which  the  net  income  is  deducted. 

(iv)  The  net  operating  loss  carry-over  of 
W  from  the  fiscal  year  beginning  February 
1,  1952,  to  her  next  fiscal  year  is  $200,  her 
net  operating  loss  for  such  year.  This  net 
operating  loss  is  not  reduced  by  any  amount 
of  net  income  for  any  prior  taxable  year 
since  W’s  net  Income,  without  regard  to  any 
net  operating  loss  deduction  for  the  taxable 
year  January  1,  1952,  to  January  31,  1952, 
was  zero,  and  since  her  net  operating  loss 
for  the  fiscal  year  beginning  February  1, 
1952,  may  be  carried  back  only  to  the  im¬ 
mediately  preceding  taxable  year  and  accord¬ 
ingly  cannot  be  carried  back  to  any  taxable 
year  beginning  before  January  1,  1952. 

(5)  If  a  husband  and  wife  making  a 
joint  return  for  any  taxable  year  made 
a  joint  return  for  one  or  more  but  not 
all  of  the  taxable  years  involved  in  the 
computation  of  a  net  operating  loss 
carry-over  or  net  operating  loss  carry¬ 
back  to  such  taxable  year,  such  net 
operating  loss  carry-over  or  net  operat¬ 
ing  loss  carry-back  to  the  taxable  year 
is  computed  in  the  manner  set  forth  in 
subparagraph  (3)  (i)  and  (ii)  of  this 
paragraph.  Such  net  operating  loss 
carry-over  or  net  operating  loss  carry¬ 
back  is  considered  a  joint  net  operating 
loss  carry-over  or  joint  net  operating 
loss  carry-back  to  such  taxable  year. 
For  example,  if  in  examples  (2)  and  (3) 
of  subparagraph  (4)  of  this  paragraph  a 
joint  return  was  filed  for  1953,  the  same 
amounts  computed  in  those  examples  as 
carry-overs  of  H  and  W  to  that  year 
would  be  the  amounts  considered  joint 
net  operating  loss  carry-overs  to  that 
year. 

(6)  The  joint  net  operating  loss  carry¬ 
overs  and  the  joint  net  operating  loss 
carry-back  to  any  taxable  year  for  w’hich 
a  joint  return  is  made  are  all  the  net 
operating  loss  carry-overs  and  net  op¬ 
erating  loss  carry-backs  of  both  spouses 
to  such  taxable  year.  For  example,  a 
husband  and  wife  file  a  joint  return  for 
the  calendar  year  1953.  The  wife  filed  a 
separate  return  for  the  calendar  years 
1951  and  1952,  in  which  years  she  sus¬ 
tained  net  operating  losses.  The  hus¬ 
band  filed  separate  returns  for  his  fiscal 
year  ending  June  30,  1952,  and,  having 
received  permission  to  change  his  ac¬ 
counting  period  to  a  calendar  year 
basis,  for  the  6-month  period  ending 
December  31,  1952.  The  husband  sus¬ 
tained  net  operating  losses  in  both  such 
taxable  periods.  Since  the  husband  and 
wife  did  not  file  a  joint  return  for  any 
taxable  year  involved  in  the  computa¬ 
tion  of  the  net  operating  loss  carry-overs 
to  1953  from  1951  and  1952  (see  para¬ 
graphs  (a)  to  (d),  inclusive,  of  this  sec¬ 
tion),  the  joint  net  operating  loss  carry¬ 
overs  to  1953  are  the  separate  net  oper¬ 
ating  loss  carry-overs  of  the  wife  from 
the  calendar  years  1951  and  1952  and 


the  separate  net  operating  loss  carry¬ 
overs  of  the  husband  from  the  fiscal  year 
ending  June  30,  1952,  and  from  the 
short  taxable  year  ending  December  31, 
1952.  If  the  husband  and  wife  also  filed 
joint  returns  for  the  calendar  years  1954 
and  1955,  having  a  joint  net  income  in 
1954  and  a  joint  net  operating  loss  in 
1955,  the  joint  net  operating  loss  carry¬ 
back  to  1954  from  1956  is  computed  upon 
the  basis  of  the  joint  net  operating  loss 
for  1955,  since  separate  returns  were  not 
made  for  any  taxable  year  involved  in 
the  computation  of  such  carry-back. 

§  39.122-5  Conversion  of  net  operating 
loss  carry-back  and  net  operating  loss 
carry-overs  into  net  operating  loss  de- 
duticon.  (a)  The  net  operating  loss 
deduction  for  any  taxable  year  is  the 
aggregate  of  the  net  operating  loss  carry¬ 
overs  and  carry-back  to  such  taxable 
year  computed  as  prescribed  in  §  39.122-4, 
reduced  by  the  excess  of  the  net  income 
for  such  taxable  year  (computed  in  the 
same  manner  as  the  net  income  is  com¬ 
puted  for  the  purposes  of  §  39.122-4 
except  that  no  net  operating  loss  deduc¬ 
tion  shall  be  taken  into  account)  over — 

(1)  In  the  case  of  a  taxpayer  other 
than  a  corporation,  the  net  income  com¬ 
puted  without  regard  to  the  exceptions, 
additions,  and  limitations  specified  in 
paragraph  (a)  of  §  39.122-3  except  that 
no  net  operating  loss  deduction  shall  be 
taken  into  account;  or 

(2)  In  the  case  of  a  corporation,  the 
normal-tax  net  income  computed  without 
regard  to  the  exceptions,  additions,  and 
limitations  specified  in  §  39.122-2  except 
that  no  net  operating  loss  deduction  shall 
be  taken  into  account  and  the  credits 
provided  in  section  26  (h)  for  dividends 
paid  by  a  public  utility  on  its  preferred 
stock  and  section  26  (i)  in  the  case  of 
a  Western  Hemisphere  trade  corporation 
shall  not  be  allowed. 

(b)  The  application  of  this  section 
may  be  illustrated  by  the  following  ex¬ 
ample: 

Example.  The  aggregate  of  the  net  oper¬ 
ating  loss  carry-overs  and  the  net  operating 
loss  carry-back  to  1952  for  the  X  Corporation 
is  $55,000.  Its  net  income  for  1952,  com¬ 
puted  with  the  adjustments  required  by  this 
section,  is  $450,000  and  its  normal-tax  net 
Income,  computed  without  any  exceptions, 
additions,  and  limitations  except  that  no  net 
operating  loss  deduction  is  allowed  and  the 
credits  provided  in  section  26  (h)  and  sec¬ 
tion  26  (1)  are  not  allowed,  is  $445,000.  The 
net  operating  loss  deduction  available  to  the 
X  Corporation  for  the  year  1952  is  $50,000, 
computed  as  follows: 

Aggregate  of  the  net  operating  loss 
carry-overs  and  the  net  operating 

loss  carry-back  to  1952 _ $55,  000 

Less:  Excess  of  net  income  for  1952, 
with  adjustments,  over  normal - 
tax  net  Income  for  1952,  without 
adjustments  except  that  no  net 
operating  loss  deduction  shall  be 
allowed  and  the  credits  provided 
in  section  26  (h)  and  section  26 
(i)  shall  not  be  allowed  ($450,000 


minus  $445,000) _  5,  000 

Net  operating  loss  deduction 

for  1952 _  50,  000 


(c)  If  the  same  facts  are  assumed  for 
an  individual,  except  that,  instead  of 
having  a  normal-tax  net  income  for  1952 
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of  $445,000,  he  has  a  net  income  for  such 
year  of  $445,000,  computed  without  ad¬ 
justments  except  that  no  net  operating 
loss  deduction  shall  be  allowed,  his  net 
operating  loss  deduction  for  1952  will 
likewise  be  $50,000,  computed  in  the 
same  manner. 

(d)  In  the  case  of  a  husband  and  wife 
making  a  joint  return  for  any  taxable 
year,  the  computation  of  the  net  operat¬ 
ing  loss  deduction  (as  set  forth  in  para¬ 
graph  (a)  of  this  section)  is  to  be  made 
upon  the  basis  of  the  aggregate  of  the 
joint  net  operating  loss  carry-overs  and 
the  joint  net  operating  loss  carry-back 
of  the  spouses  to  such  year  (computed  as 
prescribed  in  paragraph  (e)  of  §  39.122- 
4)  and  the  combined  net  income  of  the 
spouses. 

§  39.123  Statutory  provisions;  com¬ 
modity  credit  loans. 

Sec.  123.  Commodity  credit  loans,  (a) 
Amounts  received  as  loans  from  the  Com¬ 
modity  Credit  Corporation  shall,  at  the  elec¬ 
tion  of  the  taxpayer,  be  considered  as  Income 
and  shall  be  Included  in  gross  income  for  the 
taxable  year  in  which  received. 

(b)  If  a  taxpayer  exercises  the  election 
provided  for  in  subsection  (a)  for  any  taxable 
year  beginning  after  December  31,  1938,  then 
the  method  of  computing  Income  so  adopted 
shall  be  adhered  to  with  respect  to  all  subse¬ 
quent  taxable  years  unless  with  the  approval 
of  the  Commissioner  a  change  to  a  different 
method  is  authorized. 

(c)  (Not  applicable  to  taxable  years  be¬ 
ginning  after  December  31,  1951.] 

[Sec.  123  as  added  by  sec.  223  (a),  Rev.  Act 
1939;  amended  by  sec.  154  (a).  Rev.  Act 
1942] 

§  39.123-1  Election  to  include  loans 
in  income.  A  taxpayer  who  receives 
a  loan  from  the  Commodity  Credit  Cor¬ 
poration  may,  at  his  election,  include 
the  amount  of  such  loan  in  his  gross  in¬ 
come  for  the  taxable  year  in  which  the 
loan  is  received.  If  a  taxpayer  makes 
such  an  election,  then  for  subsequent 
taxable  years  he  shall  include  in  his 
gross  income  all  amounts  received  during 
those  years  as  loans  from  the  Commodity 
Credit  Corporation,  unless  he  secures  the 
permission  of  the  Commissioner  to 
change  to  a  different  meUiod  of  ac¬ 
counting.  Application  for  permission  to 
change  such  method  of  accounting  and 
the  basis  upon  which  the  return  is  made 
shall  be  filed  **ithin  90  days  after  the 
beginning  of  the  taxable  year  to  be 
covered  by  the  return. 

§  39.123-2  Effect  of  election  on  ad¬ 
justments  for  other  taxable  years,  (a) 
If  a  taxpayer  elects  or  has  elected  under 
section  123  of  the  Internal  Revenue  Code 
or  section  223  (d)  of  the  Revenue  Act  of 
1939.  as  amended,  to  include  in  his  gross 
income  the  amount  of  a  loan  from  the 
Commodity  Credit  Corporation  for  the 
taxable  year  in  which  it  is  received, 
then — 

( 1  >  No  part  of  the  amount  realized  by 
the  Commodity  Credit  Corporation  upon 
the  sale  or  other  disposition  of  the  com¬ 
modity  pledged  for  such  loan  shall  be 
recognized  as  income  to  the  taxpayer, 
unless  the  taxpayer  receives  an  amount 
in  addition  to  that  advanced  to  him  as 
the  loan,  in  which  event  such  additional 
amount  shall  be  included  in  the  gross  in¬ 


come  of  the  taxpayer  for  the  year  in 
which  received;  and 

(2)  No  deductible  loss  to  the  taxpayer 
shall  be  recognized  on  account  of  any 
deficiency  realized  by  the  Commodity 
Credit  Corporation  on  such  loan  if  the 
taxpayer  was  relieved  from  liability  for 
such  deficiency. 

(b)  The  application  of  paragraph  (a) 
of  this  section  may  be  illustrated  by  the 
following  example; 

Example.  A,  a  taxpayer  who  elected  for 
his  taxable  years  1952,  1953,  and  1954  to  in¬ 
clude  in  gross  income  amounts  received 
during  those  years  as  loans  from  the  Com¬ 
modity  Credit  Corporation,  received  as  loans 
$500  in  1952,  $700  in  1953,  and  $900  in  1954. 
In  1956  all  the  pledged  commodity  was  sold 
by  the  Commodity  Credit  Corporation  for 
an  amount  $100  and  $200  less  than  the  loans 
with  respect  to  the  commodity  pledged  in 
1952  and  1953,  respectively,  and  for  an 
amount  $150  greater  than  the  loan  with  re¬ 
spect  to  the  commodity  pledged  in  1954.  A, 
in  making  his  return  for  1956,  shall  Include 
in  gross  income  the  sum  of  $150  if  it  is  re¬ 
ceived  during  that  year,  but  will  not  be 
allowed  a  deduction  for  the  deficiencies  of 
$100  and  $200  unless  he  is  required  to  satisfy 
such  deficiencies  and  does  satisfy  them  dur¬ 
ing  that  year. 

§  39.124  Statutory  provisions;  amor¬ 
tization  deduction. 

Sec.  124.  Amortization  deduction.  ]No 
longer  applicable] 

§  39. 124 A  (a)  Statutory  provisions; 
amortization  deduction;  general  rule. 

Sec.  124A.  Amortization  deduction — (a) 
General  rule.  Every  person,  at  his  election, 
shall  be  entitled  to  a  deduction  with  respect 
to  the  amortization  of  the  adjusted  basis  (for 
determining  gain)  of  any  emergency  facil¬ 
ity  (as  defined  in  subsection  (d)),  based  on 
a  period  of  sixty  months.  Such  amortiza¬ 
tion  deduction  shall  be  an  amount,  with 
respect  to  each  month  of  such  period  within 
the  taxable  year,  equal  to  the  adjusted  basis 
of  the  facility  at  the  end  of  such  month 
divided  by  the  number  of  months  (including 
the  month  for  which  the  deduction  is  com¬ 
puted)  remaining  in  the  period.  Such 
adjusted  basis  at  the  end  of  the  month  shall 
be  computed  without  regard  to  the  amortiza¬ 
tion  deduction  for  such  month.  The  amor¬ 
tization  deduction  above  provided  with 
respect  to  any  month  shall,  except  to  the 
extent  provided  in  subsection  (f)  of  this 
section,  be  in  lieu  of  the  deduction  with 
respect  to  such  facility  for  such  month  pro¬ 
vided  by  section  23  (1),  relating  to  exhaus¬ 
tion,  wear  and  tear,  and  obsolescence.  The 
sixty-month  period  shall  begin  as  to  any 
emergency  facility,  at  the  election  of  the 
taxpayer,  with  the  month  following  the 
month  in  which  the  facility  was  completed  or 
acquired,  or  with  the  succeeding  taxable  year. 

[Sec.  124A  (a)  as  added  by  sec.  216  (a).  Rev. 
Act  1950] 

§  39.124A  (a)-l  Amortization  deduc¬ 
tion;  general  rule,  (a)  A  person  (in¬ 
cluding  an  estate  or  trust  (see  section 
172  and  §  39.172-1)  and  a  partnership 
(see  section  190  and  §  39.190-1))  is  en¬ 
titled,  at  his  election,  to  a  deduction  with 
respect  to  the  amortization  of  the  ad¬ 
justed  basis  (for  determining  gain)  of 
an  emergency  facility,  such  amortization 
to  be  based  on  a  period  of  60  months. 
As  to  the  adjusted  basis  of  an  emergency 
facility,  see  §  39.124A  (e)-l.  The  tax¬ 
payer  may,  with  respect  to  an  emer¬ 


gency  facility,  elect  to  begin  the 
60-month  amortization  period  with  (1) 
the  month  following  the  month  in  which 
such  facility  was  completed  or  acquired, 
or  (2)  the  taxable  year  succeeding  that 
in  which  such  facility  was  completed  or 
acquired  (see  §  39.124A  (b)-(l)).  The 
date  on  which,  or  the  month  within 
w’hich,  an  emergency  facility  is  com¬ 
pleted  or  acquired  is  to  be  determined 
upon  the  facts  in  the  particular  case. 
Ordinarily,  the  taxpayer  is  in  possession 
of  all  the  facts  and,  therefore,  in  a  posi¬ 
tion  to  ascertain  such  date.  A  statement 
of  the  date  ascertained  by  the  taxpayer, 
together  with  a  statement  of  the  perti¬ 
nent  facts  relied  upon,  should  be  filed 
with  the  taxpayer’s  election  to  take 
amortization  deductions  with  respect  to 
such  facility. 

(b)  In  no  event  shall  an  amortization 
deduction  be  allowed  with  respect  to  an 
emergency  facility  for  any  taxable  year 
unless  such  facility  has  been  certified 
prior  to  the  date  of  filing  of  the  tax¬ 
payer’s  return  for  such  taxable  year,  or, 
in  the  case  of  an  emergency  facility 
completed  or  acquired  after  December 
31,  1949,  and  before  September  23,  1950, 
unless  certified  on  or  before  September 
23,  1951,  or  the  date  on  which  the  return 
is  filed,  whichever  is  later.  See  section 
124A  (d)  (1). 

(c)  In  general,  with  respect  to  each 
month  of  the  60 -month  period  which 
falls  within  the  taxable  year,  the  amorti¬ 
zation  deduction  is  an  amount  equal  to 
the  adjusted  basis  of  the  facility  at  the 
end  of  such  month  divided  by  the  num¬ 
ber  of  months  (including  the  particular 
month  for  which  the  deduction  is  com¬ 
puted)  remaining  in  the  60 -month  pe¬ 
riod.  The  adjusted  basis  of  the  facility 
at  the  end  of  any  month  shall  be  com¬ 
puted  without  regard  to  the  amortization 
deduction  with  respect  to  such  facility 
for  such  month.  The  total  amortization 
deduction  with  respect  to  an  emergency 
facility  for  a  particular  taxable  year  is 
the  sum  of  the  amortization  deductions 
allowable  with  respect  to  such  facility 
for  each  month  of  the  60-month  period 
which  falls  within  such  taxable  year. 
The  amortization  deduction  with  respect 
to  an  emergency  facility  taken  for  any 
month  is  in  lieu  of  the  deduction  for 
depreciation  which  would  otherwise  be 
allowable  under  section  23  (1)  with  re¬ 
spect  to  such  facility  for  such  month. 
See,  however,  §  39.124A  (f )  — 1,  relating 
to  depreciation  with  respect  to  any 
amount  not  subject  to  amortization. 

(d)  This  section  may  be  illustrated  by 
the  following  examples : 

Example  (1).  On  July  1,  1952,  the  X  Cor¬ 
poration,  which  makes  its  income  tax  return* 
on  the  calendar  year  basis,  begins  the  con¬ 
struction  of  an  emergency  facility  which  1* 
completed  on  September  30,  1952,  at  a  cost 
of  $240,000.  The  certificate  covers  the  entire 
construction.  The  X  Corporation  elects  to 
take  amortization  deductions  with  respect  to 
the  facility  and  to  begin  the  60-month  amor¬ 
tization  period  with  October,  the  month  fo* 
lowing  its  completion.  The  adjusted  basis  o 
the  facility  at  the  end  of  October  is  $240,00  • 
The  allowable  amortization  deduction  wi 
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respect  to  such  facility  for  the  taxable  year 
1952  is  $12,000,  computed  as  follows: 

Bonthly  amortization  deductions : 

October:  $240,000  divided  by  60__  $4,000 
November:  $236,000  ($240,000  minus 


$4,000)  divided  by  59 . . .  4,  000 

December:  $232,000  ($236,000  mi¬ 
nus  $4,000)  divided  by  58 _ -  4, 000 


Total  amortization  deduction 

for  1952 _ 12,000 


Example  (2).  The  Y  Corporation,  which 
makes  its  Income  tax  returns  on  the  basis 
of  a  fiscal  year  ending  November  30,  pur¬ 
chases  an  emergency  facility  (No.  1)  on  July 
29,  1953.  On  June  15,  1953,  it  begins  the 
construction  of  an  emergency  facility  (No.  2) 
which  is  completed  on  August  2,  1953.  The 
entire  acquisition  and  construction  of  such 
facilities  are  covered  by  the  certificate.  The 
Y  Corporation  elects  to  take  amortization  de¬ 
ductions  with  respect  to  both  facilities  and 
to  begin  the  60-month  amortization  period 
In  each  case  with  the  month  following  the 
month  of  acquisition  or  completion.  At  the 
end  of  the  first  month  of  the  amortization 
period  the  adjusted  basis  of  facility  No.  1  is 
$300,000  and  the  adjusted  basis  of  facility 
No.  2  ts  $54,000.  In  September  1953  facility 
No.  1  is  damaged  by  fire,  as  a  result  of  which 
Its  adjusted  basis  is  properly  reduced  by 
$25,370.  The  allowable  amortization  deduc¬ 
tion  with  respect  to  such  facilities  for  the 
taxable  year  ending  November  30,  1953,  is 
$21,410,  computed  as  follows: 

Facility  No.  1 


Monthly  amortization  deductions: 

August:  $300,000  divided  by  60 _ $5,  000 

September:  $269,630  ($300,000 

minus  $5,000  and  $25,370)  di¬ 
vided  by  59 _  4,  570 

October:  $265,060  ($269,630  minus 

$4,570)  divided  by  58_ . .  4,  570 

November:  $260,490  ($265,060  minus 
$4,570)  divided  by  57 . .  4,  570 


Amortization  deduction  for 

1953 . 18,710 

.  Facility  No.  2 

Monthly  amortization  deductions: 

September:  $54,000  divided  by  60__-  $900 

October:  $53,100  divided  by  59 _  900 

November:  $52,200  divided  by  58 _  900 


Amortization  deduction  for 

1953 . . 2,700 


Total  amortization  deduction 
for  1953 _ 21,410 


Example  (3).  On  June  15,  1952,  the  Z 
Corporation,  which  makes  its  Income  tax 
returns  on  the  calendar  year  basis,  completes 
the  construction  of  an  emergency  facility  at 
a  cost  of  $110,000.  In  its  income  tax  return 
for  1952,  filed  on  March  15,  1953,  the  Z  Cor¬ 
poration  elects  to  take  amortization  deduc¬ 
tions  with  respect  to  such  facility  and  to 
begin  the  60-month  amortization  period  with 
July,  the  month  following  its  completion. 
No  certificate  with  respect  to  such  facility  is 
•uade  until  April  10,  1953,  and  therefore  no 
amortization  deduction  with  respect  to  such 
facility  is  allowable  for  any  month  in  the 
taxable  year  1952.  The  Z  Corporation  is  en¬ 
titled,  however,  to  take  a  deduction  for  de¬ 
preciation  of  such  facility  for  the  taxable 
year  1952.  such  deduction  being  assumed,  for 
the  purposes  of  this  example,  to  be  $2,000. 
Accordingly,  the  adjusted  basis  of  such  fa¬ 
culty  at  the  end  of  January  1953  (without 
regard  to  the  amortization  deduction  for  such 
fconth)  «s  $108,000  ($110,000  minus  $2,000). 
For  the  taxable  year  1953,  the  Z  Corporation 
1®.  with  respect  to  such  facility,  entitled  to 
wr  amortization  deduction  of  $24,000  com¬ 
puted  as  follows: 


Monthly  amortization  deductions: 

January:  $108,000  divided  by  54__  $2,000 
February:  $106,000  ($108,000  minus 

$2,000)  divided  by  53 . 2.000 

March:  $104,000  ($106,000  minU3 

$2,000)  divided  by  52 . 2,000 

For  the  remaining  nine  months 

(similarly  computed) _ 18,000 


Total  amortization  deduction 
for  1953 _ _  24,  000 


Since  the  Z  Corporation  elected  in  its  return 
for  1952  to  take  amortization  deductions  with 
respect  to  such  facility  and  to  begin  the 
60-month  amortization  period  with  July 
1952,  it  must  compute  its  amortization  de¬ 
ductions  for  the  12  months  in  the  taxable 
year  1953  on  the  basis  of  the  remaining 
months  of  the  established  60-month  amorti¬ 
zation  period,  as  indicated  in  the  above 
computation. 

§  39.124A  (b)  Statutory  provisions; 
amortization  deduction;  election. 

Sec.  124A.  Amortization  deduction.  •  •  • 

(b)  Election  of  amortization.  The  elec¬ 
tion  of  the  taxpayer  to  take  the  amortization 
deduction  and  to  begin  the  sixty-month 
period  with  the  month  following  the  month 
in  which  the  facility  was  completed  or  ac¬ 
quired,  or  with  the  taxable  year  succeeding 
the  taxable  year  in  which  such  facility  was 
completed  or  acquired,  shall  be  made  by 
filing  with  the  Secretary,  in  such  manner, 
in  such  form,  and  within  such  time,  as  the 
Secretary  may  by  regulations  prescribe,  a 
statement  of  such  election. 

[Sec.  124A  (b)  as  added  by  sec.  216  (a).  Rev. 
Act  1950] 

§  39.124A  (b)-l  Election  of  amorti¬ 
zation — (a)  General  rule.  An  election 
by  the  taxpayer  to  take  amortization 
deductions  with  respect  to  an  emergency 
facility  and  to  begin  the  60 -month  amor¬ 
tization  period  either  with  the  month 
following  the  month  in  which  such 
facility  was  completed  or  acquired,  or 
with  the  taxable  year  succeeding  the 
taxable  year  in  which  such  facility  was 
completed  or  acquired,  shall  be  made  by 
a  statement  to  that  effect  in  its  return 
for  the  taxable  year  in  which  falls  the 
first  month  of  the  60 -month  amortiza¬ 
tion  period  so  elected. 

(b)  Election  not  made  in  prescribed 
manner.  If  the  statement  of  election  is 
not  made  by  the  taxpayer  as  prescribed 
in  paragraph  (a)  of  this  section,  it  may, 
in  the  discretion  of  the  Commissioner 
and  for  good  cause  shown,  be  made  in 
such  manner  and  form  and  within  such 
time  as  may  be  approved  by  the  Com¬ 
missioner. 

(c)  Other  requirements  and  consider¬ 
ations.  No  method  of  making  such  elec¬ 
tion  other  than  those  prescribed  in  this 
section  and  §  29.124A-4  of  Regulations 
111  (26  CFR,  1949  ed.,  Supps.)  is  per¬ 
mitted.  Any  statement  of  election 
should  contain  a  description  clearly  iden¬ 
tifying  each  emergency  facility  for  which 
an  amortization  deduction  is  claimed.  A 
taxpayer  which  does  not  elect,  in  the 
manner  prescribed  in  this  section  or 
§  29.124A-4  of  Regulations  111  (26  CFR, 
1949  ed.,  Supps.),  to  take  amortization 
deductions  with  respect  to  an  emergency 
facility  shall  not  be  entitled  to  amortiza¬ 
tion  deductions  with  respect  to  such  fa¬ 
cility.  See  also  the  last  sentence  of 
section  124A  (d)  (1)  and  paragraph  (b) 
of  §  39.124A  (a)-l,  restricting  allowance 


of  amortization  deduction  to  cases  where 
the  facility  has  been  certified  prior  to 
the  date  on  which  the  return  for  the 
taxable  year  is  filed. 

§  39.124A  (c)  Statutory  provisions; 
amortization  deduction;  termination. 

Sec.  124 A.  Amortization  deduction.  •  •  • 

(c)  Termination  of  amortization  deduc¬ 
tion.  A  taxpayer  which  has  elected  under 
subsection  (b)  to  take  the  amortization  de¬ 
duction  provided  in  subsection  (a)  may,  at 
any  time  after  making  such  election,  dis¬ 
continue  the  amortization  deductions  with 
respect  to  the  remainder  of  the  amortization 
period,  such  discontinuance  to  begin  as  of 
the  beginning  of  any  month  specified  by  the 
taxpayer  in  a  notice  in  writing  filed  with  the 
Secretary  before  the  beginning  of  such 
month.  The  deduction  provided  under  sec¬ 
tion  23  (1)  6hall  be  allowed,  beginning  with 
the  first  month  as  to  which  the  amortization 
deduction  is  not  applicable,  and  the  tax¬ 
payer  shall  not  be  entitled  to  any  further 
amortization  deductions  with  respect  to  such 
emergency  facility. 

[Sec.  124A  (c)  as  added  by  sec.  216  (a),  Rev. 
Act  1950) 

§  39.124A  (c)-l  Election  to  discon¬ 
tinue  amortization,  (a)  If  a  taxpayer 
has  elected  to  take  amortization  deduc¬ 
tions  with  respect  to  an  emergency  fa¬ 
cility,  it  may,  after  such  election  and 
prior  to  the  expiration  of  the  60-month 
amortization  period,  discontinue  the 
amortization  deductions  with  respect  to 
such  facility  for  the  remainder  of  the 
60-month  period.  An  election  to  discon¬ 
tinue  the  amortization  deductions  shall 
be  made  by  a  notice  in  writing  filed  with 
the  Commissioner  of  Internal  Revenue, 
Washington  25,  D.  C.,  specifying  the 
month  as  of  the  beginning  of  which  the 
taxpayer  elects  to  discontinue  such  de¬ 
ductions.  Such  notice  shall  be  filed  be¬ 
fore  the  beginning  of  the  month  specified 
therein,  and  should  contain  a  description 
clearly  identifying  the  emergency  facility 
with  respect  to  which  the  taxpayer  elects 
to  discontinue  the  amortization  deduc¬ 
tions.  If  the  taxpayer  so  elects  to 
discontinue  the  amortization  deduc¬ 
tions  with  respect  to  an  emergency  fa¬ 
cility,  it  shall  not  be  entitled  to  any 
further  amortization  deductions  with  re¬ 
spect  to  such  facility. 

(b)  A  taxpayer  which  thus  elects  to 
discontinue  amortization  deductions  with 
respect  to  an  emergency  facility  is  en¬ 
titled,  if  such  facility  is  depreciable  prop¬ 
erty  under  section  23  (1)  and  the 
regulations  thereunder,  to  a  deduction 
for  depreciation  with  respect  to  such 
facility.  The  deduction  for  depreciation 
shall  begin  with  the  first  month  as  to 
which  the  amortization  deduction  is  not 
applicable,  and  shall  be  computed  on  the 
adjusted  basis  of  the  property  as  of  the 
beginning  of  such  month  (see  section  113 
(b)  and  the  regulations  thereunder). 

(c)  This  section  may  be  illustrated  by 
the  following  example: 

Example.  On  July  1,  1952,  the  X  Cor¬ 
poration,  which  makes  its  income  tax  returns 
on  the  calendar  year  basis,  purchases  an 
Emergency  facility,  consisting  of  land  with  a 
building  thereon,  at  a  cost  of  $306,000  of 
which  $60,000  is  allocable  to  the  land  and 
$246,000  to  the  building.  The  certificate 
covers  the  entire  acquisition.  The  corpora¬ 
tion  elects  to  take  amortization  deductions 
with  respect  to  the  facility  and  to  begin 
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the  60-mor.th  amortization  period  with  the 
taxable  year  1953.  Depreciation  of  the 
building  in  the  amount  of  $6,000  is  de¬ 
ducted  and  allowed  for  the  taxable  year 
1952.  On  March  25.  1954,  the  corporation 
files  notice  with  the  Commissioner  of  its 
election  to  discontinue  the  amortization  de¬ 
ductions  beginning  with  the  month  of  April 
1954.  The  adjusted  basis  of  the  facility  on 
January  31.  1953.  is  $300,000,  or  the  co6t  of 
the  facility  ($306,000)  less  the  depreciation 
allowed  for  1952  ($6,000).  The  amortization 
deductions  for  the  taxable  year  1953  and 
the  months  of  January,  February,  and  March 
1954,  amount  to  $75,000,  or  $5,000  per  month 
for  15  months.  Since,  at  the  beginning  of 
the  amortization  period  (January  1,  1953), 
the  adjusted  basis  of  the  land  is  one-fifth 
of  the  adjusted  basis  of  the  entire  facility 
and  since  there  are  no  adjustments  to  basis 
other  than  on  account  of  amortization  dur¬ 
ing  the  period,  the  adjusted  basis  of  the  land 
should  be  reduced  by  $15,000,  or  one-fifth 
of  the  entire  amortization  deduction,  and 
the  adjusted  basis  of  the  building  6hould 
be  reduced  by  $60,000,  or  four-fifths  of  the 
entire  amortization  deduction.  Accordingly, 
the  adjusted  basis  of  the  facility  as  of  April 
1.  1954.  is  $225,000,  of  which  $180,000  is 
allocable  to  the  building  for  the  purpose  of 
depreciation  deductions  under  section  23  (1), 
and  $45,000  is  allocable  to  the  land. 

§  39.124A  <d)  Statutory  provisions; 
amortization  deduction;  definitions. 

Sec.  124A.  Amortization  deduction.  •  •  • 

(d)  Definitions — (1)  Emergency  facility. 
As  used  in  this  section,  the  term  "emergency 
facility”  means  any  facility,  land,  building, 
machinery,  or  equipment,  or  any  part  thereof, 
the  construction,  reconstruction,  erection, 
installation,  or  acquisition  of  which  was  com¬ 
pleted  after  December  31,  1949,  and  with 
respect  to  which  a  certificate  under  subsec¬ 
tion  (e)  has  been  made.  In  no  event  shall 
an  amortization  deduction  be  allowed  in  re¬ 
spect  of  any  emergency  facility  for  any  tax¬ 
able  year  unless  a  certificate  in  respect  there¬ 
of  under  this  paragraph  shall  have  been 
made  prior  to  the  filing  of  the  taxpayer’s 
return  for  such  taxable  year,  or,  in  the  case 
of  an  emergency  facility  completed  or  ac¬ 
quired  by  a  taxpayer  after  December  31,  1949, 
and  before  the  date  of  enactment  of  the  Reve¬ 
nue  Act  of  1950,  unless  a  certificate  in  respect 
thereof  under  this  paragraph  shall  have  been 
made  prior  to  the  expiration  of  twelve 
months  after  the  date  of  enactment  of  the 
Revenue  Act  of  1950. 

(2)  Emergency  period.  As  used  in  this 
section,  the  term  “emergency  period”  means 
the  period  beginning  January  1,  1950,  and 
ending  on  the  date  on  which  the  President 
proclaims  that  the  utilization  of  a  substan¬ 
tial  portion  of  the  emergency  facilities  with 
respect  to  which  certifications  under  subsec¬ 
tion  (e)  have  been  made  is  no  longer  required 
in  the  interest  of  national  defense. 

| Sec.  124A  (d)  as  added  by  sec.  216  (a),  Rev. 
Act  1950) 

§  39.124A  (d)-l  Definitions.  As  used 
in  §§  39.124A  (a)-l  to  39.124A  (h)-l, 
inclusive,  the  term — 

(a)  “Certifying  authority”  means  the 
certifying  authority  designated  by  the 
President  by  Executive  order. 

(b)  “Emergency  facility”  means  any 
facility,  land,  building,  machinery,  or 
equipment,  or  any  part  thereof,  the 
acquisition  of  which  occurred  after  De¬ 
cember  31,  1949,  or  the  construction,  re» 
construction,  erection,  or  installation  of 
which  was  completed  after  such  date, 
and  with  respect  to  which  a  certificate 
under  section  124A  (e)  has  been  made. 
In  the  case  of  an  application  for  a  cer- 

§  39.1 24A  (d) 


tiflcate  under  section  124A  (e)  which  is 
filed  after  March  23,  1951,  only  the  part 
of  any  such  facility  which  is  constructed, 
reconstructed,  erected,  or  installed  by 
any  person  not  earlier  than  six  months 
prior  to  the  filing  of  such  application, 
and  which  is  certified  in  accordance  with 
section  124 A  (e) ,  shall  be  deemed  to  be 
an  emergency  facility,  notwithstanding 
that  the  other  part  of  such  facility  was 
constructed,  reconstructed,  erected,  or 
installed  earlier  than  six  months  prior 
to  the  filing  of  such  application.  The 
term  “emergency  facility,”  as  so  defined, 
may  include,  among  other  things,  im¬ 
provements  of  land,  such  as  the  con¬ 
struction  of  roads,  bridges,  and  airstrips, 
and  the  dredging  of  channels. 

(c)  “Emergency  period”  means  the 
period  beginning  on  January  1,  1950,  and 
ending  on  the  date  on  which  the  Presi¬ 
dent  proclaims  that  the  utilization  of  a 
substantial  portion  of  the  certified  emer¬ 
gency  facilities  is  no  longer  required  in 
the  interest  of  national  defense. 

§  39.124A  (e)  Statutory  provisions; 
amortization  deduction;  adjusted  basis 
of  emergency  facility. 

Sec.  124A.  Amortization  deduction.  *  *  * 

(e)  Determination  of  adjusted  basis  of 
emergency  facility.  In  determining,  for  the 
purposes  of  subsection  (a)  or  subsection  (g), 
the  adjusted  basis  of  an  emergency  facility — 

(1)  There  shall  be  included  only  so  much 
of  the  amount  of  the  adjusted  basis  of  such 
facility  (computed  without  regard  to  this 
section)  as  is  properly  attributable  to  such 
construction,  reconstruction,  erection,  in¬ 
stallation,  or  acquisition  after  December  31, 
1949,  as  the  certifying  authority,  designated 
by  the  President  by  Executive  order,  has 
certified  as  necessary  in  the  interest  of 
national  defense  during  the  emergency  pe¬ 
riod,  and  only  such  portion  of  such  amount 
as  such  authority  has  certified  as  attribu¬ 
table  to  defense  purposes.  Such  certifica¬ 
tions  shall  be  under  such  regulations  as  may 
be  prescribed  from  time  to  time  by  such 
certifying  authority  with  the  approval  of 
the  President.  An  application  for  a  certifi¬ 
cate  must  be  filed  at  such  time  and  in  such 
manner  as  may  be  prescribed  by  such  cer¬ 
tifying  authority  under  such  regulations  but 
in  no  event  shall  such  certificate  have  any 
effect  unless  an  application  therefor  is  filed 
before  the  expiration  of  six  months  after  the 
beginning  of  such  construction,  reconstruc¬ 
tion,  erection,  or  installation  or  the  date  of 
such  acquisition,  or  before  the  expiration 
of  six  months  after  the  date  of  enactment 
of  the  Revenue  Act  of  1950,  whichever  is  later. 

(2)  After  the  completion  or  acquisition 
of  any  emergency  facility  with  respect  to 
which  a  certificate  under  paragraph  (1)  has 
been  made,  any  expenditure  (attributable  to 
such  facility  and  to  the  period  after  such 
completion  or  acquisition)  which  does  not 
represent  construction,  reconstruction,  erec¬ 
tion,  installation,  or  acquisition,  included 
in  such  certificate,  but  with  respect  to  which 
a  separate  certificate  is  made  under  para¬ 
graph  (1),  shall  not  be  applied  in  adjust¬ 
ment  of  the  basis  of  such  facility  but  a  sepa¬ 
rate  basis  shall  be  computed  therefor  pur¬ 
suant  to  paragraph  (1)  as  if  it  were  a  new 
and  separate  emergency  facility. 

[Sec.  124A  (e)  as  added  by  sec.  216  (a),  Rev. 
Act  1950] 

§  39.124A  (e)-l  Adjusted  basis  of 
emergency  facility — (a)  In  general.  (1) 
The  adjusted  basis  of  an  emergency  fa¬ 
cility  for  the  purpose  of  computing  the 
amortization  deduction  may  differ  from 


what  would  otherwise  constitute  the  ad¬ 
justed  basis  of  such  emergency  facility, 
in  that  it  shall  be  the  adjusted  basis  f®r 
determining  gain  (see  section  113)  and 
in  that  it  may  be  only  a  portion  of  what 
would  otherwise  constitute  the  adjusted 
basis.  It  will  be  only  a  portion  of  such 
other  adjusted  basis  if  only  a  portion  of 
the  basis  (unadjusted)  is  attributable  to 
certified  construction,  reconstruction, 
erection,  installation,  or  acquisition  tak¬ 
ing  place  after  December  31,  1949.  Also, 
it  will  be  only  a  portion  of  what  would 
otherwise  constitute  the  adjusted  basis 
of  the  emergency  facility  if  only  a  por¬ 
tion  of  the  basis  (unadjusted)  is  certified 
as  attributable  to  defense  purposes,  it 
is  therefore  necessary  first  to  determine 
the  unadjusted  basis  of  the  emergency 
facility  from  which  the  adjusted  basis 
for  amortization  purposes  is  derived. 

(2)  The  unadjusted  basis  for  amorti¬ 
zation  purposes  is  the  same  as  the  un¬ 
adjusted  basis  otherwise  determined 
only  when  the  entire  construction,  re¬ 
construction,  erection,  installation,  or 
acquisition  takes  place  after  December 
31,  1949,  and  is  certified  in  its  entirety 
by  the  certifying  authority. 

(3)  In  cases  in  which  only  a  portion 
of  the  construction,  reconstruction, 
erection,  installation,  or  acquisition  at¬ 
tributable  to  the  facility  takes  place 
after  December  31,  1949,  and  that  por¬ 
tion  is  certified  in  its  entirety  by  the  cer¬ 
tifying  authority,  the  unadjusted  basis 
for  the  purpose  of  amortization  is  so 
much  of  the  entire  unadjusted  basis  as  is 
attributable  to  the  certified  construction, 
reconstruction,  erection,  installation,  or 
acquisition  which  takes  place  after 
December  31,  1949.  For  example,  the 
X  Corporation  begins  the  construction 
of  a  facility  on  November  15,  1949,  and 
such  facility  is  completed  on  April  1, 
1952,  at  a  cost  of  $5,000,000  of  which 
$4,600,000  is  attributable  to  construction 
after  December  31,  1949.  The  entire 
construction  after  December  31,  1949, 
is  certified  by  the  certifying  authority. 
The  unadjusted  basis  of  the  emergency 
facility  for  amortization  purposes  is 
therefore  $4,600,000.  For  depreciation 
of  the  remaining  portion  of  the  cost 
($400,000)  see  §  39.124A  (f)-l. 

(4)  If  the  certifying  authority  certi¬ 
fies  only  a  portion  of  the  construction, 
reconstruction,  erection,  installation,  or 
acquisition  of  property  which  takes  place 
after  December  31,  1949,  the  unadjusted 
basis  for  amortization  purposes  is 
limited  to  such  portion  so  certified. 
Assuming  the  same  facts  as  in  th-'  ex¬ 
ample  in  subparagraph  (3)  of  this  para¬ 
graph,  except  that  only  50  percent  of 
the  construction,  reconstruction,  erec¬ 
tion,  installation,  or  acquisition  after 
December  31,  1949,  is  certified,  the  un¬ 
adjusted  basis  for  amortization  purposes 
is  50  percent  of  $4,600,000,  or  $2,300,000. 

(5)  The  adjusted  basis  of  an  emer¬ 
gency  facility  for  amortization  purposes 
is  the  unadjusted  basis  for  amortization 
purposes  less  the  adjustments  properly 
applicable  thereto.  Such  adjustments 
are  those  specified  in  section  113  (&'• 
except  that  no  adjustments  are  to  be 
taken  into  account  which  increase  the 
adjusted  basis.  (See  paragraph  (b)  of 
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this  section.)  If  the  taxpayer  con¬ 
structs,  reconstructs,  erects,  installs,  or 
acquires  an  emergency  facility  pursuant 
to  a  cost  reimbursement  contract  with 
an  obligation  for  reimbursement  by  the 
United  States  of  all  or  a  part  of  the  cost 
of  such  facility,  the  unadjusted  basis  of 
such  facility  for  amortization  purposes 
shall  not  include  that  part  of  the  cost 
for  which  the  taxpayer  is  entitled  to 
reimbursement,  and  the  amount  received 
as  reimbursement  shpll  be  treated  as 
a  capital  receipt.  However,  amounts  re¬ 
ceived  by  a  taxpayer  which  represent 
in  fact  compensation  by  reason  of  ter¬ 
mination  of  a  government  contract  or 
payment  for  articles  under  such  a  con¬ 
tract,  though  denominated  reimburse¬ 
ments  for  all  or  a  part  of  the  cost  of 
an  emergency  facility,  are  not  to  be 
treated  as  capital  receipts  but  are  to  be 
taken  into  account  in  computing  income, 
and  are  therefore  not  to  be  applied  in 
reduction  of  the  basis  of  such  facility. 

(6)  The  following  examples  will  illus¬ 
trate  the  computation  of  the  adjusted 
basis  of  an  emergency  facility  for  amor¬ 
tization  purposes: 

Example  ( 1 ).  The  X  Corporation  com¬ 
pletes  an  emergency  facility  on  July  1,  1952, 
the  entire  unadjusted  basis  of  which  is 
1500,000,  and  the  unadjusted  basis  of  which 
for  the  purpose  of  amortization  is  $300,000. 
The  X  Corporation  elects  to  begin  amorti¬ 
zation  as  of  January  1,  1953.  The  only  ad¬ 
justment  to  basis  for  the  period  July  1, 
1952  to  January  31,  1953,  other  than  de¬ 
preciation  or  amortization  for  January  1953, 
is  $5 .000  for  depreciation  for  the  last  six 
months  of  1952.  The  adjusted  basis  for  the 
purpose  of  amortization  is  therefore  $300,000 
less  $3,000  (300,000/500,000  X  $5,000),  or 
1297.000. 

Example  (2).  On  July  31,  1950,  the  Y 
Corporation  has  an  emergency  facility  (a 
building)  which  was  completed  on  July  1, 
1952,  the  entire  basis  of  which  is  $500,000, 
and  the  unadjusted  basis  of  which  for  the 
purpose  of  amortization  is  $300,000.  The 
corporation  elected  to  begin  amortization 
as  of  January  1,  1953,  at  which  time  it  was 
entitled  to  $5,000  depreciation  for  the  last 
six  months  of  1952.  On  July  1,  1956,  the 
facility  was  damaged  by  fire,  as  the  result 
of  which  its  adjusted  basis  is  properly  re¬ 
duced  by  $200,000.  The  adjusted  basis  of 
the  emergency  facility  as  of  July  1956  for  the 
purpose  of  amortization  and  depreciation, 
and  the  adjusted  basis  for  other  purposes, 
are  $23  849.18,  $49,250.82,  and  $73,100.00,  re¬ 
spectively,  computed  as  follows: 


For 

amortiza¬ 

tion 

For 

deprecia¬ 

tion 

For 

other 

pur¬ 

poses 

Unadjusted  basis . 

Less  depreciation  to 
Jan.  l,  1953 . 

Adjusted  basis  Jan. 

1653... 

Less  amortization  for 

♦2  months 

$300,000.00 

3,000.00 

$200,  000.  00 

2,000.00 

$500,000 

6,000 

297,  000. 00 

207,  900. 00 

198,000.00 

495,000 

207,900 

14,000 

Less  depreciation  for 
<2  months. 

14. 000.00 

Adjusted  basis  at 

time  of  fire 

fire  loss  (appor¬ 
tioned  as  explained 
below). 

Adjusted  basis  after 
“re  loss.. 

89,  100. 00 

65,  250.  82 

184,000.00 

134,  749. 18 

273,100 

200,000 

23,  849. 18 

49,  250.  82 

73, 100 

The  $200,000  fire  loss  Is  applied  against  the 
adjusted  basis  for  the  purpose  of  amortiza¬ 
tion  and  the  adjusted  basis  for  the  purpose  of 
depreciation  in  the  proportion  that  each 
such  adjusted  basis  at  the  time  of  the  fire 
bears  to  their  sum.  i.  e.,  89,100/273,100  X 
$200,000  or  $65,250.82,  against  the  amortiza¬ 
tion  basis,  and  184,000/273,100  x$2C0, 000,  or 
$134,749.18,  against  the  depreciation  basis. 

(b)  Capital  additions.  (1)  If,  after 
the  completion  or  acquisition  of  an  emer¬ 
gency  facility  which  has  been  certified  by 
the  certifying  authority,  further  expend¬ 
itures  are  made  for  construction,  recon¬ 
struction,  erection,  installation,  or  acqui¬ 
sition  attributable  to  such  facility  but 
not  covered  by  such  certification,  such 
expenditures  shall  not  be  added  to  the 
adjusted  basis  of  the  emergency  facility 
for  amortization  purposes  under  such 
certification.  If  such  further  expendi¬ 
tures  are  separately  certified  in  accord¬ 
ance  with  the  provisions  of  section  124A 
(e)  (1)  and  this  section,  they  are  treated 
as  certified  expenditures  in  connection 
with  a  new  and  separate  emergency 
facility  and,  if  proper  election  is  made, 
wrill  be  taken  into  account  in  computing 
the  adjusted  basis  of  such  new  and  sepa¬ 
rate  emergency  facility  for  the  purpose 
of  amortization. 

(2)  The  application  of  subparagraph 
(1)  of  this  paragraph  may  be  illustrated 
by  the  following  example: 

Example.  On  March  1,  1952,  the  certifying 
authority  certifies  as  an  emergency  facility  a 
heating  plant  proposed  to  be  constructed  by 
the  Z  Corporation.  Such  facility  is  com¬ 
pleted  on  July  1,  1952.  The  Z  Corporation, 
on  August  1,  1952,  begins  the  installation  in 
the  plant  of  an  additional  boiler,  which  is  not 
included  in  the  certification  for  the  plant  but 
is  certified  as  a  new  and  separate  emergency 
facility.  For  amortization  purposes,  the  ad¬ 
justed  basis  of  the  heating  plant  is  deter¬ 
mined  without  including  the  cost  of  the 
additional  boiler.  Such  cost  is  taken  into 
account  in  computing  the  adjusted  basis  of 
the  new  and  separate  emergency  facility  (the 
boiler),  as  to  which  the  taxpayer  has  a  sepa¬ 
rate  election  for  amortization  purposes  and 
a  separate  amortization  period. 

§  39.124A  (f)  Statutory  provisions; 
amortization  deduction ;  depreciation. 

Sec.  124A.  Amortization  deduction.  •  •  * 

(f)  Depreciation  deduction.  If  the  ad¬ 
justed  basis  of  the  emergency  facility  (com¬ 
puted  without  regard  to  this  section)  is  in 
excess  of  the  adjusted  basis  computed  under 
subsection  (e),  the  deduction  provided  by 
section  23  (1)  shall,  despite  the  provisions  of 
subsection  (a)  of  this  section,  be  allowed 
with  respect  to  such  emergency  facility  as  if 
its  adjusted  basis  for  the  purpose  of  such 
deduction  were  an  amount  equal  to  the 
amount  of  such  excess. 

[Sec.  124A  (f)  as  added  by  sec.  216  (a),  Rev. 
Act  1950 J 

§  39.124A  (f ) — 1  Depreciation  of  por¬ 
tion  of  emergency  facility  not  subject  to 
amortization,  (a)  The  rule  set  forth  in 
section  124A  (a)  (see  §  39.124A  (a >  —1 ) , 
that  an  amortization  deduction  with  re¬ 
spect  to  an  emergency  facility  is  in  lieu 
of  any  deduction  for  depreciation  which 
would  otherwise  be  allowable  under  sec¬ 
tion  23  (1)  with  respect  to  such  facility, 
is  subject  to  the  exception  provided  in 
section  124 A  (f).  Under  this  exception, 
if  the  property  constituting  such  facility 
is  depreciable  property  under  section  23 
(1)  and  the  regulations  thereunder  and 


if  the  adjusted  basis  of  such  facility  as 
computed  under  section  113  (b)  for  pur¬ 
poses  other  than  the  amortization  de¬ 
ductions  (see  §39.113  (b)  ( 1 )— 1 )  is  in 
excess  of  the  adjusted  basis  computed 
under  section  124A  (e)  for  the  purpose 
of  the  amortization  deductions  (see 
§  39.124A  (e)-l) ,  then  the  excess  shall  be 
charged  off  over  the  useful  life  of  the 
facility  and  recovered  through  deprecia¬ 
tion  deductions.  Thus,  if  the  construc¬ 
tion  of  an  emergency  facility  is  begun^m 
or  before  December  31,  1949,  and  com¬ 
pleted  after  such  date,  no  amortization 
deductions  are  allowable  with  respect  to 
the  amount  attributable  to  such  con¬ 
struction  on  or  before  such  date  (see 
§  39.124A  (e)-l).  However,  if  the  prop¬ 
erty  constituting  such  facility  is  depre¬ 
ciable  property  under  section  23  (1)  and 
the  regulations  thereunder,  then  the  de¬ 
preciation  deduction  provided  by  such 
section  and  regulations  is  allowable  with 
respect  to  the  amount  attributable  to 
such  construction  on  or  before  December 
31,  1949. 

(b)  Similarly,  if  only  a  portion  of  the 
construction,  reconstruction,  erection, 
installation,  or  acquisition  after  Decem¬ 
ber  31,  1949,  of  an  emergency  facility 
has  been  certified  by  the  certifying  au¬ 
thority,  and  if  such  facility  is  depreciable 
property  under  section  23  (1)  and  the 
regulations  thereunder,  then  the  depre¬ 
ciation  deduction  provided  by  such  sec¬ 
tion  and  regulations  is  allowable  with 
respect  to  the  portion  which  has  not 
been  so  certified. 

(c)  For  illustration  of  the  treatment 
of  a  depreciable  portion  of  an  emergency 
facility,  see  example  (2)  in  §  39.124A 
<e)-l  (a)  (6). 

§  39.124A  (g)  Statutory  provisions; 
amortization  deduction;  payment  by 
United  States  of  unamortized  cost  of 
facility. 

Sec.  124 A.  Amortization  deduction.  •  •  • 

*(g)  Payment  by  United  States  of  un¬ 
amortized  cost  of  facility.  If  an  amount  Is 
properly  includible  in  the  gross  Income  of  the 
taxpayer  on  account  of  a  payment  with 
respect  to  an  emergency  facility  and  such 
payment  is  certified  as  provided  in  para¬ 
graph  (1),  then,  at  the  election  of  the  tax¬ 
payer  in  its  return  for  the  taxable  year  in 
which  such  amount  is  so  Includible — 

(1)  The  amortization  deduction  for  the 
month  in  which  such  amount  is  so  includ¬ 
ible  shall  (in  lieu  of  the  amount  of  the 
deduction  for  such  month  computed  under 
subsection  (a))  be  equal  to  the  amount  so 
includible  but  not  in  excess  of  the  adjusted 
basis  of  the  emergency  facility  as  of  the  end 
of  such  month  (computed  without  regard  to 
any  amortization  deduction  for  such  month) . 
Payments  referred  to  in  this  paragraph  shall 
be  payments  the  amounts  of  which  are  cer¬ 
tified,  under  such  regulations  as  the  President 
may  prescribe,  by  the  certifying  authority 
designated  by  the  President  as  compensa¬ 
tion  to  the  taxpayer  for  the  unamortized 
cost  of  the  emergency  facility  made  be¬ 
cause — 

(A)  A  contract  with  the  United  States 
Involving  the  use  of  the  facility  has  been 
terminated  by  its  terms  or  by  cancellation, 
or 

(B)  The  taxpayer  had  reasonable  ground 
(either  from  provisions  of  a  contract  with 
the  United  States  Involving  the  use  of 
the  facility,  or  from  written  or  oral  repre¬ 
sentations  made  under  authority  of  the 
United  States)  for  anticipating  future  con- 
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tracts  involving  the  use  of  the  facility,  which 
future  contracts  have  not  been  made. 

(2)  In  case  the  taxpayer  is  not  entitled 
to  any  amortization  deduction  with  respect 
to  the  emergency  facility,  the  deduction 
allowable  under  section  23  (1)  on  account 
of  the  month  in  which  such  amount  is  so 
includible  shall  be  Increased  by  such  amount, 
but  such  deduction  on  account  of  such 
month  shall  not  be  in  excess  of  the  adjusted 
basis  of  the  emergency  facility  as  of  the  end 
of  such  month  (computed  without  regard  to 
any  amount  allowable,  on  account  of  such 
mMith,  under  section  23  (1)  or  this  para- 
giflph). 

(Sec.  124A  (g)  as  added  by  sec.  216  (a),  Rev. 
Act  1950] 

§  39.124A  (g)-l  Payment  by  United 
States  of  unamortized  cost  of  facility. 

(a)  Section  124A  (g)  contemplates  that 
certain  payments  may  be  made  by  the 
United  States  to  a  taxpayer  as  compen¬ 
sation  for  the  unamortized  cost  of  an 
emergency  facility.  If  any  such  pay¬ 
ment  is  properly  includible  in  gross  in¬ 
come  and  has  been  certified,  as  provided 
in  section  124 A  (g),  as  having  been  paid 
under  the  circumstances  described 
therein,  a  taxpayer  which  is  recovering 
the  adjusted  basis  of  an  emergency  fa¬ 
cility  through  amortization  rather  than 
depreciation  may  elect  to  take  an 
amount  equal  to  such  payment  as  an 
amortization  deduction  with  respect  to 
such  facility  for  the  month  in  which 
such  payment  is  so  includible.  Such 
amortization  deduction  shall  be  in  lieu 
of  the  amortization  deduction  otherwise 
allowable  with  respect  to  such  facility 
for  such  month,  but  it  shall  not  in  any 
case  exceed  the  adjusted  basis  of  such 
facility  (see  §  39.124A  (e)-l)  as  of  the 
end  of  such  month  (computed  without 
regard  to  any  amortization  deduction 
for  such  month).  The  election  referred 
to  in  this  paragraph  shall  be  made  in 
the  return  for  the  taxable  year  in  which 
the  amount  of  such  payment  is  includi¬ 
ble  in  gross  income. 

(b)  If  a  taxpayer  is  recovering  the 
adjusted  basis  of  an  emergency  facility 
through  depreciation  rather  than  amor¬ 
tization,  the  depreciation  deduction  al¬ 
lowable  under  section  23  (1)  for  the 
month  in  w  hich  the  amount  of  any  such 
payment  is  includible  in  gross  income 
shall,  at  the  taxpayer’s  election,  be  in¬ 
creased  by  such  amount;  but  the  total 
deduction  with  respect  to  the  certified 
portion  of  such  facility  shall  not  in  any 
case  exceed  the  adjusted  basis  of  such 
facility  (computed  as  provided  in  sec¬ 
tion  124A  (e)  and  §  39.124A  (e)-l  for 
amortization  purposes)  as  of  the  end  of 
such  month  (computed  without  regard  to 
any  amount  allowable  for  such  month 
under  section  23  (1)  or  124A  (g)  (2)). 
The  election  referred  to  in  this  para¬ 
graph  shall  be  made  in  the  return  for 
the  taxable  year  in  which  the  amount  of 
such  payment  is  includible  in  gross 
income. 

(c)  This  section  may  be  illustrated 
by  the  following  examples : 

Example  (1).  On  January  31,  1952,  the 
X  Corporation  purchases  an  emergency 
facility  at  a  cost  of  $600,000.  The  certifi¬ 
cate  covers  the  entire  acquisition.  The  X 
Corporation  elects  to  take  amortization  de¬ 
ductions  with  respect  to  such  facility  and 


to  begin  the  60-month  amortization  period 
with  February  1952,  the  month  following 
the  month  of  acquisition.  On  July  15,  1953, 
as  a  result  of  the  cancellation  of  certain 
contracts  with  the  X  Corporation,  the 
United  States  makes  a  payment  of  $300,000 
to  the  corporation  as  compensation  for  the 
unamortlzed  cost  of  such  facility.  The 
$300,000  payment  is  includible  in  the  X 
Corporation’s  gross  income  for  July  1953. 
The  adjusted  basis  of  such  facility  for  amor¬ 
tization  purposes  as  of  the  end  of  July 

1953,  computed  without  regard  to  any 
amortization  deduction  for  such  month,  is 
$430,000.  Accordingly,  the  corporation  is 
entitled  to  take  an  amortization  deduction 
of  $300,000  for  such  month,  in  lieu  of  the 
$10,000  amortization  deduction  which  is 
otherwise  allowable. 

Example  (2).  On  November  30,  1952,  the 
Y  Corporation  purchases  an  emergency  fa¬ 
cility,  consisting  of  land  with  a  building 
thereon,  at  a  cost  of  $500,000,  of  which  $200,- 
000  is  allocable  to  the  land  and  $300,000  to 
the  building.  The  certificate  covers  the  en¬ 
tire  acquisition.  The  Y  Corporation  does 
not  elect  to  take  amortization  deductions 
with  respect  to  such  facility,  but  is  entitled 
to  a  depreciation  deduction  with  respect  to 
the  building  at  the  rate  of  3  percent  per 
annum,  or  $750  per  month.  On  August  12, 

1954,  as  a  result  of  cancellation  of  certain 
contracts,  the  United  States  makes  a  pay¬ 
ment  of  $400,000  to  the  corporation  as  com¬ 
pensation  for  the  unrecovered  cost  of  such 
facility.  The  $400,000  is  Includible  in  the  Y 
Corporation’s  gross  income  for  August  1954. 
The  adjusted  basis  of  the  facility  as  of  the 
end  of  August  1954,  computed  without  re¬ 
gard  to  depreciation  for  such  month,  is 
$485,000,  of  which  amount  $200,000  is  alloca¬ 
ble  to  the  land  and  $285,000  to  the  build¬ 
ing.  Accordingly,  the  corporation  is  entitled 
to  increase  the  $750  depreciation  deduction 
for  August  1954  by  the  full  amount  of  the 
$400,000  payment. 

§  39.124A  (h)  Statutory  provisions ; 
amortization  deduction;  life  tenant  and 
remainderman. 

Sec.  124A.  Amortization  deduction.  •  •  • 

(h)  Life  tenant  and  remainderman.  In 
the  case  of  property  held  by  one  person  for 
life  with  remainder  to  another  person,  the 
deduction  shall  be  computed  as  if  the  life 
tenant  were  the  absolute  owner  of  the  prop¬ 
erty  and  shall  be  allowable  to  the  life  tenant. 

| Sec.  124A  (h)  as  added  by  sec.  216  (a),  Rev. 
Act  1950] 

§  39.124A  (h)-l  Life  tenant  and  re¬ 
mainderman.  In  the  case  of  an  emer¬ 
gency  facility  held  by  one  person  for  life 
W’ith  remainder  to  another  person,  the 
amortization  deduction  shall  be  com¬ 
puted  as  if  the  life  tenant  were  the 
absolute  owner  of  the  facility  and  shall 
be  allowable  to  the  life  tenant  during 
his  life. 

§  39.124A  (i)  Statutory  provisions; 
amortization  deduction;  cross  reference. 

Sec.  124A.  Amortization  deduction.  •  •  • 

(i)  Cross  reference.  For  special  rule  with 
respect  to  gain  derived  from  the  sale  or  ex¬ 
change  of  property  the  adjusted  basis  of 
which  is  determined  with  regard  to  this  sec¬ 
tion,  see  section  117  (g)  (3). 

| Sec.  124A  (1)  as  added  by  sec.  216  (a).  Rev. 
Act  1950] 

§  39.124A  (i)  — 1  Cross  reference.  For 
income  tax  treatment  of  gain  from  the 
sale  or  exchange  of  an  emergency  facil¬ 
ity  for  which  an  amortization  deduction 
has  been  taken,  see  section  117  (g)  (3) 
and  §  39.117  (g)-2. 


§  39.125  (a)  Statutory  provisions; 

amortizable  bond  premium;  general  rule. 

Sec.  125.  Amortizable  bond  premium — (a) 
General  rule.  In  the  case  of  any  bond,  as 
defined  in  subsection  (d),  the  following  rules 
shall  apply  to  the  amortizable  bond  premium 
(determined  under  subsection  (b))  on  the 
bond  for  any  taxable  year  beginning  after 
December  31,  1941: 

(1)  Interest  wholly  or  partially  taxable. 
In  the  case  of  a  bond  (other  than  a  bond  the 
Interest  on  which  is  excludible  from  gross 
income) ,  the  amount  of  the  amortizable  bond 
premium  for  the  taxable  year  shall  be  allowed 
as  a  deduction. 

(2)  Interest  wholly  tax-exempt.  In  the 
case  of  any  bond  the  interest  on  which  is 
excludible  from  gross  income,  no  deduction 
shall  be  allowed  for  the  amortizable  bond 
premium  for  the  taxable  year. 

(3)  Adjustment  of  credit  in  case  of  inter¬ 
est  partially  tax-exempt.  In  the  case  of  any 
bond  the  interest  on  which  is  allowable  as  a 
credit  against  net  income,  the  credit  provided 
in  section  25  (a)  (1)  or  (2),  or  section  26 

(a) ,  as  the  case  may  be,  shall  be  reduced  by 
the  amount  of  the  amortizable  bond  premium 
for  the  taxable  year. 

For  adjustment  to  basis  on  account  of 
amortizable  bond  premium,  see  section  113 

(b)  (1)  (H). 

(Sec.  125  (a)  as  added  by  sec.  126  (b),  Rev. 
Act  1942] 

§  39.125  (a)-l  In  general — (a)  Ap¬ 
plication.  (1)  Section  125  makes  provi¬ 
sion  for  the  amortization  of  bond  pre¬ 
mium  by  the  owners  of  the  bonds. 

(1)  It  is  mandatory  with  respect  to— 

(a)  Fully  tax-exempt  bonds  (the  in¬ 
terest  on  which  is  excludible  from  gross 
income),  whether  the  owner  is  a  cor¬ 
poration,  individual,  or  other  taxpayer; 
and 

(b)  Partially  tax-exempt  bonds  (the 
interest  on  which  is  subject  only  to  sur¬ 
tax)  owned  by  a  corporation. 

(ii)  It  is  optional,  at  the  election  of 
the  taxpayer,  with  respect  to — 

(a)  Fully  taxable  bonds  (the  interest 
on  which  is  subject  to  normal  tax  and 
surtax),  whether  the  owner  is  a  cor¬ 
poration,  individual,  or  other  taxpayer; 
and 

(b)  Partially  tax-exempt  bonds  owned 
by  taxpayers  other  than  corporations 

(2)  As  used  in  section  125,  the  term 
“bond”  means  any  bond,  debenture,  note, 
or  certificate  or  other  evidence  of  indebt¬ 
edness,  issued  by  any  corporation  and 
bearing  interest  (including  any  like  ob¬ 
ligation  issued  by  a  government  or  polit¬ 
ical  subdivision  thereof),  with  interest 
coupons  or  in  registered  form,  but  does 
not  include  any  such  obligation  which 
constitutes  stock  in  trade  of  the  tax¬ 
payer  or  any  such  obligation  of  a  kind 
which  would  properly  be  included  in 
the  inventory  of  the  taxpayer  if  on 
hand  at  the  close  of  the  taxable  year,  or 
any  such  obligation  held  by  the  taxpayer 
primarily  for  sale  to  customers  in  the 
ordinary  course  of  his  trade  or  business. 
Since  bonds  owned  by  dealers  in  securi¬ 
ties  are  excluded  from  the  foregoing 
definition,  section  125  has  no  application 
to  such  dealers.  See,  however,  §  39.2- 
(o)-l. 

(b)  Operation.  (1)  In  the  case  of  a 
fully  tax-exempt  bond,  the  amortizable 
bond  premium  for  the  taxable  year  is 
simply  an  adjustment  to  the  basis  or 
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adjusted  basis  of  the  bonds.  Thus,  if 
such  premium  is  $1,  the  basis  or  ad¬ 
justed  basis  of  the  bond  is  reduced  by  $1. 
No  deduction  is  allowable  on  account  of 
such  amortizable  bond  premium.  In  the 
case  of  a  fully  taxable  bond  to  which 
section  125  is  applicable,  the  amortizable 
bond  premium  is  both  an  adjustment  to 
the  basis  or  adjusted  basis  of  the  bond 
and  a  deduction. 

(2)  In  the  case  of  a  partially  tax- 
exempt  bond  to  which  such  section  is  ap¬ 
plicable,  the  amortizable  bond  premium 
for  the  taxable  year  is  used  for  three 
purposes:  (i)  As  an  adjustment  to  the 
basis  or  adjusted  basis  of  the  bond;  (ii) 
as  a  deduction;  and  (iii)  as  a  reduction 
of  the  credit  for  the  interest  on  the  bond, 
provided  in  section  25  (a)  (1)  or  (2),  or 
section  26  (a) .  Accordingly,  if  the  inter¬ 
est  on  such  a  partially  tax-exempt  bond 
for  the  taxable  year  is  $30  and  the  amor¬ 
tizable  bond  premium  thereon  for  such 
taxable  year  is  $5,  the  $30  is  included  in 
gross  income,  the  $5  is  allowable  as  a 
deduction,  an  adjustment  in  the  amount 
of  $5  is  made  to  the  basis  or  adjusted 
basis  of  the  bond,  and  the  credit  on  ac¬ 
count  of  such  interest  is  $25  ($30  minus 
$5).  In  the  case  of  a  taxpayer  whose  tax 
is  computed  under  Supplement  T  (sec¬ 
tion  400) ,  or  who  elects  to  take  the  stand¬ 
ard  deduction  (section  23  (aa)),  and 
thus  no  specific  deduction  is  permitted 
under  section  125  (a)  (1)  for  amortiza¬ 
tion  of  bond  premiums  as  such,  it  shall 
be  deemed,  if  the  taxpayer  has  elected  to 
amortize  bond  premium  in  accordance 
with  the  provisions  of  section  125,  that 
the  deduction  for  amortization  of  amor¬ 
tized  bond  premium  has  been  allowed  for 
the  purpose  of  determining  the  adjusted 
basis  of  the  bond. 

(3)  In  the  case  of  a  trust  the  income 
of  which  is  distributable  to  the  benefi¬ 
ciaries  in  whole  or  in  part,  where  the 
trustee  elects  to  amortize  bond  premium 
by  deducting  the  amount  thereof  in  the 
return  filed  for  the  trust  on  Form  1041, 
the  distributable  income  of  the  trust  de¬ 
termined  in  accordance  with  the  pro¬ 
visions  of  section  162  (b)  is  the  full 
amount  otherwise  distributable  without 
reduction  for  amortization  of  bond  pre¬ 
mium  in  all  cases  where,  under  the  law 
applicable  to  the  trust  or  under  the  pro¬ 
visions  of  the  trust  instrument,  the  in¬ 
come  distributable  to  the  beneficiaries 
shall  not  be  reduced  by  such  reduction 
for  amortization.  See  section  24  (d)* 

5  39.125  (a)-2  Bonds  owned  by  de¬ 

cedents — (a)  Cash  basis  decedents.  (1) 
If  a  decedent  on  the  cash  receipts  and 
disbursements  basis  owned  fully  taxable 
bonds  and  partially  tax-exempt  bonds 
to  which  section  125  applies — 

(i)  In  the  case  of  a  fully  taxable 
bond — 

(a)  The  interest  accruing  thereon 
during  the  period  ending  with  his  death 
Is,  by  reason  of  section  126,  included 
upon  its  receipt  in  the  gross  income  of 
the  estate  or  legatee,  whichever  acquires 
the  right  to  receive  such  interest,  while 

(b)  The  deduction  on  account  of 
amortizable  bond  premium  for  such  pe¬ 
riod  is  properly  allowable  as  a  deduction 
for  such  period  under  the  decedent’s 
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method  of  accounting  and  is  not  allow¬ 
able  as  a  deduction  for  the  estate  or 
legatee;  and 

(ii)  In  the  case  of  a  partially  tax- 
exempt  bond — 

(a)  The  interest  accruing  thereon  for 
such  period  is  similarly  included  upon 
its  receipt  in  the  gross  income  of  the 
estate  or  legatee,  as  the  case  may  be; 

(b)  The  estate’s  or  legatee’s  credit  for 
such  interest  is  not  reduced  on  account 
of  the  amortizable  bond  premium  for 
such  period;  and 

(c)  The  deduction  on  account  of  the 
amortizable  bond  premium  for  such  pe¬ 
riod  is  allowable  as  a  deduction  in  the 
return  for  the  decedent  as  in  the  case  of 
a  fully  taxable  bond. 

(2)  The  application  of  the  provisions 
of  subparagraph  (1)  of  this  paragraph 
relating  to  a  partially  tax-exempt  bond 
may  be  illustrated  by  the  following 
example : 

Example.  At  the  time  of  his  death  in 
1952,  D  owns  a  partially  tax-exempt  bond 
to  which  section  125  applies.  For  the  period 
beginning  January  1,  1952,  and  ending  with 
his  death,  the  accrued  interest  on  such  bond 
is  $25  and  the  amortizable  bond  premium 
is  $2.  D’s  estate  has  the  right  to  receive 
such  interest.  D's  executor,  in  making  the 
income  tax  return  for  such  period,  may  take 
into  account  a  deduction  in  the  amount  of 
$2  on  account  of  the  amortizable  bond 
premium  for  such  period.  D’s  estate  in¬ 
cludes  the  interest  ($25)  in  its  gross  income 
upon  receipt  and,  for  the  purposes  of  the 
normal  tax,  receives  a  credit  for  $25,  which 
is  not  reduced  on  account  of  the  amortizable 
bond  premium  which  was  a  deduction  al¬ 
lowable  for  the  last  taxable  period  of  the 
decedent, 

(b)  Accrual  basis  decedents.  If  a 
decedent  on  the  accrual  basis  owns  fully 
taxable  bonds  and  partially  tax-exempt 
bonds  to  which  section  125  applies — 

(1)  In  the  case  of  a  fully  taxable  bohd, 
both  the  interest  accruing  thereon  dur¬ 
ing  the  period  ending  with  his  death 
and  the  deduction  on  account  of  the 
amortizable  bond  premium  for  such 
period  remain  with  the  decedent;  and 

(2)  In  the  case  of  a  partially  tax- 
exempt  bond,  the  rule  as  to  the  accrued 
interest  and  the  amortization  deduction 
is  the  same  as  in  subparagraph  (1)  of 
this  paragraph,  and  his  credit  for  such 
interest  is  required  to  be  reduced  by  the 
amount  of  the  amortizable  bond  pre¬ 
mium  for  the  period  ending  with  the 
decedent’s  death. 

§.39.125  (b)  Statutory  provisions; 

amortizable  bond  premium;  amount. 

Sec.  125.  Amortizable  bond  premium.  •  *  • 
(b)  Amortizable  bond  premium — (1) 
Amount  of  bond  premium.  For  the  pur¬ 
poses  of  paragraph  (2),  the  amount  of  bond 
premium,  in  the  case  of  the  holder  of  any 
bond,  shall  be  determined  with  reference 
to  the  amount  of  the  basis  (for  determining 
loss  on  sale  or  exchange)  of  such  bond,  and 
with  reference  to  the  amount  payable  on 
maturity  or  on  earlier  call  date,  with  adjust¬ 
ments  proper  to  reflect  unamortlzed  bond 
premium  with  respect  to  the  bond,  for  the 
period  prior  to  the  date  as  of  which  sub¬ 
section  (a)  becomes  applicable  with  respect 
to  the  taxpayer  with  respect  to  such  bond. 
In  no  case  shall  the  amount  of  bond  pre¬ 
mium  on  a  convertible  bond  include  any 
amount  attributable  to  the  conversion  fea¬ 
tures  of  the  bond. 


(2)  Amount  amortizable.  The  amortiz¬ 
able  bond  premium  of  the  taxable  year  shall 
be  the  amount  of  the  bond  premium  at¬ 
tributable  to  such  year. 

(3)  Method  of  determination.  The  deter¬ 
minations  required  under  paragraphs  (1) 
and  (2)  shall  be  made — 

(A)  In  accordance  with  the  method  of 
amortizing  bond  premium  regularly  em¬ 
ployed  by  the  holder  of  the  bond.  If  such 
method  is  reasonable; 

(B)  In  all  other  cases,  in  accordance  with 
regulations  prescribing  reasonable  methods 
of  amortizing  bond  premium,  prescribed  by 
the  Commissioner  with  the  approval  of  the 
Secretary. 

f Subsec.  (b)  as  added  by  sec.  126  (b),  Rev. 
Act  1942,  and  amended  by  sec.  217  (a).  Rev. 
Act  1950] 


Example  (1).  On  January  1,  1952,  T,  who 
makes  his  income  tax  returns  on  the  cal¬ 
endar  year  basis,  owns  a  fully  taxable  $100 
bond,  maturing  on  January  1,  1962.  T  pur¬ 
chased  this  bond  on  January  1,  1942,  for 
$120.  T  elects  to  have  section  125  apply  to 
such  bond  for  1952  and  subsequent  taxable 
years.  In  determining  the  amount  of  bond 
premium  to  be  amortized  over  the  remaining 
10  years  of  the  life  of  the  bond,  T  is  required, 
but  solely  for  such  purpose,  to  treat  the  bond 
as  if  he  had  amortized  the  bond  premium 
thereon  during  the  prior  10  years  under  this 
section,  and  to  make  the  proper  adjustment 
in  the  original  bond  premium.  Accordingly, 
T  would  treat  $10  as  having  been  amortized 
during  the  first  10  years  and  would  be  re¬ 
quired  to  amortize  the  remaining  $10  over 
the  following  10  years.  When  the  bond  is 
redeemed  on  January  1,  1962,  for  $100,  only 
the  $10  attributable  to  the  second  10  years 
will  actually  have  been  amortized.  The  $10 
attributable  to  the  first  10  years  will  have 
been  treated  as  an  adjustment  to  the  original 
bond  premium  but  will  not  have  been  amor¬ 
tized.  Consequently  T  will  have  a  capital 
loss  in  the  year  of  redemption  on  account  of 
the  $10  attributable  to  the  period  January 
1,  1942,  to  January  1,  1952. 

Example  (2).  On  January  1,  1952,  X’s 
father  gave  him  a  fully  taxable  $100  bond 
maturing  on  January  1,  1962.  X’s  father  had 
purchased  the  bond  on  January  1,  1942,  for 
$120.  The  fair  market  value  of  the  bond  at 
the  time  of  the  gift  was  $130.  X  makes  his 
income  tax  returns  on  the  calendar  year  basis 
and  elects  to  amortize  the  bond  premium  on 
the  bond  during  the  period  1952-1962.  Under 
section  113  (a)  (2)  the  cost  of  the  bond  to 
X’s  father  constitutes  the  basis  of  the  bond 
In  X’s  hands  for  determining  loss,  since  such 


§  39.125  (b)-l  Bond  premium  and 
amortizable  bond  premium,  (a)  Bond 
premium  on  any  bond  to  which  section 
125  applies  is  the  excess  of  the  amount  of 
the  basis  (for  determining  loss  on  sale 
or  exchange)  of  the  bond  over  the 
amount  payable  at  maturity  or,  in  the 
case  of  a  callable  bond,  earlier  call  date. 
For  determination  of  applicable  call  date 
see  §  39.125  (b)-2.  If  the  date  as  of 
which  such  basis  of  the  bond  was  estab¬ 
lished  precedes  the  first  taxable  year  with 
respect  to  which  section  125  applies  to 
the  bond,  there  shall  be  made  adjust¬ 
ments  proper  to  reflect  unamortized  bond 
premium  on  such  bond  for  the  period 
including  the  holding  period  (as  deter¬ 
mined  under  section  117  (h) )  before  the 
date  as  of  which  section  125  first  be¬ 
comes  applicable  to  the  bond  in  the 
hands  of  the  taxpayer. 

(b)  The  application  of  the  rule  relat¬ 
ing  to  adjustments  set  forth  in  para¬ 
graph  (a)  of  this  section  may  be 
illustrated  by  the  following  examples: 


§  39.125  (b) — 1 
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cost  is  lower  than  the  fair  market  value  of 
the  bond  at  the  time  of  the  gift,  and  under 
section  117  (h)  (2)  X's  holding  period  is 
deemed  to  Include  the  10  years  during  which 
his  father  held  the  bond.  X  is  required  to 
treat  the  bond  as  if  the  bond  premium  there¬ 
on  had  been  amortized  during  his  father's 
holding  period.  Thus,  X  is  required  to  amor¬ 
tize  $10  ewer  the  period  January  1,  1952,  to 
January  1,  1962,  and  in  the  year  of  redemp¬ 
tion  will  have  a  capital  loss  on  account  of  the 
$10  attributable  to  his  father's  holding 
period. 

Example  ( 3 ).  Y,  who  makes  his  income 
tax  returns  on  the  calendar  year  basis,  owns 
a  tax-exempt  $100  bond,  maturing  on  Janu¬ 
ary  1,  1961.  He  purchased  this  bond  on 
January  1,  1941,  for  $120.  On  December  31, 
1954,  Y  sells  the  bond  for  $108  and  thus  re¬ 
alizes  a  gain  of  $1,  computed  as  follows: 


(1)  Total  bond  premium  ($120— 

$100) _  $20 

(2)  Amount  of  bond  premium  amor¬ 

tizable  if  held  to  maturity  (total 
bond  premium  minus  unamor¬ 
tized  bond  premium  attribut¬ 
able  to  1941,  $20- $1 ) . . -  19 

(3)  Amount  of  bond  premium  amor¬ 

tized  from  Jan.  1,  1942  through 
Dec.  31,  1954  ($1  for  each  such 
year) _  13 

(4)  Adjusted  basis  of  bond  at  close  of 

1954  ($120  — $13) _  107 

(5)  Gain  ($108-$107) _ _ -  1 


(c)  Amortizable  bond  premium  on  any 
bond  to  which  section  125  applies  is  such 
part  of  the  bond  premium  on  the  bond  as 
is  attributable  to  the  taxable  year. 

§  39.125  <b)  — 2  Callable  and  converti¬ 
ble  bonds,  (a)  The  fact  that  a  bond  is 
callable  or  convertible  into  stock  does 
not,  in  itself,  prevent  the  application 
of  section  125.  For  the  purposes  of  such 
section,  in  the  case  of  a  callable  bond 
the  earlier  call  date  will  be  considered 
as  the  maturity  date  and  the  amount  due 
on  such  date  will  be  considered  as  the 
amount  payable  on  maturity,  unless  the 
taxpayer  regularly  employs  a  different 
method  of  amortization  which  is  reason¬ 
able.  Hence,  the  bond  premium  on  such 
a  bond  is  required  to  be  spread  over  the 
period  from  the  date  as  of  which  the 
basis  for  loss  of  the  bond  is  established 
down  to  the  earlier  call  date,  rather  than 
the  maturity  date.  The  earlier  call  date 
may  be  the  earliest  call  date  specified 
in  the  bond  as  a  day  certain,  the  earliest 
interest  payment  date  if  the  bond  is 
callable  at  such  date,  the  earliest  date 
at  which  the  bond  is  callable  at  par,  or 
such  other  call  date,  prior  to  maturity, 
specified  in  the  bond  as  may  be  selected 
by  the  taxpayer.  A  taxpayer  who  de¬ 
ducts  amortizable  bond  premium  with 
reference  to  a  particular  call  date  may 
not  thereafter  use  a  different  call  date 
in  the  calculation  of  amortization  de¬ 
ductions  with  respect  to  such  premium. 

(b)  A  convertible  bond  is  within  the 
scope  of  section  125  if  the  option  to 
convert  on  a  date  certain  specified  in 
the  bond  rests  with  the  holder  thereof. 
However,  for  the  purpose  of  determin¬ 
ing  the  amount  of  amortizable  bond 
premium  on  a  convertible  bond  for  the 
taxable  year,  the  amount  of  bond  pre¬ 
mium  shall  not  include  any  amount  at¬ 
tributable  to  the  conversion  features  of 
the  bond.  For  the  purpose  of  this  rule, 
the  term  “convertible  bond”  includes  a 


bond  issued  with  detachable  stock-pur¬ 
chase  warrants. 

(c)  (1)  The  value  of  the  conversion 
features  of  a  particular  bond  shall  be  de¬ 
termined  by  ascertaining  the  assumed 
price  at  which  such  bond  would  be  pur¬ 
chased  on  the  open  market  if  without 
conversion  features,  and  by  subtracting 
such  assumed  price  from  the  cost  of  the 
bond.  The  determination  of  the  assumed 
price  of  the  bond  without  the  conversion 
features  shall  be  made  by  ascertaining 
the  yield  on  which  bonds  of  similar  char¬ 
acter,  not  having  conversion  features, 
are  sold  on  the  open  market  and  adjust¬ 
ing  the  price  of  the  bond  in  question  to 
this  yield.  This  adjustment  may  be 
made  by  the  use  of  standard  bond  tables. 
In  selecting  quotations  for  comparative 
purposes,  bonds  of  the  same  classifica¬ 
tion  and  grade  shall  be  used. 

(2)  The  application  of  the  principles 
set  forth  in  this  paragraph  may  be  illus¬ 
trated  as  follows: 

Example.  T  purchased  for  $115  a  $100 
bond,  maturing  in  five  years,  on  which  inter¬ 
est  is  payable  semiannually  at  the  rate  of  3.5 
percent  a  year.  This  bond  is  convertible 
into  common  stock  at  the  option  of  the 
holder.  It  is  found  that  bonds  of  the  same 
character,  not  having  conversion  features, 
were  sold  on  the  open  market  on  or  about 
the  time  of  T’s  purchase  on  a  basis  to  yield 
2.80  percent.  By  recourse  to  a  standard  bond 
table,  it  is  found  that  the  cost  of  a  3*4  per¬ 
cent  5-year  $100  bond  to  yield  2.80  percent 
would  have  been  $103.25.  Since  the  taxpayer 
paid  $115  for  the  convertible  bond,  the  differ¬ 
ence  between  $115  and  $103.25,  or  $11.75, 
represents  the  value  of  the  conversion  fea¬ 
tures  of  the  bond  at  the  time  of  the  purchase. 
The  balance  of  $3.25  represents  the  bond 
premium  subject  to  amortization  under 
section  125. 

(d)  If  a  convertible  bond  acquired  on 
or  before  June  15, 1950,  is  held  during  the 
taxable  year,  the  amortizable  bond  pre¬ 
mium  shall  be  computed  as  if  the  pro¬ 
visions  for  the  determination  of  the  bond 
premium  without  the  inclusion  of  any 
amount  attributable  to  the  conversion 
features  of  the  bond  were  applicable  for 
each  year  for  which  the  bond  was  held 
prior  to  such  taxable  year.  Thus,  if  T,  in 
the  example  in  paragraph  (c)  (2)  of  this 
section,  had  acquired  the  bond  on  Janu¬ 
ary  1,  1949,  and  if  T  makes  his  income 
tax  returns  on  the  basis  of  the  calendar 
year,  the  amortizable  bond  premium  for 
1952  would  be  $0.65,  determined  as 
follows : 


Bond  premium  not  attributable  to  con¬ 
version  feature _ $3.  25 

Amortizable  bond  premium  for  1949 
and  1950,  determined  by  reference 
to  bond  premium  not  attributable 
to  conversion  feature _  1.  30 


Portion  of  bond  premium  amortiza¬ 
ble  over  remaining  life  of  bond _  1.  95 

Amortizable  bond  premium  for  each  of 
the  remaining  3  years,  including  the 
taxable  year  1952  (one-third  of 
$1.95) . . . .  .65 


§  39.125  (b)  — 3  Capitalized  expenses. 
(a)  In  the  case  of  a  bond  on  which  there 
is  no  bond  premium  exclusive  of  capital¬ 
ized  expenses  (such  as  buying  commis¬ 
sions),  but  to  which  section  125  other¬ 
wise  applies,  a  taxpayer  who  is  required 
by  the  regulations  under  section  125  to 


use  the  method  of  amortization  pre-  j 
scribed  by  §  39.125  (b)-5,  a  taxpayer  who 
regularly  employs  a  reasonable  method 
of  amortization  under  which  such  cap¬ 
italized  expenses  are  amortized,  or  a 
taxpayer  who  regularly  employs  a  rea¬ 
sonable  method  of  amortization  under 
which  such  capitalized  expenses  are  not 
amortized,  is  permitted,  but  is  not  re¬ 
quired,  to  amortize  such  capitalized  ex¬ 
penses  in  accordance  with  such  method. 

(b)  In  the  case  of  a  bond  to  which  j 
section  125  applies  and  on  which  there  is 
bond  premium  exclusive  of  capitalized 
expenses,  a  taxpayer  who  is  required  by  i 
the  regulations  under  section  125  to  use 
the  method  of  amortization  prescribed 
by  §  39.125  (b)-5,  must  treat  capitalized 
expenses  as  being  part  of  the  bond  pre-  j 
mium  for  the  purposes  of  section  125,  or  j 
if  the  taxpayer  regularly  employs  a 
reasonable  method  of  amortization  un¬ 
der  which  such  capitalized  expenses  are  I 
treated  as  being  part  of  the  bond  pre¬ 
mium  for  the  purposes  of  amortization, 
such  capitalized  expenses  must  be 
treated  as  being  part  of  the  bond  pre-  I 
mium  for  the  purposes  of  section  125; 
but  if  under  such  regularly  employed 
method  such  capitalized  expenses  are  | 
not  treated  as  being  part  of  the  bond  j 
premium  for  the  purposes  of  amortiza¬ 
tion,  the  taxpayer  is  permitted,  but  is 
not  required,  to  treat  such  capitalized 
expenses  as  being  part  of  the  bond  pre¬ 
mium  for  the  purposes  of  section  125.  j 

§  39.125  <b>-4  Taxable  years  in  which  j 
interest  not  received  or  accruable.  In  the 
case  of  a  taxpayer  w  ho  makes  his  income  I 
returns  on  the  cash  receipts  and  dis-  j 
bursements  basis  or  one  who  makes  his 
returns  on  the  accrual  basis  and  who 
owns  a  bond  to  which  section  125  applies 
and  in  respect  of  which  no  interest  is  re-  j 
ceived  or  accrued  by  the  taxpayer  dur¬ 
ing  the  taxable  year,  if  the  taxpayer  is 
required  by  the  regulations  under  section 
125  to  use  the  method  of  amortization 
prescribed  by  §  39.125  (b)-5,  or  if  the 
taxpayer  regularly  employs  a  reasonable 
method  of  amortization  under  which  the 
bond  premium  on  such  bond  for  such 
taxable  year  is  amortized,  or  if  the  tax¬ 
payer  regularly  employs  a  reasonable 
method  of  amortization  under  which  the 
bond  premium  on  such  bond  for  such 
taxable  year  is  not  amortized,  amortiza¬ 
tion  of  bond  premium  on  such  bond  for 
such  taxable  year  is  not  required,  but 
will  be  permitted  in  accordance  with 
such  method. 

§  39.125  (b>-5  Methods  of  amortiza¬ 
tion.  (a)  The  determinations  of  the 
bond  premium  and  amortizable  bond 
premium  on  any  bond  to  which  section 
125  applies  shall  be  made  in  accordance 
with: 

(1)  The  method  of  amortization  regu¬ 
larly  employed  by  the  taxpayer,  if  such 
method  is  reasonable;  or 

(2)  The  method  of  amortization  pre¬ 
scribed  by  this  section. 

A  method  of  amortization  will  be  deemed 
“regularly  employed”  by  a  taxpayer  if 
the  method  was  consistently  followed  in 
taxable  years  beginning  before  January 
1,  1952,  or  if  for  taxable  years  beginning 
on  or  after  such  date  a  taxpayer  who  has 
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never  previously  taken  a  deduction  for 
amortization  initiates  in  the  first  taxable 
year  for  which  such  a  deduction  is  taken 
a  reasonable  method  of  amortization  and 
consistently  follows  such  method  there¬ 
after.  A  taxpayer  who  regularly  em¬ 
ploys  a  method  of  amortization  may  be 
one,  for  example,  who  is  subject  to  the 
jurisdiction  of  a  State  or  Federal  regu¬ 
latory  agency  and  who,  for  the  purposes 
of  such  agency,  amortizes  the  bond  pre¬ 
mium  on  his  bonds  in  accordance  with 
a  method  prescribed  or  approved  by  such 
agency.  However,  it  is  not  necessary 
that  the  taxpayer  be  subject  to  the 
jurisdiction  of  such  an  agency  or  that 
the  method  be  prescribed  or  approved  by 
such  agency.  It  is  sufficient  if  the  tax¬ 
payer  regularly  employs  a  method  of 
amortization  and  if  such  method  is 
reasonable. 

(b)  The  method  of  amortization  pre¬ 
scribed  by  this  section  is  as  follows: 

(1) The  bond  premium  on  any  bond  to 
which  section  125  applies  shall  be  de¬ 
termined  in  accordance  with  §  39.125 
(b)  — 1  and  shall  be  computed  as  of  the 
end  of  the  taxable  year  (or  as  of  the  date 
of  disposition  or  redemption  of  the  bond, 
if  it  was  disposed  of  or  redeemed  in  the 
taxable  year)  but  without  regard  to  the 
amortizable  bond  premium  for  the  tax¬ 
able  year;  and 

(2)  The  amortizable  bond  premium  on 
such  bond  for  the  taxable  year  shall  be 
an  amount  which  bears  the  same  ratio 
to  the  bond  premium  on  the  bond  as 
the  number  of  months  in  the  taxable 
year  during  which  the  bond  was  owned 
by  the  taxpayer  bears  to  the  number  of 
months  from  the  beginning  of  the  tax¬ 
able  year  (or,  if  the  bond  was  acquired 
in  the  taxable  year,  from  the  date  of 
acquisition)  to  the  date  of  maturity  or 
earlier  call  date.  For  the  purposes  of 
this  subparagraph,  a  fractional  part  of 
a  month  shall  be  disregarded  unless  it 
amounts  to  more  than  half  a  month,  in 
which  case  it  shall  be  considered  as  a 
month. 

§  39.125  (c)  Statutory  provisions; 
amortizable  bond  premium ;  election  with 
respect  to  taxable  and  partially  taxable 
bonds. 

Sec.  125.  Amortizable  bond  premium.  *  *  * 

(c)  Election  on  taxable  and  partially  tax¬ 
able  bonds — (1)  Eligibility  to  elect  and  bonds 
with  respect  to  which  election  permitted. 
This  section  shall  apply  with  respect  to  the 
following  classes  of  taxpayers  with  respect  to 
the  following  classes  of  bonds  only  if  the 
taxpayer  has  elected  to  have  this  section 
apply. 

(A)  Partially  tax-exempt.  In  the  case  of 
a  taxpayer  other  than  a  corporation,  bonds 
with  respect  to  the  interest  on  which  the 
credit  provided  in  section  25  (a)  (1)  or  (2) 
is  allowable:  and 

(B)  Wholly  taxable.  In  the  case  of  any 
taxpayer,  bonds  the  Interest  on  which  is  not 
excludible  from  gross  income  but  with  re¬ 
spect  to  which  the  credit  provided  in  section 
25  (a)  (1)  or  (2),  or  section  26  (a),  as  the 
case  may  be,  is  not  allowable. 

(2)  Manner  and  effect  of  election.  The 
election  authorized  under  this  subsection 
shall  be  made  in  accordance  with  such  regu¬ 
lations  as  the  Commissioner  with  the  ap¬ 
proval  of  the  Secretary  shall  prescribe.  If 
such  election  is  made  with  respect  to  any 
bond  (described  in  paragraph  (1))  of  the 


FEDERAL  REGISTER 

taxpayer,  it  shall  also  apply  to  aU  such  bonds 
held  by  the  taxpayer  at  the  beginning  of  the 
first  taxable  year  to  which  the  election  ap¬ 
plies  and  to  all  such  bonds  thereafter  ac¬ 
quired  by  him  and  shall  be  binding  for  all 
subsequent  taxable  years  with  respect  to  all 
such  bonds  of  the  taxpayer,  unless,  upon 
application  by  the  taxpayer,  the  Commis¬ 
sioner  permits  him,  subject  to  such  condi¬ 
tions  as  the  Commissioner  deems  necessary, 
to  revoke  such  election.  The  election  au¬ 
thorized  under  this  subsection  in  the  case  of 
a  member  of  a  partnership  shall  be  exercisa¬ 
ble  with  respect  to  bonds  of  the  partnership 
only  by  the  partnership.  In  the  case  of 
bonds  held  by  a  common  trust  fund,  as  de¬ 
fined  in  section  169,  or  by  a  foreign  personal 
holding  company,  as  defined  in  section  331, 
the  election  authorized  under  this  subsection 
shall  be  exercisable  with  respect  to  such 
bonds  only  by  the  common  trust  fund  or 
foreign  personal  holding  company. 

[Subsec.  (c)  as  added  by  sec.  126  (b),  Rev. 
Act  1942] 

§  39.125  (c)  — 1  Election.  In  the  case 
of  a  corporation,  the  election  provided 
in  section  125  may  be  made  only  with 
respect  to  fully  taxable  bonds.  In  the 
case  of  a  taxpayer  other  than  a  corpo¬ 
ration,  the  election  provided  in  such  sec¬ 
tion  may  be  made  with  respect  to  (a) 
fully  taxable  bonds  only,  or  (b)  partially 
tax-exempt  bonds  only,  or  (c)  both  fully 
taxable  bonds  and  partially  tax-exempt 
bonds.  Such  election  shall  be  made  by 
the  taxpayer  by  claiming  a  deduction  for 
the  bond  premium  in  his  return  for  the 
first  taxable  year  to  which  he  desires  the 
election  to  be  applicable.  No  other 
method  of  making  such  election  is  per¬ 
mitted.  If  the  election  is  so  made,  the 
taxpayer  should  attach  to  his  return  a 
statement  showing  the  computation  of 
the  deduction.  The  election  shall  apply 
to  all  bonds  in  respect  of  which  it  was 
made  owned  by  the  taxpayer  at  the  be¬ 
ginning  of  the  first  taxable  year  to  which 
the  election  applies  and  also  to  all  bonds 
of  sucht:lass  (or  classes)  thereafter  ac¬ 
quired  by  him,  and  shall  be  binding  for 
all  subsequent  taxable  years.  Upon  ap¬ 
plication  by  the  taxpayer,  the  Commis¬ 
sioner  may  permit  him  to  revoke  the 
election,  subject  to  such  conditions  as 
the  Commissioner  deems  necessary.  In 
the  case  of  bonds  owned  by  a  partner¬ 
ship,  common  trust  fund,  or  foreign  per¬ 
sonal  holding  company,  the  election  shall 
be  exercisable  by  such  partnership,  com¬ 
mon  trust  fund,  or  foreign  personal  hold¬ 
ing  company. 

§  39.125  (c)-2  Partially  tax-exempt 
bonds  owned  by  estates,  trusts,  partner¬ 
ships,  etc.  If  a  trust  owning  partially 
tax-exempt  bonds  elects  to  amortize  the 
bond  premium  thereon  under  section  125, 
the  credits  of  the  trust  and  the  benefi¬ 
ciaries  on  account  of  such  interest  are 
required  to  be  reduced  by  the  portion  of 
the  amortization  deduction  attributable 
to  their  shares  of  such  interest.  A  simi¬ 
lar  rule  is  applied  in  the  case  of  partially 
tax-exempt  bonds  owned  by  estates,  com¬ 
mon  trust  funds,  partnerships,  foreign 
personal  holding  companies,  and  per¬ 
sonal  service  corporations. 

§  39.125  (d)-(e)  Statutory  provisions; 
amortizable  bond  premium;  definition  of 
bond;  dealers  in  tax  exempt  securities ; 
cross  reference. 
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Sec.  125.  Amortizable  bond  premium.  •  •  • 

(d)  Definition  of  bond.  As  used  in  this 
section,  the  term  “bond”  means  any  bond, 
debenture,  note,  or  certificate  or  other  evi¬ 
dence  of  indebtedness,  issued  by  any  corpo¬ 
ration  and  bearing  interest  (including  any 
like  obligation  Issued  by  a  government  or 
political  subdivision  thereof),  with  interest 
coupons  or  in  registered  form,  but  does  not 
include  any  such  obligation  which  consti¬ 
tutes  stock  in  trade  of  the  taxpayer  or  any 
such  obligation  of  a  kind  which  would  prop¬ 
erly  be  included  in  the  inventory  of  the  tax¬ 
payer  if  on  hand  at  the  close  of  the  taxable 
year,  or  any  such  obligation  held  by  the  tax¬ 
payer  primarily  for  sale  to  customers  in  the 
ordinary  course  of  his  trade  or  business. 

[Subsec.  (d)  as  added  by  sec.  126  (b).  Rev. 
Act  1942] 

(e)  Dealers  in  tax-exempt  securities.  For 
special  rules  applicable,  in  the  case  of  dealers 
in  securities,  with  respect  to  premium  attrib¬ 
utable  to  certain  wholly  tax-exempt  securi¬ 
ties,  see  section  22  (o). 

[Subsec.  (e)  as  added  by  sec.  203  (b)  (2), 
Rev.  Act  1950] 

§  39.126  (a)  Statutory  provisions; 

income  in  respect  of  decedents;  gross 
income  inclusions. 

Sec.  126.  Income  in  respect  of  decedents. 
(a)  Inclusion  in  gross  income — (1)  General 
rule.  The  amount  of  all  items  of  gross  in¬ 
come  in  respect  of  a  decedent  which  are  not 
properly  includible  in  respect  of  the  taxable 
period  in  which  falls  the  date  of  his  death 
or  a  prior  period  shall  be  included  in  the 
gross  income,  for  the  taxable  year  when 
received,  of: 

(A)  The  estate  of  the  decedent,  if  the 
right  to  receive  the  amount  is  acquired  by 
the  decedent’s  estate  from  the  decedent: 

(B)  The  person  who,  by  reason  of  the  death 
of  the  decedent,  acquires  the  right  to  re¬ 
ceive  the  amount,  if  the  right  to  receive  the 
amount  is  not  acquired  by  the  decedent's 
estate  from  the  decedent;  or 

(C)  The  person  who  acquires  from  the  de¬ 
cedent  the  right  to  receive  the  amount  by 
bequest,  devise,  or  Inheritance,  if  the  amount 
is  received  after  a  distribution  by  the  deced¬ 
ent’s  estate  of  such  right. 

(2)  Income  in  case  of  sale,  etc.  If  a  right, 
described  in  paragraph  (1),  to  receive  an 
amount  is  transferred  by  the  estate  of  the 
decedent  or  a  person  who  receives  such  right 
by  reason  of  the  death  of  the  decedent  or 
by  bequest,  devise  or  inheritance  from  the 
decedent,  there  shall  be  included  in  the  gross 
income  of  the  estate  or  such  person,  as  the 
case  may  be,  for  the  taxable  period  in  which 
the  transfer  occurs,  the  fair  market  value 
of  such  right  at  the  time  of  such  transfer 
plus  the  amount  by  which  any  consideration 
for  the  transfer  exceeds  such  fair  market 
value.  For  the  purposes  of  this  paragraph, 
the  term  "transfer”  includes  sale,  exchange, 
or  other  disposition,  but  does  not  include  a 
transfer  to  a  person  pursuant  to  the  right 
of  such  person  to  receive  such  amount  by 
reason  of  the  death  of  the  decedent  or  by 
bequest,  devise,  or  inheritance  from  the 
decedent. 

(3)  Character  of  income  determined  by 
reference  to  decedent.  The  right,  described 
in  paragraph  (1),  to  receive  an  amount  shall 
be  treated,  in  the  hands  of  the  estate  of  the 
decedent  or  any  person  who  acquired  such 
right  by  reason  of  the  death  of  the  decedent, 
or  by  bequest,  devise,  or  inheritance  from  the 
decedent,  as  if  it  had  been  acquired  by  the 
estate  or  such  person  in  the  transaction  by 
which  the  decedent  acquired  such  right;  arid 
the  amount  includible  in  gross  income  under 
paragraph  (1)  or  (2)  shall  be  considered  in 
the  hands  of  the  estate  or  such  person  to 
have  the  character  which  it  would  have  had 
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In  the  hands  of  the  decedent  If  the  decedent 
had  lived  and  received  such  amount. 

[Sec.  126  (a)  as  added  by  sec.  134  (e),  Rev. 
Act  1942] 

§  39.126  (a)-l  Inclusion  in  gross  in - 
come  of  income  in  respect  of  a  decedent. 

(a)  The  gross  income  for  the  taxable 
year  of  a  decedent  in  which  falls  the  date 
of  his  death  is  computed  upon  the  basis 
of  the  method  of  accounting  followed  by 
such  decedent  even  though  amounts  to 
which  he  is  entitled  as  gross  income  are 
not  includible  under  such  method  in 
computing  net  income  for  such  taxable 
year  or  any  prior  taxable  year.  See 
§  39.42-1.  Such  amounts  include  all  the 
accrued  income  of  a  decedent  who  re¬ 
ported  his  income  on  the  basis  of  cash 
receipts  and  disbursements,  and,  in  the 
case  of  a  decedent  who  reported  his  in¬ 
come  under  the  accrual  method  of 
accounting,  such  amounts  include  con¬ 
tingent  items  which  were  not  accrued  by 
the  decedent  and,  under  §  39.42-1,  all 
items  (except  the  amount  of  partnership 
income  includible  under  section  182) 
which  were  accrued  in  the  last  taxable 
year  of  the  decedent  solely  by  reason  of 
his  death.  For  example,  if  the  decedent 
who  reported  income  on  the  basis  of  the 
accrual  method  of  accounting  was  a 
member  of  a  partnership  which  kept  its 
books  on  the  basis  of  cash  receipts  and 
disbursements,  the  decedent  would  be 
entitled  at  the  date  of  his  death  to  his 
distributive  share  of  the  accrued  income 
of  the  partnership,  although  there  would 
be  included  in  his  gross  income  only  his 
distributive  share  of  the  partnership  in¬ 
come  computed  on  the  basis  of  cash  re¬ 
ceipts  and  disbursements. 

(b)  Under  section  126  (a)  (1),  all  such 
amounts  to  which  a  decedent  is  entitled 
as  gross  income  and  which  are  not  in¬ 
cludible  in  computing  his  net  income  for 
his  last  taxable  year  or  any  prior  taxable 
year  shall  be  included,  when  received,  in 
the  gross  income  of  the  estate  of  the 
decedent  or  of  the  person  receiving  such 
amounts  if  such  amounts  are  received 
by  the  estate  of  the  decedent  or  by  a 
person  entitled  to  such  amounts  by  be¬ 
quest,  devise,  or  inheritance  from  the 
decedent  or  by  reason  of  the  death  of  the 
decedent.  These  amounts  are  included 
in  the  income  of  the  estate  and  such  per¬ 
sons  when  received  by  them,  regardless 
of  whether  or  not  they  report  income  on 
the  basis  of  cash  receipts  and  disburse¬ 
ments. 

(c)  The  persons  who  are  placed  with 
respect  to  such  amounts  in  the  same 
position  as  the  decedent  are  the  de¬ 
cedent’s  estate  (which  in  the  great  ma¬ 
jority  of  cases  will  be  the  one  who  re¬ 
ceives  such  amounts)  and,  if  the  estate 
does  not  collect  such  amounts  but  dis¬ 
tributes  the  right  to  receive  such 
amounts  to  the  heir,  next  of  kin,  lega¬ 
tee,  or  devisee  who  inherited  or  was  be¬ 
queathed  or  devised  such  right,  such 
heir,  next  of  kin,  legatee  or  devisee. 
Thus,  if  the  decedent  who  kept  his  books 
on  the  basis  of  cash  receipts  and  dis¬ 
bursements  was  entitled  at  the  date  of 
his  death  to  a  large  salary  payment  to 
be  made  in  equal  annual  installments 
over  five  years,  and  his  estate  after  col¬ 
lecting  two  installments  distributed  the 


right  to  the  remaining  installment  pay¬ 
ments  to  the  residuary  legatee  of  the 
estate,  the  estate  must  include  in  its 
gross  income  the  two  installments  re¬ 
ceived  by  it,  and  the  legatee  must  include 
in  his  gross  income  each  of  the  three 
installments  received  by  him. 

(d)  Also  placed  in  the  same  position 
as  the  decedent  with  respect  to  such 
amounts  are  those  who  acquire  the  right 
to  such  amounts  by  reason  of  the  death 
of  the  decedent.  An  example  of  the  ap¬ 
plication  of  this  provision  is  the  case  of  a 
decedent  who  owned  a  defense  bond,  with 
his  wife  as  co-owner  or  beneficiary,  and 
who  died  before  the  payment  of  such 
bond.  The  entire  amount  accruing  on 
the  bond  and  not  includible  in  income 
by  the  decedent,  not  just  the  amount  ac¬ 
cruing  after  the  death  of  the  decedent, 
would  be  treated  as  income  to  his  wife 
when  the  bond  is  paid.  Another  exam¬ 
ple  is  the  case  of  a  partner  whose  part¬ 
nership  agreement  provided  that  upon 
his  death  his  interest  in  certain  partner¬ 
ship  assets  would  pass  to  the  surviving 
partners  in  exchange  for  payments  to 
be  made  by  them  to  his  widow.  Upon 
his  death,  the  payments  by  the  surviv¬ 
ing  partners  must  be  included  in  the 
widow’s  income  to  the  extent  they  are 
attributable  to  the  earnings  of  the  part¬ 
nership  accrued  only  by  reason  of  his 
death.  The  income  reflected  by  the  pay¬ 
ments  to  the  extent  they  are  so  attrib¬ 
utable  was  not  includible  in  the  part¬ 
ner’s  income  since  it  was  not  received  by 
the  partner  (for  the  purposes  of  the  cash 
receipts  and  disbursements  method  of 
accounting)  and  was  accrued  only  by 
reason  of  his  death  (for  the  purposes 
of  the  accrual  method  of  accounting). 
If  the  payments  are  to  be  made  to  the 
widow  as  trustee  for  minor  children,  and 
if  the  right  to  receive  such  payments  is 
transferred  to  the  children  upon  their 
majority,  the  children  are  within  the 
provisions  of  section  126  (a)  (1)  as  re¬ 
ceiving  the  right  to  such  payments  by 
reason  of  the  death  of  the  decedent,  and 
must  include  such  payments  when  re¬ 
ceived  in  their  income  to  the  extent  the 
payments  are  attributable  to  the  earn¬ 
ings  of  the  partnership  accrued  only  by 
reason  of  the  death. 

Example.  Suppose  that  A  and  the  decedent 
B  were  equal  partners  in  a  business  possessed 
of  tangible  assets  having  a  present  value  con¬ 
siderably  in  excess  of  cost;  suppose  that  cer¬ 
tain  current  partnership  business  was  well 
advanced  toward  completion  before  the  death 
of  B;  and  suppose  that  the  partnership  agree¬ 
ment  provided  that,  upon  the  death  of  one 
of  the  partners,  all  partnership  assets,  in¬ 
cluding  unfinished  business,  should  pass  to 
the  surviving  partner,  and  that  the  surviving 
partner  should  make  certain  payments  to  the 
estate  of  the  decedent.  To  the  extent  that 
the  payments  by  A  to  the  estate  of  B  are  at¬ 
tributable  to  B's  interest  in  the  previously 
earned  proportion  of  the  unfinished  partner¬ 
ship  business  transactions,  their  receipt  by 
the  estate  of  B  will  reflect  the  realization 
of  Income.  With  respect  to  such  portion  of 
the  payments  by  A  as  is  attributable  to  B’s 
interest  in  the  tangible  assets  of  the  partner¬ 
ship  which  had  appreciated  in  value,  no  gain 
to  the  estate  of  B  will  be  recognized.  If  some 
portion  of  the  payments  by  A  is  attributable 
to  a  sale  of  B’s  interest  in  partnership  assets 
consummated  by  B  before  his  death,  however, 
the  gain  to  the  estate  of  B  reflected  In  such 


payments  will  be  recognized  regardless  of  the 
character  of  the  asset  sold,  and  regardless  of 
whether  or  not  payment  was  due  on  a  day 
which  must  occur  after  B’s  death. 

(e)  Since  section  126  provides  for  the 
treatment  of  such  amounts  as  income  to 
the  estate  and  other  persons  placed  in 
the  same  position  as  the  decedent  with 
respect  to  such  amounts,  the  provisions 
of  section  113  (a)  (5)  with  respect  to  the 
basis  of  property  acquired  by  bequest, 
devise,  or  inheritance  do  not  apply  to 
these  amounts  in  the  hands  of  the  estate 
and  such  persons.  Furthermore,  section 
126  only  applies  to  the  amount  of  items 
of  gross  income  in  respect  of  a  decedent, 
and  items  which  are  excluded  from  his 
gross  income  under  section  22  (b)  or  sec¬ 
tion  116  are  not  within  the  provisions  of 
section  126. 

(f)  If  the  right  to  receive  an  amount 
of  income  in  respect  of  a  decedent  is 
transferred  by  the  estate  or  the  person 
entitled  to  such  amount  by  bequest,  de¬ 
vise,  or  inheritance,  or  by  reason  of  the 
death  of  the  decedent,  the  fair  market 
value  of  such  right  at  the  date  of  the 
transfer  shall  be  included  in  the  income 
of  the  estate  or  of  such  person,  plus  the 
amount  by  which  any  consideration  re¬ 
ceived  on  such  transfer  exceeds  the  fair 
market  value  of  such  right.  Thus,  upon 
a  sale  of  such  right,  the  fair  market  value 
of  the  right  or  the  amount  received  upon 
the  sale,  whichever  is  greater,  is  included 
in  income.  Similarly,  if  the  right  to 
receive  the  income  is  disposed  of,  as  by 
gift  or  bequest,  the  fair  market  value  of 
such  right  at  the  time  of  such  disposition 
must  be  included  in  the  gross  income  of 
the  donor,  testator,  or  other  transferor. 
However,  if  the  person  to  whom  such 
right  is  transferred  is  a  person  described 
in  section  126  (a)  (1)  as  being  entitled 
to  such  right  by  bequest,  devise,  or  in¬ 
heritance  from  the  decedent  or  by  reason 
of  the  death  of  the  decedent,  such  fair 
market  value  of  the  right  is  not  included 
in  the  income  of  the  transferor.  Ex¬ 
amples  of  such  transfers  are  those  by  the 
estate  to  a  specific  legatee  of  such  right 
or  to  the  residuary  legatee.  Another  ex¬ 
ample  is  the  case  of  a  trust  to  which  is 
bequeathed  the  right  of  the  decedent  to 
certain  payments  of  income.  If  the 
trust  terminates  and  the  right  to  such 
payments  is  transferred  to  the  benefici¬ 
ary,  the  trust  does  not  include  the  fair 
market  value  of  the  right  to  receive  such 
payments  in  its  income,  but  such  pay¬ 
ments  are  included  in  the  income  of  the 
beneficiary  under  the  provisions  of  sec¬ 
tion  126  (a)  (1).  Under  section  126  (a) 
(1),  the  transferee  in  each  of  the  above 
examples  must  include  the  amount, 
when  received,  in  his  income,  and  if  he 
transfers  the  right  to  receive  such 
amount  to  a  person  not  entitled  to  such 
right  by  bequest,  devise,  or  inheritance 
from  the  decedent  or  by  reason  of  his 
death,  then  he  must  include  in  his  in¬ 
come  the  fair  market  value  of  the  right 
at  the  time  of  such  transfer. 

(g)  The  right  to  receive  an  amount 
of  income  in  respect  of  a  decedent  shall 
be  treated  in  the  hands  of  the  estate  or 
the  person  entitled  to  receive  such 
amount  by  bequest,  devise,  or  inherit¬ 
ance  from  the  decedent  or  by  reason  of 


§  39.126  (a) — 1 


Saturday,  September  26,  1953 


FEDERAL  REGISTER 


6013 


his  death  as  if  it  had  been  acquired  in 
the  transaction  by  which  the  decedent 
acquired  such  right,  and  shall  be  con¬ 
sidered  as  having  the  same  character  it 
would  have  had  if  the  decedent  had  lived 
and  received  such  amount.  The  estate 
or  such  person  is  placed  in  the  same 
position  with  respect  to  the  nature  of 
this  income  as  the  position  the  decedent 
enjoyed.  Thus,  if  the  income  would  have 
been  capital  gain  to  the  decedent,  if  he 
had  lived  and  had  received  it,  from  the 
sale  of  property  held  for  more  than  six 
months,  the  income  when  received,  or 
its  fair  market  value  if  transferred,  shall 
be  treated  in  the  hands  of  the  estate  or 
of  such  person  as  gain  from  the  sale  of 
the  property,  held  for  more  than  six 
months,  in  the  same  manner  as  if  such 
person  had  held  the  property  for  the 
period  the  decedent  held  it,  and  had 
made  the  sale.  Similarly,  if  the  income 
is  interest  on  United  States  obligations 
owned  by  the  decedent,  such  income 
shall  be  treated  as  interest  on  United 
States  obligations  in  the  hands  of  the 
person  receiving  it,  for  the  purpose  of 
determining  the  credit  provided  by  sec¬ 
tion  25  (a)  (1)  and  (2) ,  as  if  such  person 
owned  the  obligations  with  respect  to 
which  such  interest  is  paid.  If  the 
amount  would  have  constituted  earned 
income  to  the  decedent,  as  in  the  case 
of  the  accrued  wages  of  a  decedent  who 
reported  income  on  the  basis  of  cash  re¬ 
ceipts  and  disbursements,  such  amount 
shall  constitute  earned  income  to  the 
person  including  such  amount  in  his 
gross  income  to  the  same  extent  as  if  he 
had  been  engaged  in  place  of  the  dece¬ 
dent  in  the  transaction  in  which  the 
amount  was  earned.  If  the  amounts  re¬ 
ceived  would  be  subject  to  special  treat¬ 
ment  under  section  107  if  the  decedent 
had  lived  and  included  such  amounts  in 
his  gross  income,  section  107  applies. 
Similarly,  the  provisions  of  sections  105 
and  106,  relating  to  the  surtax  attribut¬ 
able  to  the  sale  of  certain  oil  or 
gas  property  and  to  certain  claims 
against  the  United  States,  apply  to  any 
amount  included  in  gross  income,  the 
right  to  which  was  obtained  by  the  de¬ 
cedent  by  a  sale  or  claim  within  the  pro¬ 
visions  of  those  sections.  The  surtax 
attributable  to  the  inclusion  in  the  gross 
income  of  the  person  receiving  the 
amount  referred  to  in  the  preceding 
sentence  shall  not  exceed  30  percent  of 
such  amount. 

§  39.126  tb)  Statutory  provisions; 
income  in  respect  of  decedents;  allow¬ 
ance  of  deductions  and  credit. 

Sec.  126.  Income  in  respect  of  decedents. 

»  »  * 

(b)  Allowance  of  deductions  and  credit. 
The  amount  of  any  deduction  specified  in 
section  23  (a),  (b),  (c),  or  (m)  (relating 
to  deductions  for  expenses,  interest,  taxes, 
and  depletion)  or  credit  specified  in  section 
31  (foreign  tax  credit),  in  respect  of  a  de¬ 
cedent  which  is  not  properly  allowable  to  the 
decedent  in  respect  of  the  taxable  period  in 
which  falls  the  date  of  his  death,  or  a  prior 
period,  shall  be  allowed: 

(1)  Expenses,  interest,  and  taxes.  In  the 
case  of  a  deduction  specified  in  section  23 
(a),  (b),  or  (c)  and  a  credit  specified  in 
section  31,  in  the  taxable  year  when  paid — 

(A)  To  the  estate  of  the  decedent;  except 
Uut 


(B)  If  the  estate  of  the  decedent  is  not 
liable  to  discharge  the  obligation  to  which 
the  deduction  or  credit  relates,  to  the  person 
who,  by  reason  of  the  death  of  the  decedent 
or  by  bequest,  devise,  or  inheritance  acquires, 
subject  to  such  obligation,  from  the  decedent 
an  interest  in  property  of  the  decedent. 

(2)  Depletion.  In  the  case  of  the  deduc¬ 
tion  specified  in  section  23  (m),  to  the  per¬ 
son  described  in  subsection  (a)  (1)  ( A) ,  (B) , 
or  (C)  who,  in  the  manner  described  therein, 
receives  the  income  to  which  the  deduction 
relates,  in  the  taxable  year  when  such  in¬ 
come  is  received. 

[Sec.  126  (b)  as  added  by  sec.  134  (e),  Rev. 
Act  1942] 

§  39.126  (b)  — 1  Allowance  of  deduc¬ 

tions  and  credit  in  respect  of  decedent. 
(a)  Under  section  126  (b),  the  expenses, 
interest,  and  taxes  described  in  section 
23  (a),  (b),  and  (c)  for  which  the  de¬ 
cedent  was  liable,  which  were  not  prop¬ 
erly  allowable  as  a  deduction  in  his  last 
taxable  year  or  any  prior  taxable  year, 
are  allowed  when  paid  ( 1 )  as  a  deduction 
by  the  estate,  or  (2)  if  the  estate  was  not 
liable  to  pay  such  obligation,  as  a  deduc¬ 
tion  by  the  person  who  by  bequest,  devise, 
or  inheritance  from  the  decedent  or  by 
reason  of  the  death  of  the  decedent  ac¬ 
quires,  subject  to  such  obligation,  an 
interest  in  property  of  the  decedent. 
Similar  treatment  is  given  to  the  foreign 
tax  credit  provided  by  section  31.  For 
the  purposes  of  clause  (2)  of  this  para¬ 
graph,  the  right  to  receive  an  amount  of 
gross  income  in  respect  of  a  decedent  is 
considered  property  of  the  decedent;  on 
the  other  hand,  it  is  not  necessary  for  a 
person,  otherwise  within  the  provisions 
of  clause  (2)  of  this  paragraph,  to  receive 
the  right  to  any  income  in  respect  of  a 
decedent.  Thus,  if  the  right  to  income 
in  respect  of  a  decedent,  receivable  by 
reason  of  the  death  of  the  decedent  by  a 
person  other  than  the  estate,  is  subject  to 
an  income  tax  imposed  during  the  life  of 
the  decedent  by  a  foreign  country,  which 
tax  must  be  satisfied  out  of  such  income, 
such  person  is  entitled  to  the  credit  pro¬ 
vided  in  section  31  when  he  pays  this  ob¬ 
ligation.  If  the  decedent,  who  reported 
income  on  the  basis  of  cash  receipts  and 
disbursements,  owned  real  property  on 
which  no  income  had  accrued,  but  on 
which  accrued  taxes  had  become  a  lien, 
and  if  such  property  passed  directly  to 
the  heir  of  the  decedent  in  a  jurisdiction 
in  which  real  property  does  not  become 
a  part  of  a  decedent’s  estate,  the  heir, 
upon  paying  such  taxes,  may  take  the 
same  deduction  under  section  23  (c)  that 
would  be  allowed  to  the  decedent  if,  while 
alive,  he  had  made  such  payments. 

(b)  The  deduction  for  percaatage  de¬ 
pletion  is  allowable  only  to  tne  person 
who  receives  the  income  in  respect  of 
the  decedent  to  which  the  deduction  re¬ 
lates,  whether  or  not  such  person  re¬ 
ceives  the  property  from  which  such 
income  is  derived.  Thus,  if  the  income 
results  from  payments  on  units  of  min¬ 
eral  sold  by  the  decedent,  who  reported 
income  on  the  basis  of  cash  receipts  and 
disbursements,  the  deduction  for  deple¬ 
tion,  computed  on  such  number  of  units 
as  if  the  person  receiving  such  income 
had  the  same  economic  interest  as  the 
decedent,  shall  be  allowed  to  such  per¬ 
son  regardless  of  whether  or  not  he  re¬ 


ceives  any  interest  in  the  mineral  prop¬ 
erty  other  than  such  income.  If  the 
decedent  did  not  compute  his  deduction 
for  depletion  on  the  basis  of  percentage 
depletion,  any  deduction  for  depletion 
to  which  the  decedent  was  entitled  at 
the  date  of  his  death  would  be  allowable 
in  computing  his  net  income  for  his  last 
taxable  year,  and  there  can  be  no  deduc¬ 
tion  in  respect  of  the  decedent  by  any 
other  person  for  such  depletion. 

§  39.126  (c)  Statutory  provisions;  in¬ 
come  in  respect  of  decedents;  deduction 
for  estate  tax. 

Sec.  126.  Income  in  respect  of  decedents. 

*  •  • 

(c)  Deduction  for  estate  tax — (1)  Allow¬ 
ance  of  deduction.  A  person  who  Includes  an 
amount  in  gross  income  under  subsection  (a) 
shall  be  allowed,  for  the  same  taxable  year,  as 
a  deduction  an  amount  which  bears  the  same 
ratio  to  the  estate  tax  attributable  to  the  net 
value  for  estate  tax  purposes  of  all  the  items 
described  in  subsection  (a)  (1)  as  the  value 
for  estate  tax  purposes  of  the  items  of  gross 
income  or  portions  thereof  in  respect  of 
which  such  person  included  the  amount  in 
gross  income  (or  the  amount  included  in 
gross  income,  whichever  is  lower)  bears  to 
the  value  for  estate  tax  purposes  of  all  the 
items  described  in  subsection  (a)  (1). 

(2)  Method  of  computing  deduction.  For 
the  purposes  of  paragraph  ( 1 ) : 

(A)  The  term  “estate  tax”  means  the  tax 
imposed  upon  the  estate  of  the  decedent  un¬ 
der  section  810  or  860,  reduced  by  the  credits 
against  such  tax,  plus  the  tax  imposed  upon 
the  estate  of  the  decedent  under  section 
935,  reduced  by  the  credits  against  such  tax. 

(B)  The  net  value  for  estate  tax  purposes 
of  all  the  items  described  in  subsection  (a) 
(1)  shall  be  the  excess  of  the  value  for  estate 
tax  purposes  of  all  the  items  described  in 
subsection  (a)  (1)  over  the  deductions  from 
the  gross  estate  in  respect  of  claims  which 
represent  the  deductions  and  credit  described 
in  subsection  (b). 

(C)  The  estate  tax  attributable  to  such 
net  value  shall  be  an  amount  equal  to  the 
excess  of  the  estate  tax  over  the  estate  tax 
computed  without  including  in  the  gross 
estate  such  net  value. 

[Sec.  126  (c)  as  added  by  sec.  134  (e),  Rev. 
Act  1942] 

§  39.126  (c)  — 1  Deduction  for  estate 
tax  attributable  to  income  in  respect  of 
decedent,  (a)  Section  126  (c)  provides 
that  the  estate  or  person  required  to 
include  in  gross  income  any  amount  in 
respect  of  a  decedent  may  deduct  that 
portion  of  the  estate  tax  on  the  deced¬ 
ent’s  estate  which  is  attributable  to  the 
inclusion  in  the  decedent’s  estate  of  the 
right  to  receive  such  amount.  This  de¬ 
duction  is  determined  by  first  ascertain¬ 
ing  the  net  value  in  the  decedent’s  estate 
of  the  items  which  are  included  under 
section  126  in  computing  the  income  of 
the  persons  described  in  that  section, 
that  is,  the  excess  of  the  value  included 
in  the  gross  estate  on  account  of  the 
items  of  gross  income  in  respect  of  the 
decedent  over  the  deductions  from  the 
gross  estate  for  claims  which  represent 
the  deductions  and  credit  in  respect  of 
the  decedent  described  in  section  126  (b) . 
The  portion  of  the  estate  tax  (the  sum  of 
the  basic  estate  tax  and  the  additional 
estate  tax,  reduced  by  the  credits  against 
such  taxes)  attributable  to  the  inclusion 
in  the  gross  estate  of  such  net  value  is  the 
excess  of  the  estate  tax  over  the  estate 
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tax  computed  without  including  such  net 
value  in  the  gross  estate.  The  estate  and 
each  person  receiving  income  in  respect 
of  the  decedent  may  deduct  as  his  share 
of  such  portion  of  the  estate  tax  an 
amount  which  bears  the  same  ratio  to 
such  portion  as  the  value  in  the  gross 
estate  of  the  right  to  the  income  included 
by  the  estate  or  such  person  in  gross 
income  bears  to  the  value  in  the  gross 
estate  of  all  the  items  of  gross  income  in 
respect  of  the  decedent. 

(b)  Section  126  (c)  is  illustrated  by  the 
following  example: 

Example.  X.  an  attorney  who  kept  his 
books  on  the  basis  of  the  cash  receipts  and 
disbursements  method  of  accounting,  was 
entitle**  at  the  date  of  his  death  to  a  fee  for 
services  rendered  in  a  case  not  completed  at 
the  time  of  his  death,  which  fee  was  valued 
in  his  estate  at  $1,000,  and  to  accrued  bond 
Interest  which  was  valued  at  $500.  In  all, 
$1,500  was  included  in  his  gross  estate  in 
respect  of  income  described  in  section  126 

(a)  (1).  There  were  deducted  as  claims 
against  his  estate  $150  for  business  expenses 
for  which  his  estate  was  liable,  and  $50  for 
taxes  accrued  on  certain  property  he  owned, 
in  all,  $200,  for  claims  which  represent  the 
deductions  described  in  section  126  (b) 
which  are  allowable  as  deductions  to  his 
estate  or  to  the  beneficiaries  of  his  estate. 
His  gross  estate  is  $185,000  and  his  net  estate, 
computed  without  deducting  any  specific 
exemption,  is  $170,000,  on  which  the  total 
basic  and  additional  estate  tax  (reduced  by 
credits  against  such  tax)  is  $23,625.  In  the 
year  following  the  death  of  X,  his  estate 
collected  the  fee  in  the  amount  of  $1,200, 
which  amount  is  Included  in  the  income  of 
the  estate.  The  estate  may  deduct,  in  com¬ 
puting  its  net  income  for  such  year,  $260  on 
account  of  the  estate  tax  attributable  to  such 
Income;  computed  as  follows: 


(1)  (i)  Value  of  income  described  in 

section  126  (a)  (1)  in¬ 

cluded  in  computing  gross 
estate  _ $1,  500 

(ii)  Deductions  in  computing 

gross  estate  for  claims  rep¬ 
resenting  deductions  de¬ 
scribed  in  section  126  (b)_  200 

(iii)  Net  value  of  items  described 

in  section  126  (a)  (1) _  1,300 

(2)  (i)  Estate  tax  (basic  and  addi¬ 


tional  estate  taxes,  less 
credits  against  such  taxes).  23,625 
(ii)  Less:  Estate  tax  computed 


without  including  $1,300 
(item  (1)  (iii))  in  gross 
estate _  23,  235 

(Ul)  Portion  of  estate  tax  attrib¬ 
utable  to  net  value  of  in¬ 
come  items _  390 

(3)  (1)  Value  in  gross  estate  of  in¬ 
come  received  by  estate  in 

taxable  year _  1,  000 

(11)  Value  in  gross  estate  of  all 
Income  items  described  in 
section  126  (a)  (1)  (item 

(1)  <i)> .  1,500 

(iii)  Part  of  estate  tax  deductible 
upon  receiving  the  $1,200 

(\Z  °‘  M9°) —  260 


Although  $1 ,200  was  later  collected  as  the 
fee,  only  the  $1,000  actually  included  in  the 
gross  estate  is  used  in  the  above  computa¬ 
tions.  However,  to  avoid  distortion,  section 
126  (c)  provides  that  if  the  value  Included 
in  the  gross  estate  is  greater  than  the  amount 
finally  collected,  only  the  amount  collected 
shall  be  used  in  the  above  computations. 
Thus,  if  the  amount  collected  as  the  fee  were 


only  $500,  the  estate  tax  deductible  on  the 

500  „ 

receipt  of  such  amount  would  be  y5Q0  of 
$390,  or  $130. 

§  39.127  (a)  Statutory  provisions;  war 
losses;  application . 

Sec.  127.  War  losses — (a)  Cases  in  which 
loss  deemed  sustained,  and  time  deemed  sus¬ 
tained.  For  the  purposes  of  this  chapter — 

(1)  Property  not  in  enemy  countries. 
Property  destroyed  or  seized  on  or  after  De¬ 
cember  7,  1941,  in  the  course  of  military  or 
naval  operations  by  the  United  States  or  any 
other  country  engaged  in  the  present  war 
shall  be  deemed  to  have  been  destroyed  or 
seized  on  a  date  chosen  by  the  taxpayer  in 
the  manner  provided  in  paragraph  (4),  which 
falls  between — 

(A)  The  latest  date,  as  established  to  the 

satisfaction  of  the  Commissioner,  on  which 
such  property  may  be  considered  as  not  de¬ 
stroyed  or  seized,  and  • 

(B)  The  earliest  date,  as  established  to  the 
satisfaction  of  the  Commissioner,  on  which 
such  property  may  be  considered  as  having 
already  been  destroyed  or  seized. 

For  the  purposes  of  this  paragraph  property 
wfithin  an  area  which  comes  under  the  con¬ 
trol  of  a  country  at  war  with  the  United 
States  after  the  date  war  with  such  country 
is  declared  by  the  United  States  shall  be 
deemed  to  have  been  destroyed  or  seized  in 
the  course  of  military  or  naval  operations  by 
such  country,  and  the  date  specified  in  sub- 
paragraph  (A)  shall  not  be  later  than  the 
latest  date  determined  by  the  Commissioner 
as  the  date  on  which  such  area  was  under 
the  control  of  the  United  States  or  a  country 
not  at  war  with  the  United  States,  and  the 
date  specified  in  subparagraph  (B)  shall  not 
be  later  than  the  earliest  date  determined 
by  the  Commissioner  as  the  date  on  which 
such  area  may  be  considered  under  the  con¬ 
trol  of  the  country  which  is  at  war  with  the 
United  States. 

(2)  Property  in  enemy  countries.  Prop¬ 
erty  within  any  country  at  war  with  the 
United  States,  or  within  an  area  under  the 
control  of  any  such  country  on  the  date  war 
with  such  country  was  declared  by  the  United 
States,  shall  be  deemed  to  have  been  de¬ 
stroyed  or  seized  on  the  date  war  with  such 
country  was  declared  by  the  United  States. 

(3)  Investments  referable  to  destroyed  or 
seized  property.  Any  interest  in,  or  with  re¬ 
spect  to,  property  described  in  paragraph  ( 1 ) 
or  (2)  (including  any  interest  represented 
by  a  security  as  defined  in  section  23  (g)  (3) 
or  section  23  (k)  (3) )  which  becomes  worth¬ 
less  shall  be  considered  to  have  been 
destroyed  or  seized  (and  the  loss  therefrom 
shall  be  considered  a  loss  from  the  destruc¬ 
tion  or  seizure)  on  the  date  chosen  by  the 
taxpayer  which  falls  between  the  dates  spec¬ 
ified  in  paragraph  (1),  or  on  the  date  pre¬ 
scribed  in  paragraph  (2) ,  as  the  case  may  be, 
when  the  last  property  (described  in  the 
applicable  paragraph)  to  which  the  interest 
relates  would  be  deemed  destroyed  or  seized 
under  the  applicable  paragraph.  This  para¬ 
graph  shall  apply  only  if  the  interest  would 
have  become  worthless  if  the  property  had 
been  destroyed.  For  the  purposes  of  this 
paragraph,  an  interest  shall  be  deemed  to 
have  become  worthless  notwithstanding  the 
fact  that  such  interest  has  a  value  if  such 
value  is  attributable  solely  to  the  possibility 
of  recovery  of  the  property,  compensation 
(other  than  insurance  or  similar  indemnity) 
on  account  of  its  destruction  or  seizure,  or 
both.  Section  23  (g)  (2)  and  (k)  (2)  shall 
not  apply  to  any  interest  which  under  this 
paragraph  is  considered  to  have  been  de¬ 
stroyed  or  seized.  Under  regulations  pre¬ 
scribed  by  the  Commissioner  with  the  ap¬ 
proval  of  the  Secretary,  a  taxpayer  which 
owns  100  per  centum  (excluding  qualifying 
shares)  of  each  class  ot  stock  of  a  corporation 


may  elect  to  determine  the  w  orthlessness  of 
its  interest,  described  In  this  paragraph,  iu 
or  with  respect  to  the  property  of  the  cor¬ 
poration,  without  regard  to  the  amount  of 
the  property  of  such  corporation  which  would 
be  excluded  under  subsection  (e)  (2)  (A) 
In  determining  the  adjusted  basis  of  all  the 
assets  of  the  corporation  for  the  purposes  of 
subsection  (e),  but  such  amount  shall  be 
treated  under  subsection  (b)  (1)  as  a  re¬ 
covery  by  the  taxpayer  in  the  taxable  year 
with  respect  to  such  interest. 

(4)  Choice  of  date.  The  taxpayer's  choice 
of  a  date  under  paragraph  (1)  or  (3)  shall 
be  effective  only  if  made  within  such  time 
and  in  such  manner  as  may  be  prescribed 
by  regulations  prescribed  by  the  Commis¬ 
sioner  with  the  approval  of  the  Secretary. 

[Sec.  127  (a)  as  added  by  sec.  156  (a),  Rev. 
Act  1942] 

§  39.127  (a)-l  War  losses  generally. 
For  regulations  governing  the  treatment 
of  war  losses,  see  §§  29.127  (a)-l  to 
29.127  (a) -4,  inclusive,  29.127  (b)-l, 
and  29.127  (e)-l  of  Regulations  111  (26 
CFR,  1949  ed.,  Supps.). 

§  39.127  (b)-(c)  Statutory  provi- 

siojis;  war  losses;  amount  of  loss;  re¬ 
coveries. 

Sec.  127.  War  losses.  •  •  • 

(b)  Amount  of  loss  on  destroyed  or  seized 
property.  In  the  case  of  any  property  or 
interest  in  or  with  respect  to  property  deemed 
to  be  destroyed  or  seized  under  subsection 
(a)  — 

( 1 )  The  amount  of  the  loss  on  account  of 
such  property  or  interest  shall  be  deter¬ 
mined  with  regard  to  any  recoveries  with  re¬ 
spect  thereto  in  the  taxable  year  but  with¬ 
out  regard  to  any  possibility  of  recovering 
such  property  or  interest,  or  of  receiving 
any  compensation  (other  than  Insurance 
or  similar  indemnity)  on  account  of  such 
property  or  interest  in  the  taxable  year  or 
in  any  future  taxable  year. 

(2)  Tlie  taxpayer  may  choose  to  decrease 
the  amount  of  the  lews  by  all  obligations  or 
liabilities  of  the  taxpayer  with  respect  to 
such  property  or  interest  discharged  or  sat¬ 
isfied  out  of  the  property  or  interest  upon 
its  destruction  or  seizure,  if  the  Commis¬ 
sioner  is  satisfied  that  such  obligations  or 
liabilities  are  so  discharged  or  satisfied  in  a 
subsequent  taxable  year,  or  that  the  taxpayer 
is  unable  to  determine  whether  or  not  such 
obligations  or  liabilities  are  in  fact  dis¬ 
charged  or  satisfied. 

No  loss  shall  be  deemed  to  have  been  sus¬ 
tained  upon  the  destruction  or  seizure  of 
such  property  or  Interest  to  the  extent  that 
it  is  compensated  for  by  the  discharge  or 
satisfaction  of  obligations  and  liabilities  of 
the  taxpayer  out  of  such  property  or  Interest 
in  the  taxable  year  in  which  such  destruc¬ 
tion  or  seizure  is  deemed  to  have  occurred. 
The  taxpayer's  choice  under  this  subsection 
shall  be  effective  only  if  made  within  such 
time  and  in  6uch  manner  as  may  be  pre¬ 
scribed  by  regulations  prescribed  by  the 
Commissioner  with  the  approval  of  the  Sec¬ 
retary. 

[Sec.  127  (b)  as  added  by  sec.  156  (a),  Rev- 
Act  1942] 

(c)  Recoveries — (1)  General  rule.  Upon 
the  recovery  in  the  taxable  year  of  any  money 
or  property  in  respect  of  property  considered 
under  subsection  (a)  as  destroyed  or  seized 
in  any  prior  taxable  year,  the  amount  of  such 
recovery  shall  be  included  in  gross  income 
to  the  extent  provided  in  paragraph  (2),  un¬ 
less  the  provisions  of  paragraph  (3)  w® 
applicable  to  the  taxable  year  pursuant  to  an 
election  made  by  the  taxpayer  under  the 
provisions  of  paragraph  (5). 
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(2)  Inclusion  in  gross  income — (A) 
Amount  of  recovery.  The  amount  of  the  re¬ 
covery  of  any  money  or  property  In  respect 
of  property  considered  under  subsection  (a) 
as  destroyed  or  seized  in  any  prior  taxable 
year  shall  be  an  amount  equal  to  the  aggre¬ 
gate  of  such  money  and  the  fair  market 
value  of  such  property,  determined  as  of  the 
date  of  the  recovery. 

(B)  Amount  of  gain  includible.  To  the 
extent  that  the  amount  of  the  recovery  plus 
the  aggregate  of  the  amounts  of  previous 
such  recoveries  do  not  exceed  that  part  of 
the  aggregate  of  the  allowable  deductions  in 
prior  taxable  years  on  account  of  the  de¬ 
struction  or  seizure  of  property  described  in 
subsection  (a)  which  did  not  result  in  a 
reduction  of  any  tax  of  the  taxpayer  under 
this  chapter  or  chapter  2,  such  amount  shall 
not  be  includible  in  gross  income  and  shall 
not  be  deemed  gain  upon  the  involuntary 
conversion  of  property  as  a  result  of  its  de¬ 
struction  or  seizure.  To  the  extent  that 
such  amount  plus  the  aggregate  of  the 
amounts  of  previous  such  recoveries  exceed 
that  part  of  the  aggregate  of  such  deductions, 
which  did  not  result  in  a  reduction  of  any 
tax  of  the  taxpayer  under  this  chapter  or 
chapter  2  and  do  not  exceed  that  part  of  the 
aggregate  of  such  deductions  which  did  re¬ 
sult  in  a  reduction  of  any  tax  of  the  taxpayer 
under  this  chapter  or  chapter  2,  such  amount 
shall  be  Included  in  gross  income  but  shall 
not  be  deemed  a  gain  upon  the  involuntary 
conversion  of  property  as  a  result  of  its  de¬ 
struction  or  seizure.  To  the  extent  that 
such  amount  plus  the  aggregate  of  the 
amounts  of  previous  such  recoveries  exceed 
the  aggregate  of  the  allowable  deductions  in 
prior  taxable  years  on  account  of  the  de¬ 
struction  or  seizure  of  property  described  in 
subsection  (a),  such  amount  shall  be  con¬ 
sidered  a  gain  upon  the  involuntary  conver¬ 
sion  of  property  as  a  result  of  its  destruction 
or  seizure  and  shall  be  recognized  or  not 
recognized  as  provided  in  section  112  (f).  If 
for  any  previous  taxable  year  the  taxpayer 
chooses  under  subsection  (b)  to  treat  any 
obligations  and  liabilities  as  discharged  or 
satisfied  out  of  the  property  or  interest  de¬ 
scribed  in  subsection  (a) ,  and  if  such  obliga¬ 
tions  and  liabilities  were  not  so  discharged 
or  satisfied,  the  amount  of  such  obligations 
and  liabilities  treated  as  discharged  or  satis¬ 
fied  under  subsection  (b)  shall  be  considered 
for  the  purposes  of  this  section  as  a  deduc¬ 
tion  by  reason  of  this  section  which  did  not 
result  in  a  reduction  of  any  tax  of  the  tax¬ 
payer  under  this  chapter  or  chapter  2.  For 
the  purposes  of  this  paragraph  an  allowable 
deduction  for  any  taxable  year  on  account  of 
the  destruction  or  seizure  of  property  de¬ 
scribed  in  subsection  (a)  shall,  to  the  extent 
not  allowed  in  computing  the  tax  of  the  tax¬ 
payer  for  such  taxable  year,  be  considered  an 
allowable  deduction  which  did  not  result  in 
a  reduction  of  any  tax  for  the  taxpayer  under 
this  chapter  or  chapter  2. 

(3)  Tax  adjustment  measured  by  prior 
benefits.  If  the  provisions  of  this  paragraph 
are  applicable  to  the  taxable  year  pursuant 
to  an  election  made  by  the  taxpayer  under 
the  provisions  of  paragraph  (5)  — 

(A)  Amount  of  recovery.  The  amount  of 
the  recovery  in  the  taxable  year  of  any  money 
or  property  in  respect  of  property  considered 
under  subsection  (a)  as  destroyed  or  seized 
in  any  prior  taxable  year  shall  be  an  amount 
equal  to  the  aggregate  of  such  money  and 
the  fair  market  value  of  such  property,  deter¬ 
mined  as  of  the  date  of  the  recovery.  For 
the  purpose  of  this  paragraph,  in  the  case  of 
the  recovery  of  the  same  property  or  interest 
considered  under  subsection  (a)  as  destroyed 
or  seized,  the  fair  market  value  of  such  prop¬ 
erty  or  interest  shall,  at  the  option  of  the 
taxpayer,  be  considered  an  amount  equal  to 
the  adjusted  basis  (for  determining  loss)  of 
such  property  or  interest  in  the  hands  of  the 
taxpayer  on  the  date  such  property  or  ia- 
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terest  was  considered  under  subsection  (a) 
as  destroyed  or  seized.  The  amount  of  the 
recovery  determined  under  this  subpara¬ 
graph  shall  be  reduced  for  the  purposes  of 
subparagraphs  (B)  and  (C)  by  the  amount 
of  the  obligations  or  liabilities  with  respect 
to  the  property  considered  under  subsection 
(a)  as  destroyed  or  seized  in  respect  of  which 
the  recovery  was  received,  if  the  taxpayer  for 
any  previous  taxable  year  chose  under  sub¬ 
section  (b)  (2)  to  treat  such  obligations  or 
liabilities  as  discharged  or  satisfied  out  of 
such  property,  and  such  obligations  or  liabil¬ 
ities  were  not  so  discharged  or  satisfied  prior 
to  the  date  of  the  recovery. 

(B)  Adjustment  for  prior  tax  benefits. 
That  part  of  the  amount  of  the  recovery,  in 
respect  of  any  property  considered  under 
subsection  (a)  as  destroyed  or  seized,  which 
is  not  in  excess  of  the  allowable  deductions 
in  prior  taxable  years  on  account  of  such 
destruction  or  seizure  of  the  property  (the 
amount  of  such  allowable  deductions  being 
first  reduced  by  the  aggregate  amount  of  any 
prior  recoveries  in  respect  of  the  same  prop¬ 
erty)  shall  be  excluded  from  gross  income  for 
the  taxable  year  of  the  recovery  for  the  pur¬ 
pose  of  computing  the  tax  under  this  chapter 
and  chapter  2;  but  there  shall  be  added  to, 
and  assessed  and  collected  as  a  part  of,  the 
tax  under  this  chapter  for  the  taxable  year  of 
the  recovery  the  total  increase  in  the  tax 
under  this  chapter  and  chapter  2  for  all  tax¬ 
able  years  which  would  result  by  decreasing, 
in  an  amount  equal  to  such  part  of  the  re¬ 
covery  so  excluded,  such  deductions  allow¬ 
able  in  the  prior  taxable  years  with  respect 
to  the  destruction  or  seizure  of  the  property. 
Such  increase  in  the  tax  for  each  such  year  so 
resulting  shall  be  computed  in  accordance 
with  regulations  prescribed  by  the  Secretary. 
Such  regulations  shall  give  effect  to  previous 
recoveries  of  any  kind  (including  recoveries 
described  in  section  22  (b)  (12))  with  re¬ 
spect  to  any  prior  year,  and  shall  provide  for 
the  case  where  there  was  no  tax  for  the  prior 
year,  but  shall  otherwise  treat  the  tax  previ¬ 
ously  determined  for  any  year  in  accordance 
with  the  principles  set  forth  in  section  3801 
(d).  All  credits  allowable  against  the  tax 
for  any  year  and  all  carry-overs  and  carry¬ 
backs  affected  by  so  decreasing  the  allowable 
deductions  shall  be  taken  into  account  in 
computing  the  increase  in  the  tax,  except 
that  the  computation  of  the  excess  profits 
credit  under  Chapter  2E  for  any  taxable  year 
shall  not  be  affected. 

(C)  Gain  upon  recovery.  The  amount  of 
any  recovery  or  part  thereof,  in  respect  of 
property  considered  under  subsection  (a) 
as  destroyed  or  seized,  which  is  not  excluded 
from  gross  income  under  the  provisions  of 
subparagraph  (B)  shall  be  considered  for 
the  taxable  year  of  the  recovery  as  gain  on 
the  involuntary  conversion  of  property  as 
a  result  of  its  destruction  or  seizure  and 
shall  be  recognized  or  not  recognized  as  pro¬ 
vided  in  section  112  (f). 

(D)  Recoveries  treated  as  gross  income  for 
certain  purposes.  For  the  purposes  of  sec¬ 
tions  51,  52,  and  3801  (b)  the  recovery  in 
the  taxable  year  of  any  money  or  property  in 
respect  of  property  considered  under  sub¬ 
section  (a)  as  destroyed  or  seized  in  any  prior 
taxable  year  shall  be  deemed  to  be  an  item 
includible  in  gross  income  for  the  taxable 
year  in  which  the  recovery  is  made. 

(4)  Restoration  of  value  of  investments 
referable  to  destroyed  or  seized  property. 
For  the  purpose  of  this  subsection  the 
restoration  in  whole  or  in  part  of  the  value 
of  any  interest  described  in  subsection  (a) 
(3)  by  reason  of  any  recovery  of  money  or 
property  in  respect  of  property  to  which  such 
interest  related  and  which  was  considered 
under  subsection  (a)  (1)  or  (2)  as  destroyed 
or  seized  shall  be  deemed  a  recovery  of 
property  in  respect  of  property  considered 
under  subsection  (a)  as  destroyed  or  seized. 
In  applying  paragraph  (3)  of  this  subsection 


such  restoration  shall  be  treated  as  the  re¬ 
covery  of  the  same  interest  considered  under 
subsection  (a)  as  destroyed  or  seized. 

(5)  Election  by  taxpayer  for  application 
of  paragraph  (3).  If  the  taxpayer  elects  to 
have  the  provisions  of  paragraph  (3)  ap¬ 
plicable  to  any  taxable  year  in  which  ne 
recovered  any  money  or  property  in  respect 
of  property  considered  under  subsection  (a) 
as  destroyed  or  seized,  the  provisions  of 
paragraph  (3)  shall  be  applicable  to  all  tax¬ 
able  years  of  the  taxpayer  beginning  after 
December  31,  1941,  and  such  election,  onse 
made,  shall  be  irrevocable.  The  election 
shall  be  made  in  such  manner  and  at  such 
time  as  the  Secretary  may  by  regulations 
prescribe,  except  that  no  election  under  this 
paragraph  may  be  made  after  December  31, 
1952,  unless  the  taxpayer  recovers  money  or 
property  (in  respect  of  property  considered 
under  subsection  (a)  as  destroyed  or  seized) 
during  a  taxable  year  ending  after  the  date 
of  the  enactment  of  the  Revenue  Act  of  1951. 
If  pursuant  to  such  election  the  provisions 
of  paragraph  (3)  are  applicable  to  any 
taxable  year — 

(A)  The  period  of  limitations  provided  in 
sections  275  and  276  on  the  making  of  assess¬ 
ments  and  the  beginning  of  distraint  or  a 
proceeding  in  court  for  collection  shall  not, 
with  respect  to — 

(i)  The  amount  to  be  added  to  the  tax  for 
such  taxable  year  under  the  provisions  of 
paragraph  (3),  and 

(ii)  Any  deficiency  for  such  taxable  year 
or  for  any  other  taxable  year,  to  the  extent 
attributable  to  the  basis  of  the  recovered 
property  being  determined  under  the  pro¬ 
visions  of  subsection  (d)  (2), 

expire  prior  to  the  expiration  of  two  years 
following  the  date  of  the  making  of  such 
election,  and  such  amount  and  such  defi¬ 
ciency  may  be  assessed  at  any  time  prior  to 
the  expiration  of  such  period  notwithstand¬ 
ing  any  law  or  rule  of  law  which  would  other¬ 
wise  prevent  such  assessment  and  collection, 
and 

(B)  In  case  refund  or  credit  of  any  over¬ 
payment  resulting  from  the  application  of 
the  provisions  of  paragraph  (3)  to  such  tax¬ 
able  year  is  prevented  on  the  date  of  the 
making  of  such  election,  or  within  one  year 
from  such  date,  by  the  operation  of  any  law 
or  rule  of  law  (other  than  section  3761,  relat¬ 
ing  to  compromises) ,  refund  or  credit  of  such 
overpayment  may,  nevertheless,  be  made  or 
allowed  if  claim  therefor  is  filed  within  one 
year  from  such  date. 

In  the  case  of  any  taxable  year  ending  before 
the  date  of  the  making  by  the  taxpayer  of  an 
election  under  this  paragraph,  no  interest 
shall  be  paid  on  any  overpayment  resulting 
from  the  application  of  the  provisions  of 
paragraph  (3)  to  such  taxable  year,  and  no 
interest  shall  be  assessed  or  collected  with 
respect  to  any  amount  or  any  deficiency 
specified  in  clause  (A),  for  any  period  prior 
to  the  expiration  of  six  months  following  the 
date  of  the  making  of  such  election  by  the 
taxpayer. 

[Sec.  127  (c)  as  added  by  sec.  156  (a),  Rev. 
Act  1942,  amended  by  sec.  341  (a),  Rev.  Act 
1951] 

§  39.127  (c)-l  Recoveries  in  respect 
of  war  losses — (a)  In  general.  (1)  Upon 
the  recovery  by  the  taxpayer  in  the  tax¬ 
able  year  of  any  money  or  property  in 
respect  of  property  considered  under  sec¬ 
tion  127  (a)  as  destroyed  or  seized  in  any 
prior  taxable  year,  the  amount  of  such 
recovery  must  be  included  in  gross  in¬ 
come  to  the  extent  provided  in  section 
127  (c)  (2)  unless,  pursuant  to  the  tax¬ 
payer’s  election,  the  provisions  of  section 
127  (c)  (3)  are  applicable  to  such  re¬ 
covery.  For  the  treatment  of  war  loss 
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recoveries  under  such  provisions,  and  the 
manner  of  making  such  election,  see 
paragraphs  (c)  and  (d)  of  this  section. 

(2)  Except  as  provided  in  section  127 
(c)  (3)  (A)  and  in  this  paragraph,  the 
amount  of  the  recovery  in  respect  of  a 
war  loss  in  a  previous  taxable  year  is 
determined  in  the  same  manner  for  the 
purpose  of  section  127  (c)  (2)  or  (3). 
The  amount  of  the  recovery  of  any 
money  or  property  in  respect  of  any  war 
loss  is  the  aggregate  of  the  amount  of 
such  money  and  of  the  fair  market  value 
of  such  property,  both  determined  as  of 
the  date  of  the  recovery.  If,  pursuant 
to  the  taxpayer’s  election  under  section 
127  (c)  <5),  the  provisions  of  section 
127  (c)  (3)  are  applicable  to  any  taxable 
year  in  which  he  recovers  the  same  prop¬ 
erty  or  interest  considered  under  section 
127  (a)  as  destroyed  or  seized  in  a  pre¬ 
vious  taxable  year,  the  fair  market  value 
of  such  property  or  interest  shall,  at  the 
option  of  the  taxpayer,  be  considered  an 
amount  equal  to  the  adjusted  basis 
(for  determining  loss)  of  such  property 
or  interest  in  the  hands  of  the  taxpayer 
on  the  date  such  property  or  interest  was 
considered  as  destroyed  or  seized.  This 
option  is  exercisable  by  the  taxpayer 
with  respect  to  each  separate  property 
or  interest  considered  under  section  127 
(a)  as  destroyed  or  seized  in  a  previous 
taxable  year.  Also,  if  the  provisions  of 
section  127  (c)  (3)  are  applicable  pur¬ 
suant  to  the  taxpayer’s  election,  the 
amount  of  the  recovery  of  any  money  or 
property  in  respect  of  property  con¬ 
sidered  under  section  127  (a)  as  de¬ 
stroyed  or  seized  in  any  prior  taxable 
year  shall  be  reduced  for  the  purpose  of 
section  127  (c)  (3)  (B)  and  (C)  by  the 
amount  of  the  obligations  or  liabilities 
with  respect  to  such  property,  if  the  tax¬ 
payer  for  any  previous  taxable  year  chose 
under  section  127  (b)  (2)  to  treat  such 
obligations  or  liabilities  as  discharged 
or  satisfied  out  of  such  property,  and 
such  obligations  or  liabilities  were  not 
so  discharged  or  satisfied  before  the  date 
of  the  recovery.  See  §  29.127  <b)-l  of 
Regulations  111  (26  CFR,  1949  ed.. 

Supps.).  The  recoveries  in  respect  of 
any  war  loss  include  the  recovery  of  the 
property  or  interest  treated  as  destroyed 
or  seized  under  section  127  and  the  re¬ 
covery  of  any  money  or  property  in  lieu 
of  such  property  or  interest  or  on  ac¬ 
count  of  the  destruction  or  seizure  of 
such  property  or  interest.  For  example, 
there  is  a  recovery  upon  the  return  to 
the  taxpayer  after  the  termination  of 
the  war  of  his  property  which  was 
treated  as  resulting  in  a  war  loss  because 
it  was  located  in  a  country  at  war  with 
the  United  States. 

An  award  by  a  government  on  account 
of  the  seizure  of  the  taxpayer’s  property 
by  an  enemy  country  is  a  recovery  under 
section  127  (c).  The  amount  obtained 
upon  the  sale  or  other  transfer  by  the 
taxpayer  of  his  right  to  any  property 
treated  as  resulting  in  a  war  loss  is  also 
a  recovery  for  the  purpose  of  section  127 
(c).  Similarly,  if  a  taxpayer  who  sus¬ 
tained  a  war  loss  under  section  127  (c) 
upon  the  liquidation  of  a  corporation  has 
received  the  rights  to  any  property  of  the 
corporation  which  was  treated  as  de¬ 


stroyed  or  seized  under  section  127  (a) 
(1)  or  (2) ,  any  recovery  by  the  taxpayer 
with  respect  to  such  rights  is  a  recovery 
by  him  for  the  purposes  of  section  127 
(c).  Furthermore,  if  any  interest  of  the 
taxpayer  in  or  with  respect  to  property 
was  determined  to  be  worthless  and  was 
treated  as  a  war  loss  under  section  127 

(a)  (3)  (see  §  29.127  (a) -4  of  Regulations 
111  (26  CFR,  1949  ed.,  Supps.) ),  or  if  the 
taxpayer  retained  an  interest  in  a  cor¬ 
poration  with  respect  to  which  he  sus¬ 
tained  a  war  loss  under  section  127  (e) , 
and  if  the  interest  in  the  hands  of  the 
taxpayer  is  restored  in  value,  in  w'hole  or 
in  part,  by  reason  of  a  recovery  w'ith 
respect  to  the  underlying  assets  treated 
as  destroyed  or  seized  under  section  127, 
then  such  restoration  in  value  is  a  re¬ 
covery  by  the  taxpayer  for  the  purposes 
of  section  127  (c).  In  the  application  of 
section  127  (c)  (3) ,  such  restoration  shall 
be  treated  as  a  recovery  of  the  same  in¬ 
terest  considered  as  destroyed  or  seized. 
Property  considered  as  destroyed  or 
seized  under  section  127  (a)  is  considered 
as  not  being  in  existence  from  the  date 
of  the  loss  to  the  date  of  its  recovery. 

(3)  For  the  purpose  of  section  127  (c) , 
the  recoveries  considered  are  only  those 
with  respect  to  war  losses  sustained  in 
prior  taxable  years.  Similarly,  the  only 
deductions  considered  are  those  allow¬ 
able  for  prior  taxable  years,  and  any 
allowable  deductions  for  the  year  of  the 
recovery  are  ignored  for  the  purposes  of 
applying  such  section  to  the  recovery. 
If  property  is  treated  as  destroyed  or 
seized  under  section  127,  and  if  in  the 
same  taxable  year  there  is  also  a  recov¬ 
ery  with  respect  to  such  property,  such 
recovery  is  not  within  the  provisions  of 
section  127  (c)  but  is  taken  into  account 
under  section  127  (b)  in  determining  the 
amount  of  the  loss,  if  any,  on  the  de¬ 
struction  or  seizure.  See  section  127 

(b)  — 1.  An  allowable  deduction  with  re¬ 
spect  to  a  war  loss  is  any  deduction  to 
which  the  taxpayer  is  entitled  on  ac¬ 
count  of  any  property  or  interest  be¬ 
ing  treated  as  destroyed  or  seized  under 
section  127,  regardless  of  whether  or  not 
such  deduction  was  claimed  by  the  tax¬ 
payer  or  otherwise  allowed  in  comput¬ 
ing  his  tax.  If  a  deduction  was  claimed 
by  a  taxpayer  in  computing  his  tax  for 
any  taxable  year  and  if  such  deduction 
was  disallowed,  such  deduction  will  not 
be  considered  an  allowable  deduction  for 
such  taxable  year  since  the  previous  de¬ 
termination  will  not  be  reconsidered. 

(b)  General  rule;  inclusion  of  recovery 
in  gross  income.  (1)A  taxpayer  who  has 
sustained  a  war  loss  described  in  section 
127  and  who  has  not  elected  to  have  the 
provisions  of  section  127  (c)  (3)  apply 
to  any  taxable  year  in  which  he  recovered 
any  money  or  property  in  respect  of  a 
war  loss  in  any  previous  taxable  year 
must  include  in  his  gross  income  for  each 
taxable  year,  to  the  extent  provided  in 
section  127  (c)  (2),  the  amount  of  his 
recoveries  of  money  and  property  for 
such  taxable  year  in  respect  of  any  war 
loss  in  a  previous  taxable  year.  Section 
127  (c)  (2)  provides  that  such  recoveries 
for  any  taxable  year  are  not  includible  in 
income  until  the  taxpayer  has  recovered 
an  amount  equal  to  his  allowable  de¬ 


ductions  in  prior  taxable  years  on  ac¬ 
count  of  such  war  losses  which  did  not 
result  in  a  reduction  of  any  tax  under 
chapter  1  of  the  Internal  Revenue  Code, 
that  is,  of  any  income  tax  of  the  tax¬ 
payer,  or  chapter  2,  including  the  excess 
profits  tax  imposed  by  subchapter  E 
thereof.  War  loss  recoveries  are  con¬ 
sidered  as  made  first  on  account  of  war 
losses  allowable  but  not  actually  allowed 
as  a  deduction,  and  second  on  account  of 
war  losses  allowed  as  a  deduction  but 
w  hich  did  not  result  in  a  reduction  of  tax 
under  chapter  1  or  chapter  2.  If  there 
were  deductions  allowed  on  account  of 
war  losses  for  two  or  more  taxable  years 
which  did  not  result  in  a  reduction  of  any 
tax  under  chapter  1  or  chapter  2,  a 
recovery  on  account  of  such  losses  is 
considered  as  made  on  account  of  such 
losses  in  the  order  of  the  taxable  years 
for  which  they  were  allowed,  beginning 
with  the  latest.  See  §  39.127  (f)-l  for 
the  detei-mination  of  the  amount  of  such 
deductions.  Recoveries  in  excess  of  such 
amount  are  treated  as  ordinary  income 
until  such  excess  equals  the  amount  of 
the  taxpayer’s  allowable  deductions  in 
prior  taxable  years  on  account  of  war 
losses  which  did  result  in  a  reduction  of 
any  such  tax  under  chapter  1  or  chapter 
2.  Any  further  recoveries  in  excess  of 
all  the  taxpayer’s  allowable  deductions 
in  prior  taxable  years  for  war  losses  are 
treated  as  gain  on  an  involuntary  con¬ 
version  of  property  as  a  result  of  its  de¬ 
struction  or  seizure,  and  such  gain  is 
recognized  or  not  recognized  under  the 
provisions  of  section  112  (f).  See 

§  39.112  (f)-l.  Such  gain,  if  recognized, 
is  included  in  gross  income  as  ordinary 
income  unless  section  117  (j)  applies  to 
cause  such  gain  to  be  treated  as  gain 
from  the  sale  or  exchange  of  a  capital 
asset  held  for  more  than  six  months. 
See  §39.117  (J)-L 

(2)  The  determination  as  to  whether 
and  to  what  extent  any  recoveries  are  to 
be  included  in  gross  income  is  made  upon 
the  basis  of  the  amount  of  all  the  recov¬ 
eries  for  each  day  upon  which  there  are 
any  such  recoveries,  as  follows: 

(i)  The  amount  of  the  recoveries  for 
any  day  is  not  included  in  gross  income, 
and  is  not  considered  gain  on  an  invol¬ 
untary  conversion,  to  the  extent,  if  any, 
that  the  aggregate  of  the  allowable  de¬ 
ductions  in  prior  taxable  years  on  ac¬ 
count  of  war  losses  which  did  not  result 
in  a  reduction  of  any  tax  of  the  taxpayer 
under  chapter  1  or  chapter  2  of  the  In¬ 
ternal  Revenue  Code,  as  determined 
under  §  39.127  (f )  — 1,  exceeds  the  amount 
of  all  previous  recoveries  in  the  same  and 
prior  taxable  years. 

(ii)  The  amount  of  the  recoveries  for 
any  day  which  is  not  excluded  from  gross 
income  under  subdivision  (i)  of  this  sub- 
paragraph  is  included  in  gross  income 
as  ordinary  income,  and  is  not  considered 
gain  on  an  involuntary  conversion,  to 
the  extent,  if  any,  that  the  aggregate  of 
all  the  allowable  deductions  in  prior  tax¬ 
able  years  on  account  of  war  losses  (both 
those  which  resulted  in  a  reduction  of  a 
tax  of  the  taxpayer  and  those  which  did 
not)  exceeds  the  sum  of  the  amount  of 
all  previous  recoveries  in  the  same  and 
prior  taxable  years  and  of  that  portion, 
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if  any,  of  the  amount  of  the  recoveries 
for  such  day  which  is  not  included  in 
gross  income  under  subdivision  (i)  of  this 
subparagraph. 

(iii)  The  amount  of  the  recoveries  for 
auy  day  which  is  not  excluded  from  gross 
income  under  subdivision  (i)  of  this  sub- 
paragraph  and  is  not  included  in  gross 
income  as  ordinary  income  under  sub¬ 
division  (ii)  of  this  subparagraph  is  con¬ 
sidered  gain  on  an  involuntary  conver¬ 
sion  of  property  as  a  result  of  its  destruc¬ 
tion  or  seizure.  The  following  provisions 
then  apply  to  this  gain: 

(a)  Such  gain  is  recognized  or  not  rec¬ 
ognized  under  the  provisions  of  section 
112  (f),  relating  to  gain  upon  such  con¬ 
version  of  property.  For  the  purpose  of 
applying  section  112  (f).  such  gain  for 
any  day  is  deemed  to  be  expended  in  the 
manner  provided  in  section  112  (f )  to  the 
extent  the  recovery  for  such  day  is  so 
expended. 

(b)  If  such  gain  is  recognized,  it  is 
included  in  gross  income  as  ordinary  in¬ 
come  or,  if  the  provisions  of  section  117 
(j)  apply  and  require  such  treatment,  as 
gain  on  the  sale  or  exchange  of  a  capital 
asset  held  for  more  than  six  months. 
For  the  purpose  of  applying  section  117 
(j),  such  recognized  gain  for  any  day  is 
deemed  to  be  derived  from  property  de¬ 
scribed  in  that  section  to  the  extent  of 
the  recovery  for  such  day  with  respect  to 
such  property,  except  such  portion  of 
such  recovery  as  is  attributable  to  the 
nonrecognized  gain  for  such  day. 

(c)  Section  127  <d)  provides  that  in 
determining  the  unadjusted  basis  of  re¬ 
covered  property,  the  total  gain  and  the 

[  recognized  gain  with  respect  to  such 
property  must  be  determined.  For  such 
j  purpose,  the  recognized  gain  deemed  to 
be  derived  from  properties  described  in 
section  117  (j)  may  be  allocated  among 
I  such  properties  in  the  proportion  of  the 
i  recoveries  with  respect  to  such  proper- 
,  ties,  reduced  for  each  property  by  the 
j  portion  of  the  recovery  attributable  to 
the  nonrecognized  gain  for  such  day,  and 
the  recoveries  with  respect  to  properties 
not  described  in  section  117  (j)  may  be 
similarly  allocated.  The  total  gain  de¬ 
rived  from  any  recovered  property  is  the 
sum  of  the  nonrecognized  gain  attribut- 
able  to  the  recovery  of  such  property  and 
of  the  recognized  gain  allocable  to  such 
property. 

(3)  The  foregoing  provisions  may  be 
illustrated  by  the  following  examples: 

i  Example  ( 1 ).  The  taxpayer  sustained  war 
losses  of  $3,000  on  account  of  properties 
A,  B,  C,  and  D.  Of  this  amount,  $1,000 
did  not  result  in  a  reduction  of  any  Income 
tax  of  the  taxpayer,  as  determined  junder 
the  provisions  of  §  39.127  ( f )  — 1 .  In  a  subse¬ 
quent  taxable  year,  he  received  an  award 
of  $800  from  the  Government  on  account 
of  property  A.  This  is  not  included  in  in¬ 
come  since  it  is  less  than  the  amount  by 
which  his  allowable  deductions  for  prior 
taxable  years  on  account  of  war  losses  which 
did  not  result  in  any  tax  benefit,  $1,000, 
exceed  $o,  the  sum  of  all  his  previous 
j  recoveries.  On  a  later  date  the  taxpayer 
recovers  property  B,  which  is  worth  $1,500  on 
I  the  date  of  recovery.  This  recovery  is  not 
included  in  gross  income  to  the  extent  of 
*200,  the  amount  by  which  the  allowable 
deductions  for  prior  taxable  years  on  ac- 
|  count  of  war  losses  which  did  not  result  in 
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any  tax  benefit,  of  $1,000,  exceed  the  sum 
of  all  previous  recoveries,  or  $800.  All  of 
the  remaining  $1,300  of  the  recovery  is  in¬ 
cluded  in  gross  income  as  ordinary  income, 
and  is  not  considered  gain  on  the  involun¬ 
tary  conversion  of  property,  since  it  is  less 
than  the  amount  by  which  the  aggregate 
of  all  the  allowable  deductions  in  prior  tax¬ 
able  years  on  account  of  war  losses,  or  $3,000, 
exceeds  $1,000,  the  sum  of  the  $800  of  pre¬ 
vious  recoveries  and  of  the  $200  portion  of 
the  recovery  with  respect  to  B  which  is  not 
Included  in  gross  income.  On  a  still  later 
date  the  taxpayer  sells  for  $2,500  his  rights 
to  recover  C.  Since  the  allowable  deductions 
for  prior  taxable  years  on  account  of  war 
losses  which  did  not  result  in  any  tax  benefit 
($1,000)  do  not  exceed  the  previous  recov¬ 
eries  by  the  taxpayer  ($800  and  $1,500,  or 
$2,300),  none  of  the  recovery  on  account  of 
C  is  excluded  from  gross  income.  This  re¬ 
covery  is  Included  in  gross  income  as 
ordinary  income,  and  is  not  considered  gain 
on  the  involuntary  conversion  of  property, 
to  the  extent  of  $700,  the  amount  by  which 
the  aggregate  of  all  the  allowable  deductions 
for  prior  taxable  years  on  account  of  war 
losses  ($3,000)  exceeds  $2,300,  the  sum  of 
the  $2,300  of  previous  recoveries  and  of  the 
$0  portion  of  the  recovery  on  account  of  C 
which  is  not  included  in  gross  income.  The 
remaining  $1,800  of  the  recovery  is  con¬ 
sidered  gain  on  an  involuntary  conversion 
of  property  on  account  of  its  destruction  or 
seizure,  and  is  not  recognized  if  forthwith 
expended  in  the  manner  provided  in  section 
112  (f).  Thus,  it  is  not  recognized  if  it  is 
forthwith  expended  for  the  acquisition  of 
property  relating  in  service  or  use  to  C.  On 
a  later  date  the  taxpayer  recovers  D,  which 
has  a  fair  market  value  of  $400  at  the  time 
of  the  recovery.  Since  the  aggregate  of  all 
the  allowable  deductions  for  prior  taxable 
years  on  account  of  war  losses  ($3,000)  does 
not  exceed  the  previous  recoveries  by  the 
taxpayer  ($300 +  $1,500 +  $2,500,  or  $4,800), 
all  of  the  recovery  with  respect  to  D  is  con¬ 
sidered  gain  on  an  involuntary  conversion 
of  property  as  a  result  of  its  destruction  or 
seizure.  Under  the  provisions  of  section  112 
(f),  this  gain  is  not  recognized  if  D  is  used 
for  the  same  purposes  for  which  it  was  used 
before  it  was  deemed  destroyed  or  seized 
under  section  127. 

Example  (2) .  The  taxpayer  on  one  day  re¬ 
covers  $3,000  for  property  A  and  $7,000  for 
property  B,  both  of  which  were  treated  under 
section  127  as  destroyed  or  seized  in  a  prior 
taxable  year,  and  $8,000  of  such  $10,000  re¬ 
coveries  is  considered  gain  on  the  involun¬ 
tary  conversion  of  property  as  a  result  of  its 
destruction  or  seizure.  The  taxpayer  forth¬ 
with  expends  $5,000  in  the  acquisition  of 
property  similar  in  use  to  B.  Therefore, 
$5,000  of  the  $8,000  gain  is  not  recognized 
under  section  112  (f),  leaving  $3,000  of  recog¬ 
nized  gain.  Property  B  is  within  the  provi¬ 
sions  of  section  117  (J),  relating  to  gains  and 
losses  on  the  involuntary  conversion  of  cer¬ 
tain  described  property,  but  property  A  is 
not.  Therefore,  the  provisions  of  section  117 
(J)  apply  to  $2,000  of  the  $3,000  gain,  that 
is,  the  amount  of  the  recovery  with  respect  to 
B  which  is  not  attributable  to  the  nonrecog¬ 
nized  gain  for  such  day  ($7,000  minus 
$5,000).  If  the  taxpayer  forthwith  expended 
$8,000  or  more  for  the  acquisition  of  property 
similar  in  use  to  B,  none  of  the  gain  would  be 
recognized.  If  the  taxpayer  forthwith  ex¬ 
pended  the  $5,000  to  acquire  property  related 
in  use  to  A,  the  $3,000  recognized  gain  would 
be  considered  derived  from  B  to  the  extent  of 
the  recovery  with  respect  to  B  ($7,000),  not 
reduced  by  any  nonrecognized  gain  since 
none  of  such  recovery  is  attributable  to  such 
nonrecognized  gain,  and  therefore  all  of  the 
$3,000  recognized  gain  would  be  subject  to 
the  provisions  of  section  117  (J). 


(c)  Elective  method;  tax  adjustment 
measured  by  prior  benefits.  (1)  If  the 
taxpayer  elects  pursuant  to  section  127 
(c)  (5)  and  in  accordance  with  the  pro¬ 
visions  of  these  regulations  to  have  the 
provisions  of  section  127  (c)  (3)  apply  to 
any  taxable  year  in  which  he  recovers 
any  money  or  property  in  respect  of 
property  considered  under  section  127 

(a)  as  destroyed  or  seized  in  any  pre¬ 
vious  taxable  year,  the  amount  of  the 
recovery  in  respect  of  such  property  for 
any  taxable  year  shall  not  be  included  in 
income  until  the  taxpayer  has  recovered 
an  amount  equal  to  his  allowable  deduc¬ 
tions  in  prior  taxable  years  on  account 
of  the  destruction  or  seizure  of  such 
property,  whether  or  not  such  allowable 
deductions  resulted  in  a  reduction  of  any 
tax  under  chapter  1  or  chapter  2  of  the 
Internal  Revenue  Code.  However,  for 
the  purposes  of  section  51,  relating  to 
the  requirement  of  individual  returns, 
section  52,  relating  to  the  requirement  of 
corporation  returns,  and  section  3801 

(b) ,  relating  to  the  mitigation  of  the  ef¬ 
fect  of  the  statute  of  limitations,  the  en¬ 
tire  amount  of  the  recovery  shall  be 
deemed  to  be  an  item  includible  in  gross 
income  for  the  taxable  year  in  which  the 
recovery  is  made.  In  lieu  of  including 
such  amount  in  gross  income,  there  shall 
be  added  to,  and  assessed  and  collected 
as  a  part  of,  the  tax  imposed  under  chap¬ 
ter  1  for  the  taxable  year  of  the  recovery 
an  adjustment  on  account  of  any  tax 
benefits  in  all  prior  taxable  years  re¬ 
sulting  directly  or  indirectly  from  the 
fact  that  the  loss  from  the  destruction  or 
seizure  of  such  property  was  an  allow¬ 
able  deduction.  The  amount  of  such 
adjustment  shall  be  the  total  increase 
in  the  tax  under  chapter  1  of  the  Code, 
that  is,  any  income  tax  of  the  taxpayer, 
and  under  chapter  2  including  the  excess 
profits  tax  imposed  by  subchapter  E 
thereof,  for  all  taxable  years  which 
would  result  by  decreasing  such  allow¬ 
able  deductions  with  respect  to  the  de¬ 
struction  or  seizure  of  such  property  oy 
an  amount  equal  to  that  portion  of  the 
amount  of  the  recovery  which  is  not  in¬ 
cluded  in  gross  income  for  the  taxable 
year  of  the  recovery.  The  portion  of 
the  amount  of  the  recovery  which  is  in 
excess  of  such  allowable  deductions  is  in¬ 
cluded  in  gross  income  for  the  taxable 
year  of  the  recovery  as  gain  on  the  in¬ 
voluntary  conversion  of  property  as  a 
result  of  its  destruction  or  seizure  and  is 
recognized  or  not  recognized  as  provided 
in  section  112  (f).  See  §39.112  (f )  — 1. 
Such  gain,  if  recognized,  is  included  in 
gross  income  as  ordinary  income  unless 
section  117  (j)  applies  to  cause  such  gain 
to  be  treated  as  gain  on  the  sale  or  ex¬ 
change  of  capital  assets  held  for  more 
than  six  months.  See  §39.117  (j  >— 1. 

(2)  The  determination  as  to  whether 
and  to  what  extent  the  amount  of  the 
recovery  is  to  be  excluded  from  gross 
income  is  to  be  made  upon  the  basis  of 
the  total  amount  of  the  recoveries  in 
each  taxable  year  in  respect  of  the  same 
property  considered  under  section  127  (a) 
as  destroyed  or  seized  in  any  previous 
taxable  year,  as  follows: 

(i)  The  amount  of  the  recovery  in 
any  taxable  year  is  excluded  from  the 
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gross  income  of  such  year  and  is  not 
considered  gain  on  an  involuntary  con¬ 
version  to  the  extent  that  such  amount 
does  not  exceed  the  aggregate  of  the  al¬ 
lowable  deductions  in  prior  taxable  years 
on  account  of  the  destruction  or  seizure 
of  such  property  (whether  or  not  such 
deductions  resulted  in  a  reduction  of  a 
tax  of  the  taxpayer)  reduced  by  the  ag¬ 
gregate  amount  of  any  recoveries  in  in¬ 
tervening  taxable  years  in  respect  of  the 
same  property. 

(ii)  The  amount  of  the  recovery  in  any 
taxable  year  which  is  not  excluded  from 
gross  income  under  subdivision  (i)  of 
this  subparagraph  is  included  in  gross 
income  and  is  considered  gain  on  an  in¬ 
voluntary  conversion  of  property  as  a  re¬ 
sult  of  its  destruction  or  seizure.  The 
following  provisions  apply  to  this  gain: 

(a)  Such  gain  is  recognized  or  not 
recognized  under  the  provisions  of  sec¬ 
tion  112  (f)  relating  to  gain  upon  such 
conversion  of  property.  For  the  purpose 
of  applying  section  112  (f ) ,  such  gain  for 
any  taxable  year  is  deemed  to  be  ex¬ 
pended  in  the  manner  provided  in  section 
112  (f )  to  the  extent  the  recovery  in  such 
taxable  year  is  so  expended. 

(b)  If  such  gain  is  recognized  it  is 
included  in  gross  income  as  ordinary  in¬ 
come  or.  if  the  provisions  of  section  117 
(j)  apply  and  require  such  treatment,  as 
gain  on  the  sale  or  exchange  of  a  capital 
asset  held  for  more  than  six  months.  In 
the  case  of  the  recovery  of  the  same 
property  or  interest  considered  under 
section  127  (a)  as  destroyed  or  seized, 
any  gain  will  not  be  deemed  to  be  recog¬ 
nized  under  the  provisions  of  section  112 
(f)  if  such  property  is  used  for  the  same 
purpose  for  which  it  was  used  before  it 
was  deemed  destroyed  or  seized  under 
section  127  (a). 

(3)  The  determination  of  the  total 
increase  in  the  tax  under  chapters  1  and 
2  of  the  Code  for  all  taxable  years  which 
would  result  by  decreasing  the  deductions 
allowable  in  any  prior  taxable  years  with 
respect  to  the  destruction  or  seizure  of 
the  property  in  respect  of  which  the  tax¬ 
payer  has  made  a  recovery  by  an  amount 
equal  to  the  part  of  such  recovery  not 
included  in  gross  income  for  the  tax¬ 
able  year  of  such  recovery  shall  be  made 
as  provided  in  this  subparagraph.  Such 
total  increase  shall  include  the  increases 
described  in  subdivisions  (i),  (ii),  (iii), 
and  (iv)  of  this  subparagraph,  and  shall 
be  added  to,  and  assessed  and  collected 
as  a  part  of,  the  tax  under  chapter  1  for 
the  taxable  year  of  the  recovery.  Proper 
adjustment  of  such  increases  shall  be 
made  on  account  of  the  application  of 
the  provisions  of  this  subparagraph  to 
intervening  taxable  years.  Proper  ad¬ 
justment  shall  also  be  made  in  the  de¬ 
termination  of  such  increases  in  the  case 
of  a  taxpayer  who  has  made  a  valid 
election  under  section  113  (d>,  relating 
to  the  adjustment  of  basis  of  property 
for  depreciation,  obsolescence,  amortiza¬ 
tion,  and  depletion.  The  term  “tax 
previously  determined”  as  used  in  this 
subparagraph  shall  have  the  same 
meaning  as  used  in  section  3801  (d)  of 
the  Code  and  shall  include  any  tax  under 
chapter  1  or  chapter  2  of  the  Code.  In 
computing  the  amount  of  the  increase 


in  the  tax  previously  determined  under 
chapter  1  or  chapter  2  for  any  taxable 
year,  the  principles  of  section  3801  (d) 
shall  be  applicable.  See  §  39.3801  (d)-l. 
However,  the  computation  of  the  excess 
profits  credit  under  chapter  2E  for  any 
taxable  year  shall  not  be  affected  by 
the  adjustment  provided  in  this  sub- 
paragraph.  All  credits  allowable  against 
the  tax  for  any  year  shall  be  taken  into 
account  in  computing  the  increase  in 
the  tax  previously  determined.  The  in¬ 
creases  referred  to  above  include  the 
following : 

(i)  The  increase,  if  any,  in  the  tax 
previously  determined  for  each  prior  tax¬ 
able  year  in  which  a  deduction  was  al¬ 
lowable  on  account  of  the  destruction  or 
seizure  of  the  property  in  respect  of 
which  there  is  a  recovery  in  the  taxable 
year.  After  the  tax  previously  deter¬ 
mined  has  been  ascertained,  such  tax 
shall  be  recomputed  by  disregarding  such 
allowable  deduction  (to  the  extent  that 
it  does  not  exceed  the  sum  of  the  amount 
of  such  recovery  not  included  in  gross 
income  for  the  taxable  year  of  such  re¬ 
covery,  plus  the  aggregate  amount  of  any 
recoveries  in  intervening  taxable  years 
in  respect  of  the  same  property)  and 
any  other  deductions  allowable  on  ac¬ 
count  of  other  war  losses  or  any  other 
losses,  expenditures  or  accruals  in  such 
prior  taxable  year  in  respect  of  which, 
and  to  the  extent  that,  recoveries  in  in¬ 
tervening  taxable  years  have  been  ex¬ 
cluded  from  gross  income  under  section 
127  (c)  (3) ,  section  22  (b)  (12) ,  or  other¬ 
wise.  The  difference  between  the  tax 
previously  determined  and  the  tax  as  re¬ 
computed  will  be  the  increase  in  the  tax 
previously  determined  for  the  taxable 
year. 

(ii)  The  increase,  if  any,  in  the  tax 
previously  determined  for  any  taxable 
year  (including  the  taxable  year  of  the 
recovery)  in  which  a  net  operating  loss 
deduction  was  allowable,  if  all  or  a  part 
of  such  deduction  was  attributable  to  the 
carry-over  or  carry-back  to  such  taxable 
year  of  a  net  operating  loss  from  another 
taxable  year  in  which  a  deduction  was 
allowable  on  account  of  the  destruction 
or  seizure  of  the  property  in  respect  of 
which  there  is  a  recovery  in  the  taxable 
year  to  which  such  increase  is  to  be 
added.  After  the  tax  previously  deter¬ 
mined  has  been  ascertained,  such  tax 
shall  be  recomputed  by  redetermining 
such  net  operating  loss  deduction.  In 
the  determination  of  such  net  operating 
loss  deduction  the  net  operating  loss 
shall  be  recomputed  by  disregarding  the 
deduction  allowable  on  account  of  the 
war  loss  in  respect  of  which  there  is  a 
recovery  in  the  taxable  year  to  which 
such  increase  is  to  be  added  (to  the  ex¬ 
tent  that  such  deduction  does  not  exceed 
the  sum  of  the  amount  of  such  recovery 
not  included  in  gross  income  for  the 
taxable  year  of  such  recovery,  plus  the 
aggregate  amount  of  any  recoveries  in 
intervening  taxable  years  in  respect  of 
the  same  property)  and  by  disregarding 
any  other  deductions  allowable  on  ac¬ 
count  of  other  war  losses  or  any  other 
losses,  expenditures,  or  accruals  in  the 
taxable  year  in  respect  of  w’hich,  and  to 
the  extent  that,  recoveries  in  intervening 
taxable  years  have  been  excluded  from 


gross  income  under  section  127  (c)  (3), 
section  22  (b)  (12),  or  otherwise.  The 
difference  between  the  tax  previously  de¬ 
termined  and  the  tax  as  recomputed  will 
be  the  increase  in  the  tax  previously  de¬ 
termined  for  the  taxable  year. 

(iii)  The  increase,  if  any,  in  the  tax 
previously  determined  for  any  taxable 
year  (including  the  taxable  year  of  recov¬ 
ery)  in  which  an  unused  excess  profits 
credit  was  availed  of  in  computing  the 
unused  excess  profits  credit  adjustment 
for  such  taxable  year,  if  all  or  a  part  of 
such  adjustment  was  attributable  to  the 
carry-over  or  carry-back  to  such  taxable 
year  of  an  unused  excess  profits  credit 
from  another  taxable  year  in  which  a 
deduction  was  allowable  on  account  of 
the  destruction  or  seizure  of  the  property 
in  respect  of  which  there  is  a  recovery 
in  the  taxable  year  to  which  such  in¬ 
crease  is  to  be  added.  After  the  tax  pre¬ 
viously  determined  has  been  ascertained, 
such  tax  shall  be  recomputed  by  rede¬ 
termining  such  unused  excess  profits 
credit  carry-over  or  carry-back.  In  the 
recomputation  such  carry-over  or  carry¬ 
back  shall  be  redetermined  by  disregard¬ 
ing  such  allowable  war  loss  deduction  <  to 
the  extent  such  deduction  does  not  ex¬ 
ceed  the  sum  of  the  amount  of  the  recov¬ 
ery  not  included  in  gross  income  for  the 
taxable  year  of  such  recovery,  plus  the 
aggregate  amount  of  any  recoveries  in 
intervening  taxable  years  in  respect  of 
the  same  property)  and  by  disregarding 
any  other  deductions  allowable  on  ac¬ 
count  of  other  war  losses  or  any  other 
losses,  expenditures,  or  accruals  in  the 
taxable  year  in  respect  of  which,  and  to 
the  extent  that,  recoveries  in  intervening 
taxable  years  have  been  excluded  from 
gross  income  under  section  127  (c)  (3), 
section  22  (b)  (12),  or  otherwise.  The 
difference  between  the  tax  previously  de¬ 
termined  and  the  tax  as  recomputed  will 
be  the  increase  in  the  tax  previously 
determined  for  the  taxable  year.  In  case 
there  is  an  increase  in  the  excess  profits 
tax  under  chapter  2E  for  the  taxable 
year  in  which  an  unused  excess  profits 
credit  was  availed  of  in  computing  the 
unused  excess  profits  credit  adjustment, 
and  a  decrease  in  the  income  tax  under 
chapter  1  for  such  taxable  year,  the  in¬ 
crease  in  the  tax  previously  determined 
shall  be  considered  to  be  an  amount  equal 
to  the  excess  of  the  increase  in  the  excess 
profits  tax  over  the  decrease  in  the 
income  tax. 

(iv)  The  increase,  if  any,  in  the  tax 
previously  determined  for  any  taxable 
year  (including  the  taxable  year  of  the 
recovery)  in  which  an  unused  excess 
profits  credit  was  availed  of  in  computing 
the  unused  excess  profits  credit  adjust¬ 
ment  for  such  taxable  year,  if  all  or  a 
part  of  such  adjustment  was  attributable 
to  the  carry-over  or  carry-back  to  such 
taxable  year  of  an  unused  excess  profits 
credit  from  another  taxable  year  in 
which  there  was  allowable  a  net  operat¬ 
ing  loss  deduction  attributable  to  the 
carry-over  or  carry-back  to  such  other 
taxable  year  of  a  net  operating  loss,  and 
such  net  operating  loss  resulted  in  whole 
or  in  part  from  the  deduction  allowable 
on  account  of  the  destruction  or  seizure 
of  the  property  in  respect  of  which  there 
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is  a  recovery  in  the  taxable  year  to  which 
such  increase  is  to  be  added.  After  the 
tax  previously  determined  has  been  as¬ 
certained,  such  tax  shall  be  recomputed 
by  redetermining  such  net  operating  loss 
deduction  and  such  unused  excess  profits 
credit  carry-over  or  carry-back.  In  the 
redetermination  of  such  net  operating 
loss  deduction  the  net  operating  loss 
carry-over  or  carry-back  shall  be  recom¬ 
puted  by  disregarding  such  allowable  war 
loss  deduction  (to  the  extent  that  such 
deduction  does  not  exceed  the  sum  of  the 
amount  of  such  recovery  not  included  in 
gross  income  for  the  taxable  year  of  such 
recovery,  plus  the  aggregate  amount  of 
any  recoveries  in  intervening  taxable 
years  in  respect  of  the  same  property) 
and  by  disregarding  any  other  deduc¬ 
tions  allowable  on  account  of  other  war 
losses  or  any  other  losses,  expenditures, 
or  accruals  in  the  taxable  year  in  re¬ 
spect  of  which,  and  to  the  extent  that, 
recoveries  in  intervening  taxable  years 
have  been  excluded  from  gross  income 
under  section  127  (c)  (3),  section  22  (b) 
(12),  or  otherwise.  The  unused  excess 
profits  credit  carry-over  or  carry-back 
shall  then  be  recomputed  to  conform  to 
the  redetermination  of  the  net  operating 
loss  deduction  for  the  taxable  year  from 
which  the  unused  credit  is  carried  over 
or  carried  back.  The  difference  between 
the  tax  previously  determined  and  the 
tax  as  recomputed  shall  be  the  amount  of 
the  increase  which  shall  be  added  to  the 
tax  for  the  taxable  year  of  the  recovery. 
In  case  there  is  an  increase  in  the  excess 
profits  tax  under  chapter  2E  for  the 
taxable  year  in  which  an  unused  excess 
profits  credit  was  availed  of  in  computing 
the  unused  excess  profits  credit  adjust¬ 
ment,  and  a  decrease  in  the  income  tax 
under  chapter  1  for  such  taxable  year, 
the  increase  which  shall  be  added  to  the 
tax  for  the  taxable  year  of  the  recovery 
shall  be  considered  to  be  an  amount  equal 
to  the  excess  of  the  increase  in  the  ex¬ 
cess  profits  tax  over  the  decrease  in  the 
income  tax. 

(d)  Elective  method;  time  and  manner 
of  making  election  and  effect  thereof. 

(1)  If  the  taxpayer  elects  to  have  the 
provisions  of  section  127  (c)  (3)  ap¬ 
plicable  to  any  taxable  year  in  which  any 
money  or  property  is  recovered  in  respect 
of  property  considered  under  section  127 
(a)  as  destroyed  or  seized,  section  127 
(c)  (3)  will  be  applicable  by  virtue  of 
that  election  to  all  taxable  years  of  the 
taxpayer  beginning  after  December  31, 
1941.  Thus,  the  taxpayer  need  not  make 
an  election  with  respect  to  each  separate 
taxable  year  in  which  he  had  a  recovery. 
An  election  for  any  taxable  year  in  which 
the  taxpayer  had  a  recovery  in  respect 
of  a  prior  war  loss  is  sufficient  to  make 
the  provisions  of  section  127  (c)  (3) 
applicable  not  only  to  war  loss  recoveries 
received  by  the  taxpayer  in  any  past  tax¬ 
able  year  beginning  after  December  31, 
1941,  but  to  any  recoveries  which  may  be 
received  by  the  taxpayer  in  any  future 
taxable  year.  Such  election  once  made 
shall  be  irrevocable. 

(2)  The  election  of  the  taxpayer  to 
have  the  provisions  of  section  127  (c)  (3) 
applicable  to  any  taxable  year  in  which 
any  money  or  property  is  recovered  in 


respect  of  property  considered  under  sec¬ 
tion  127  (a)  as  destroyed  or  seized  must 
be  made  not  later  than  December  31, 
1952,  unless  the  taxpayer  recovers  money 
or  property  (in  respect  of  a  prior  war 
loss)  during  a  taxable  year  ending  after 
the  date  of  the  enactment  of  the  Reve¬ 
nue  Act  of  1951  (October  20,  1951).  If 
the  taxpayer  has  a  recovery  during  any 
taxable  year  ending  after  the  date  of  the 
enactment  of  the  Revenue  Act  of  1951, 
unless  such  taxable  year  is  a  taxable  year 
ending  on  or  before  March  31,  1953,  such 
election  must  be  made  by  the  taxpayer 
not  later  than  the  expiration  of  six 
months  from  the  last  day  prescribed  by 
law  for  the  filing  of  his  income  tax  return 
for  such  taxable  year.  However,  if  the 
taxpayer  recovers  any  money  or  property 
(in  respect  of  a  prior  war  loss)  during  a 
taxable  year  ending  after  the  date  of  the 
enactment  of  the  Revenue  Act  of  1951 
and  on  or  before  March  31,  1953,  such 
election  must  be  made  not  later  than 
December  31, 1953.  In  all  cases  the  elec¬ 
tion  shall  be  made  by  a  written  statement 
that  the  taxpayer  elects  to  have  the  pro¬ 
visions  of  section  127  (c)  (3)  apply  to  any 
taxable  year  in  which  any  money  or 
property  is  recovered  in  respect  of  prop¬ 
erty  considered  under  section  127  (a)  as 
destroyed  or  seized,  which  statement 
shall  be  made  in  (or  attached  to)  — 

(i)  The  return  or  amended  return  filed 
for  such  taxable  year; 

(ii)  A  claim  for  refund  or  credit  filed 
for  such  taxable  year  for  an  overpay¬ 
ment  resulting  from  the  application  of 
such  provisions; 

(iii)  A  timely  petition  or  amended 
petition  to  The  Tax  Court  of  the  United 
States  for  a  redetermination  of  any  de¬ 
ficiency  for  such  taxable  year; 

(iv)  A  letter  addressed  to  the  district 
director  of  internal  revenue  for  the  dis¬ 
trict  in  which  the  return  for  such  taxable 
year  was  required  to  be  filed; 

If  the  written  statement  of  election  is 
made  in  a  letter,  it  shall  be  signed  by 
the  taxpayer  making  the  election  if  an 
individual  or,  if  the  taxpayer  is  not  an 
individual,  the  letter  must  be  executed 
in  the  same  manner  as  required  in  the 
case  of  the  income  tax  return  of  such 
taxpayer.  The  date  of  the  making  of 
the  election  shall  be  the  date  the  return, 
amended  return,  claim  for  refund  or 
credit,  or  letter  is  filed  in  the  office  of  the 
district  director  of  internal  revenue,  or 
the  date  the  petition  or  amended  peti¬ 
tion  is  filed  with  The  Tax  Court  of  the 
United  States.  In  case  the  election  is 
made  in  a  return  filed  before  the  last  day 
prescribed  by  law  for  the  filing  thereof 
(including  any  extension  of  time  for  such 
filing),  such  election  shall  not  be  con¬ 
sidered  made  until  such  last  day.  In 
case  the  election  is  made  in  a  letter  ad¬ 
dressed  to  the  district  director  of  internal 
revenue,  such  election  will  be  considered 
as  timely  filed  if  it  is  placed  in  the  mail 
on  or  before  midnight  of  the  last  day 
prescribed  by  this  paragraph  for  the 
making  of  the  election,  as  shown  by  the 
postmark  on  the  envelope  containing  the 
letter  or  as  shown  by  other  available 
evidence  of  the  mailing  date. 

(3)  If  the  provisions  of  section  127 
(c)  (3)  are  applicable  to  any  taxable 


year  pursuant  to  an  election  made  by 
the  taxpayer  in  accordance  with  the  pro¬ 
visions  of  subparagraph  (1)  of  this 
paragraph,  the  period  of  limitations  pro¬ 
vided  in  sections  275  and  276  of  the  Code 
on  the  making  of  assessments  and  the 
beginning  of  distraint  or  a  proceeding  in 
court  for  collection  with  respect  to  (i) 
the  amount  to  be  added  to  the  tax  for 
such  taxable  year  under  the  provisions 
of  section  127  (c)  (3)  and  (ii)  any  defi¬ 
ciency  for  such  taxable  year  or  for  any 
other  taxable  year  to  the  extent  attrib¬ 
utable  to  the  basis  of  the  recovered  prop¬ 
erty  being  determined  under  the  provi¬ 
sions  of  section  127  (d)  (2),  shall  not 
expire  prior  to  the  expiration  of  two 
years  following  the  date  of  the  making 
of  such  election.  Such  amount  or  such 
deficiency  may  be  assessed  at  any  time 
prior  to  the  expiration  of  such  period, 
notwithstanding  any  law  or  rule  of  law 
which  would  otherwise  prevent  such 
assessment  and  collection.  No  interest 
shall  be  assessed  or  collected  with  re¬ 
spect  to  any  such  amount  or  any  such 
deficiency  for  any  period  prior  to  the 
expiration  of  six  months  following  the 
date  of  the  making  of  the  election  by  the 
taxpayer. 

(4)  If  the  provisions  of  section  127  (c) 
(3)  are  applicable  to  any  taxable  year 
pursuant  to  an  election  made  by  the 
taxpayer  in  accordance  with  the  provi¬ 
sions  of  subparagraph  (1)  of  this  para¬ 
graph,  and  refund  or  credit  of  any  over¬ 
payment  resulting  from  the  application 
of  such  provisions  to  such  taxable  year 
is  prevented  on  the  date  of  the  making 
of  such  election,  or  within  one  year  from 
such  date,  by  the  operation  of  any  law 
or  rule  of  law  (other  than  section  3761 
relating  to  compromises),  refund  or 
credit  of  such  overpayment  may  never¬ 
theless  be  made  or  allowed,  provided 
claim  therefor  is  filed  within  one  year 
from  such  date.  Thus,  the  amount 
of  such  overpayment  which  may  be  re¬ 
funded  or  credited  is  not  subject  to  the 
limitations  contained  in  section  322  (b) 
or  (d).  No  interest  shall  be  paid  on  any 
overpayment  resulting  from  the  applica¬ 
tion  of  the  provisions  of  section  127  (c) 
(3)  to  any  taxable  year  ending  before 
the  date  of  the  making  of  the  election  by 
the  taxpayer. 

§  39.127  (d)  Statutory  provisions;  war 
losses;  basis  of  recovered  property. 

Sec.  127.  War  losses.  *  •  • 

(d)  Basis  of  recovered  property — (1)  In 
general.  The  unadjusted  basis  of  property 
recovered  In  respect  of  property  considered 
as  destroyed  or  seized  under  subsection  (a) 
shall  be  determined  under  this  subsection. 
Such  basis  shall  be  an  amount  equal  to  the 
fair  market  value  of  such  property,  deter¬ 
mined  as  of  the  date  of  the  recovery,  reduced 
by  an  amount  equal  to  the  excess  of  the 
aggregate  of  such  fair  market  value  and  the 
amounts  of  previous  recoveries  of  money  or 
property  in  respect  of  property  considered 
under  subsection  (a)  as  destroyed  or  seized 
over  the  aggregate  of  the  allowable  deduc¬ 
tions  in  prior  taxable  years  on  account  of 
the  destruction  or  seizure  of  property  de¬ 
scribed  in  subsection  (a),  and  increased  by 
that  portion  of  the  amount  of  the  recovery 
which  under  subsection  (c)  is  treated  as  a 
recognized  gain  from  the  involuntary  con¬ 
version  of  property.  Upon  application  of  the 
taxpayer,  the  aggregate  of  the  bases  (deter- 
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mined  under  the  preceding  sentence)  of  any 
properties  recovered  in  respect  of  properties 
considered  under  subsection  (a)  as  destroyed 
or  seized  may  be  allocated  among  the  prop¬ 
erties  so  recovered  In  such  manner  as  the 
Secretary  may  determine  under  regulations 
prescribed  by  him,  and  the  amounts  so  allo¬ 
cated  to  any  such  property  so  recovered  shall 
be  the  unadjusted  basis  of  such  property  In 
lieu  of  the  unadjusted  basis  of  such  property 
determined  under  the  preceding  sentence. 

(2)  Property  recovered  in  taxable  year  to 
which  subsection  (c)  (3)  is  applicable.  In 
the  case  of  a  taxpayer  who  has  made  an 
election  under  the  provisions  of  subsection 
(c)  (5),  the  basis  of  property  recovered  shall 
be  an  amount  equal  to  the  value  at  which 
such  property  is  included  In  the  amount  of 
the  recovery  under  subsection  (c)  (3)  (A) 
(determined  without  regard  to  the  last  sen¬ 
tence  thereof),  reduced  by  such  part  of  the 
gain  under  subsection  (c)  (3)  (C)  which  is 
not  recognized  as  provided  In  section  112  (f). 

(Sec.  127  (d)  as  added  by  sec.  156  (a),  Rev. 
Act  1942,  amended  by  sec.  341  (b),  Rev.  Act 
1951] 

§  39.127  (d)-l  Basis  of  recovered  prop¬ 
erty — fa)  General  rule.  (1)  Under  sec¬ 
tion  127  (d)  (1),  the  unadjusted  basis  of 
any  property  treated  as  a  w  ar  loss  under 
section  127  which  is  recovered  and  the 
unadjusted  basis  of  any  property  which 
is  recovered  in  lieu  of  or  on  account  of 
any  such  war  loss  is  considered  the  fair 
market  value  of  such  recovered  property 
upon  the  date  of  its  recovery  with  the 
following  adjustments : 

(1)  If  the  sum  of  the  recoveries  for  the 
day  such  property  is  recovered  and  qf 
all  previous  recoveries  exceeds  the  ag¬ 
gregate  of  the  allowable  deductions  for 
prior  taxable  years  on  account  of  war 
losses,  so  that  a  portion  of  the  recoveries 
for  such  day  is  treated  as  gain  on  the 
involuntary  conversion  of  property,  such 
fair  market  value  of  the  property  is  re¬ 
duced  by  the  total  gain,  if  any,  for 
such  day  derived  from  such  recovered 
property,  as  determined  under  §  39.127 
(c)-l  (b>. 

(ii)  Such  fair  market  value,  as  re¬ 
duced  under  subdivision  (i)  of  this  sub- 
paragraph,  is  increased  by  the  portion, 
if  any.  of  the  recognized  gain  resulting 
from  the  recoveries  for  such  day  which 
is  allocable  to  such  recovered  property, 
as  determined  under  §  39.127  (c)-l  (b). 

In  effect,  the  unadjusted  basis  of  such 
property  is  its  fair  market  value  upon  the 
date  of  its  recovery,  reduced  by  the 
amount  of  nonrecognized  gain  attributa¬ 
ble  to  such  recovery  under  the  provisions 
of  §  39.1*17  (0-1  (b). 

(2)  If  the  respective  bases  of  several 
properties  of  a  taxpayer  determined 
under  section  127  (d)  (1)  are  greatly  dis¬ 
proportionate  to  their  adjusted  bases  im¬ 
mediately  before  their  treatment  as  de¬ 
stroyed  or  seized  property  under  section 
127,  the  taxpayer  may  apply  to  the  Com¬ 
missioner  for  the  allocation  of  the  aggre¬ 
gate  of  the  bases  of  such  properties 
among  them  in  the  proportion  of  their 
adjusted  bases  immediately  before  the 
destruction  or  seizure  of  such  properties 
determined  under  section  127.  The 
amount  so  allocated  to  any  such  prop¬ 
erty,  in  an  application  approved  by  the 
Commissioner,  shall  be  the  unadjusted 
basis  of  such  property  in  lieu  of  the 


amount  determined  under  subparagraph 
(1)  of  this  paragraph. 

(3)  The  application  to  the  Commis¬ 
sioner  shall  set  forth  a  list  of  all  the 
properties  of  the  taxpayer  having  an 
unadjusted  basis  determined  under  this 
section,  a  description  of  each  such  prop¬ 
erty  together  with  a  statement  as  to  the 
amount  of  its  adjusted  basis  immediately 
before  the  destruction  or  seizure  of  such 
property  determined  under  section  127, 
and  a  statement  as  to  whether  there  has 
been  any  substantial  change  in  the  use 
or  nature  of  the  property  chosen  for  the 
allocation  from  its  nature  or  use  immedi¬ 
ately  before  the  time  it  was  treated  as 
destroyed  or  seized.  Such  application 
w  ill  be  allowed  unless  there  has  been  such 
a  substantial  change  in  the  nature  or  use 
of  such  property  that  the  allocation  of 
the  bases  would  produce  an  arbitrary  re¬ 
sult,  or  unless  the  taxpayer  has  obtained 
such  tax  benefits  by  reason  of  the  basis 
determined  under  subparagraph  (1)  of 
this  paragraph,  that  it  would  be  in¬ 
equitable  to  change  his  basis.  Thus,  the 
allocation  will  not  be  allowed  if  it  would 
give  the  taxpayer  an  unadjusted  basis 
with  respect  to  any  property  which  is  less 
than  the  amount  of  the  adjustments  in 
reduction  of  the  basis  of  such  property 
which  are  allowable  after  its  recovery. 
For  example,  when  property  A  is  recov¬ 
ered  it  has  an  unadjusted  basis  of  $100. 
After  $70  depreciation  has  been  allowed 
on  A,  an  allocation  is  sought  which  would 
give  A  an  unadjusted  basis  of  $60.  Since 
this  is  less  than  the  depreciation  which 
is  an  adjustment  against  such  basis,  the 
allocation  will  not  be  permitted. 

(4)  The  amount  of  any  adjustments 
to  the  unadjusted  basis  determined 
under  subparagraph  (1)  of  this  para¬ 
graph  shall,  upon  the  allocation  of  the 
bases,  be  taken  as  an  adjustment  to  the 
allocated  unadjusted  basis.  Thus,  if  $30 
depreciation  was  allowed  upon  a  $100 
basis  determined  under  subparagraph 
(1)  of  this  paragraph  and  if  the  unad¬ 
justed  basis  upon  allocation  is  $75,  such 
$30  depreciation  is  allowed  against  such 
allocated  unadjusted  basis,  so  that  the 
adjusted  basis  of  the  property  is 
then  $45. 

(5)  The  taxpayer  may  choose  any 
group  of  recovered  properties  for  alloca¬ 
tion,  except  that  if  any  such  recovered 
properties  form  one  economic  unit,  such 
properties  may  not  be  separated  but  all 
or  none  must  be  included  in  the  group. 
For  example,  a  building  may  not  be  sepa¬ 
rated  from  the  land  on  which  it  stands 
if  both  are  recovered  property,  nor  may 
one  block  of  stock  in  a  corporation  be 
separated  from  other  stock  in  such  cor¬ 
poration  or  from  bonds  in  such  corpora¬ 
tion  which  are  also  treated  as  a  recovery. 
If  the  taxpayer  has  once  been  permitted 
to  allocate  the  bases  of  any  group  of 
properties,  he  may  obtain  another  al¬ 
location  with  respect  to  such  properties 
only  if  all  the  properties  in  the  original 
group  are  included  together  with  other 
recovered  properties  not  included  in  the 
original  group.  For  example,  if  the  bases 
of  properties  A  and  B  are  allocated,  a 
second  allocation  will  be  made  for  prop¬ 
erties  A,  B,  and  C,  but  not  for  A  and  C 
or  B  and  C. 


(b)  Property  recovered  in  taxable  year  j 
to  which  section  127  (c)  (3)  is  applicable. 

If,  pursuant  to  an  election  made  by  the 
taxpayer  under  section  127  (c)  (5)  and 
§  39.127  (c)-l  (d),  the  provisions  of  sec¬ 
tion  127  (c)  (3)  are  applicable  to  any 
taxable  year  in  which  the  taxpayer  re¬ 
covered  property  in  respect  of  a  war  loss 
under  section  127,  the  unadjusted  basis 
of  such  property  shall  be  the  fair  market 
value  of  such  property  determined  as  of 
the  date  of  the  recovery,  reduced  by  the 
amount  of  nonrecognized  gain  attributa¬ 
ble  to  such  recovery  under  the  provisions 
of  §39.127  (0-1  (c).  However,  if  the 
property  recovered  is  the  same  property 
or  interest  considered  under  section  127 
(a)  as  destroyed  or  seized,  and  if  the 
taxpayer  under  section  127  (c)  (3)  <A) 
includes  such  property  or  interest  in  the 
amount  of  the  recovery  at  its  adjusted 
basis  (for  determining  loss)  in  his  hands 
on  the  date  such  property  or  interest 
was  considered  under  section  127  (a) 
as  destroyed  or  seized,  the  unadjusted 
basis  of  such  property  shall  be  such  ad¬ 
justed  basis,  reduced  by  the  amount  of 
nonrecognized  gain  attributable  to  such 
recovery  under  the  provisions  of  §  39.127 
(0-1  (c).  The  fair  market  value  of 
any  property  recovered,  or  the  adjusted 
basis  (for  determining  loss)  of  such 
property  or  interest  if  the  same  property 
or  interest  treated  as  a  war  loss  under 
section  127  is  recovered,  shall  not  be  re¬ 
duced  in  determining  the  unadjusted 
basis  of  such  property  or  interest  by  the 
amount  of  the  obligations  or  liabilities 
with  respect  to  the  property  treated  as  a 
war  loss  under  section  127  in  respect  of 
which  the  recovery  was  received,  if  the 
taxpayer  for  any  previous  taxable  year 
chose  under  section  127  (b)  (2)  to  treat 
such  obligations  or  liabilities  as  dis¬ 
charged  or  satisfied  out  of  such  prop  rty 
but  such  obligations  or  liabilities  were 
not  so  discharged  or  satisfied  prior  to 
the  date  of  the  recovery. 

§  39.127  (e)  —  (f)  Statutory  provisions; 
war  losses:  partial  worthlessness  of  cer¬ 
tain  investments;  determination  oj  tax  ] 
benefits. 

Sec.  127.  War  losses.  •  •  • 

(e)  Partial  worthlessness  of  certain  in¬ 
vestments  in  destroyed  or  seized  property— 

(1)  Destruction  or  seizure  of  investment.  If 
a  taxpayer  owns  not  less  than  50  per  centum 
of  each  class  of  stock  of  a  corporation,  i!  such 
corporation  has  property  described  in  sub¬ 
section  (a)  (1)  or  (2)  deemed  to  be  destroyed 
or  seized,  the  adjusted  basis  for  detern..:.ing 
loss  of  which  is  at  least  75  per  ccntr.m  of 
the  adjusted  basis  for  determining  lors  of 
all  such  corporation’s  property,  and  If  such 
corporation  completely  liquidates  (by  dis¬ 
tributing  all  the  assets  which  It  Is  able  to 
distribute  and  all  Its  rights  to  assets  which 
it  is  not  able  to  distribute.  Including  the 
right  to  the  recovery  of  the  property  de¬ 
scribed  in  subsection  (a)  (1)  and  (2)  )  within 
one  year  after  such  property  Is  deemed  to  be 
destroyed  or  seized,  or  within  six  months 
after  the  date  of  the  enactment  of  the  Reve¬ 
nue  Act  of  1942,  whichever  is  the  later,  then 
that  part  of  the  loss  by  the  taxpayer  on  such 
liquidation  which  would  be  attributable  to 
the  destruction  or  seizure  of  such  property, 
as  established  to  the  satisfaction  of  the  Com¬ 
missioner,  shall  be  treated  for  the  purposes  of 
this  chapter  as  a  loss  by  the  taxpayer  upon 
the  destruction  or  seizure  of  the  part  of  the 
Btock  or  other  interest  of  the  taxpayer  to 
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which  such  loss  Is  allocable.  Such  part  of 
the  stock  or  other  interest  of  the  taxpayer 
shall  be  treated  for  the  purposes  of  subsec¬ 
tions  (b),  (c),  and  (d)  as  property  described 
In  subsection  (a)  (3). 

(2)  Application  of  paragraph  (1).  For 
the  purposes  of  paragraph  (1)  — 

(A)  In  determining  the  adjusted  basis  of 
all  the  property  of  the  corporation,  there 
shall  be  excluded  money  in  the  United  States, 
bank  deposits,  the  right  to  receive  money 
from  any  person  not  situated  in  a  country 
at  war  with  the  United  States  or  in  a  ter¬ 
ritory  under  the  control  of  such  a  country, 
and  obligations  issued  or  guaranteed  as  to 
principal  or  interest  by  the  United  States, 
except  that  there  shall  not  be  excluded  any 
such  property  which  is  destroyed  or  seized 
as  described  in  subsection  (a)  within  or  be¬ 
fore  the  taxable  period. 

(B)  The  adjusted  basis  of  property  of  such 
corporation  shall  be  determined  as  of  the 
date  immediately  preceding  the  first  date 
on  which  any  property  was  destroyed  or 
seized,  as  described  in  subsection  (a),  or  as 
of  any  later  date  falling  within  or  before 
the  taxable  period  on  the  basis  of  which  such 
determination  will  produce  a  greater  amount. 

(Sec.  127  (e)  as  added  by  sec.  156  (a),  Rev. 
Act  1942) 

(f )  Determination  of  tax  benefits.  The 
determination  as  to  whether  and  to  what 
extent  an  allowable  deduction  on  account  of 
the  destruction  or  seizure  of  property  de¬ 
scribed  in  subsection  (a)  did  or  did  not  re¬ 
sult  in  a  reduction  of  any  tax  of  the  taxpayer 
under  this  chapter  shall  be  made  in  accord¬ 
ance  with  regulations  prescribed  by  the 
Commissioner  with  the  approval  of  the 
Secretary. 

[Sec.  127  (f)  as  added  by  sec.  156  (a),  Rev. 
Act  1942] 

§39.127  (f)-l  Determination  of  tax 
benefits  from  allowable  deductions,  (a) 
That  part  of  the  aggregate  of  the  deduc¬ 
tions  allowed  a  taxpayer  for  any  taxable 
year  on  account  of  war  losses  under  sec¬ 
tion  127  which,  if  disallowed,  would  not 
result  in  an  increase  in  the  normal  tax, 
surtax  (including  the  tax  imposed  by 
section  102),  or  victory  tax  of  taxpayer, 
or  of  any  tax  imposed  in  lieu  of  such 
taxes  or  of  any  tax  imposed  by  chapter  2 
of  the  Internal  Revenue  Code,  for  the 
taxable  year  in  which  such  deductions 
are  allowed  or  in  any  other  taxable  year, 
such  as  a  taxable  year  in  which  the  tax¬ 
payer’s  income  tax  is  computed  by  refer¬ 
ence  to  a  carry-over  or  carry-back  of  net 
operating  losses  from  the  taxable  year 
in  which  such  deductions  are  allowed,  is 
considered,  for  the  purposes  of  section 
127,  an  allowable  deduction  for  the  tax¬ 
able  year  which  did  not  result  in  a  re¬ 
duction  of  any  tax  of  the  taxpayer  under 
chapter  1  or  chapter  2  of  the  Code.  In 
the  case  of  recoveries  of  war  losses  and 
other  items  to  which  the  recovery  exclu¬ 
sion  provisions  of  section  22  (b)  (12) 
apply,  such  as  bad  debts,  the  determina¬ 
tion  of  the  tax  benefit  should  be  made  in 
accordance  with  paragraph  (b)  of  §  39.22 
<b)  <12 )— 1.  The  deductions  allowed  a 
taxpayer  for  any  taxable  year  on  account 
of  war  losses  are  all  the  deductions  on 
account  of  war  losses  which  were  claimed 
by  the  taxpayer  in  a  return,  in  a  claim 
tor  credit  or  refund  of  an  overpayment, 
|  or  in  a  petition  to  The  Tax  Court  of  the 
United  States  with  respect  to  such  tax¬ 
able  year  and  which  were  not  disallowed, 
and  all  deductions  on  account  of  war 


losses  which,  although  not  so  claimed  by 
the  taxpayer,  were  nevertheless  allowed 
(for  example,  by  the  Commissioner,  a 
court,  or  The  Tax  Court)  in  computing 
a  tax  of  the  taxpayer. 

(b)  Any  deduction  allowable  for  a  tax¬ 
able  year  on  account  of  a  w  ar  loss  under 
section  127  which  was  not  claimed  by  the 
taxpayer  for  such  year  in  a  return,  a 
claim  for  credit  or  refund  of  an  over¬ 
payment,  or  a  petition  to  The  Tax  Court 
of  the  United  States  and  was  not  allowed 
as  a  deduction  (for  example,  by  the  Com¬ 
missioner,  a  court,  or  The  Tax  Court)  in 
computing  his  tax  for  such  year  or  for 
any  other  year  is  considered  a  deduction 
which  did  not  result  in  a  reduction  of  any 
tax  of  the  taxpayer  under  chapter  1  or 
chapter  2  of  the  Internal  Revenue  Code, 
since  it  is  an  allowable  deduction  which 
was  not  allowed  in  computing  any  tax 
of  the  taxpayer.  If  the  taxpayer  claimed 
for  any  taxable  year  a  deduction  on  ac¬ 
count  of  a  war  loss,  and  if  such  deduction 
was  disallowed,  the  taxpayer  may  not 
subsequently  contend  for  the  purposes  of 
section  127  (c)  that  such  deduction  was 
an  allowable  deduction  for  such  taxable 
year. 

(c)  If  the  taxpayer  elected  under  sec¬ 
tion  127  (b)  to  decrease  the  amount  of  a 
war  loss  by  treating  the  obligations  and 
liabilities  described  in  that  section  as 
discharged  or  satisfied  out  of  the  prop¬ 
erty  destroyed  or  seized,  and  if  the  tax¬ 
payer  establishes  that  any  of  the  obli¬ 
gations  and  liabilities  were  not  so  dis¬ 
charged  or  satisfied,  then  the  amount  by 
which  such  continuing  obligations  and 
liabilities  decreased  the  war  loss  shall 
be  considered  an  allowable  deduction  for 
the  taxable  year  in  which  the  war  loss 
was  sustained  which  did  not  result  in  a 
reduction  of  any  tax  of  the  taxpayer 
under  chapter  1  or  chapter  2  of  the  In¬ 
ternal  Revenue  Code. 

§  39.128  Statutory  provisions;  re¬ 
covery  of  unconstitutional  Federal  taxes. 

Sec.  128.  Recovery  of  unconstitutional 
Federal  taxes.  Income  (excluding  interest) 
attributable  to  the  recovery  during  the  tax¬ 
able  year  of  a  tax  imposed  by  the  United 
States  which  has  been  held  unconstitutional, 
and  in  respect  of  which  a  deduction  was  al¬ 
lowed  in  a  prior  taxable  year  may  be  ex¬ 
cluded  from  gross  income  for  the  taxable 
year,  and  the  deduction  allowed  in  respect 
thereof  in  such  prior  taxable  year  treated  as 
not  having  been  allowable,  if — 

(a)  The  taxpayer  elects  in  writing  (at 
such  time  and  in  such  manner  as  may  De 
prescribed  by  regulations  prescribed  by  the 
Commissioner  with  the  approval  of  the  Sec¬ 
retary)  to  treat  such  deduction  as  not  hav¬ 
ing  been  allowable  for  such  prior  taxable 
year,  and 

(b)  The  taxpayer  consents  in  writing  to 
the  assessment,  within  such  period  as  may 
be  agreed  upon,  of  any  deficiencies  resulting 
from  such  treatment,  even  though  the  stat¬ 
utory  period  for  the  assessment  of  any  such 
deficiency  had  expired  prior  to  the  filing  of 
such  consent. 

(Sec.  128  as  added  by  sec.  157  (a),  Rev.  Act 
1942] 

§  39.128-1  Recovery  of  unconstitu¬ 
tional  taxes — (a)  In  general.  (1)  Sub¬ 
ject  to  the  limitations  herein,  a  taxpayer 
who  recovers  unconstitutional  Federal 
taxes  which  were  paid  or  accrued  and  for 
which  a  deduction  was  allowed  in  a  prior 


taxable  year  is  entitled  at  his  election 
(see  paragraph  (b)  of  this  section)  to 
exclude  the  income  (exclusive  of  in¬ 
terest)  attributable  to  such  recovery 
from  his  gross  income  in  the  taxable  year 
of  recovery. 

(2)  In  the  event  a  taxpayer  elects  to 
receive  the  benefits  of  section  128,  the 
income  (exclusive  of  interest)  attribut¬ 
able  to  the  recovery  of  the  unconstitu¬ 
tional  Federal  tax  will  be  treated  as  an 
offset  to  the  deduction  allowed  therefor 
in  prior  taxable  years.  The  taxpayer’s 
return  for  the  prior  taxable  year  or  years 
with  respect  to  which  the  statutory 
period  for  the  assessment  of  a  deficiency 
has  expired  will  be  opened  only  for  the 
purpose  of  reducing  the  deduction  al¬ 
lowed  for  the  unconstitutional  Federal 
tax  and  assessing  the  resulting  deficiency 
or  deficiencies,  if  any,  and  only  if  the 
taxpayer  consents  in  writing  to  the 
assessment  (see  paragraph  (b)  of  this 
section).  No  other  adjustment  will  be 
allowed. 

(3)  In  the  event  the  disallowance  of 
the  deduction  allowed  in  respect  of  a 
prior  taxable  year  results  in  a  deficiency 
for  that  year,  the  deficiency  will  be 
assessed  within  the  period  agreed  upon 
between  the  taxpayer  and  the  Commis¬ 
sioner,  in  respect  of  the  taxable  year  of 
the  prior  deduction,  against  the  taxpayer 
(who  must  file  a  written  consent  to  the 
assessment  as  provided  in  paragraph  (b> 
of  this  section)  even  though  the  statu¬ 
tory  period  for  the  assessment  may  have 
expired  prior  to  the  filing  of  the  consent. 

(4)  If  a  taxpayer  does  not  elect  under 
the  provisions  of  section  128  to  exclude 
the  tax  recovered  from  gross  income  in 
the  taxable  year  of  recovery,  the  tax  re¬ 
covered  shall,  from  the  standpoint  of 
its  inclusion  in  or  exclusion  from  gross 
income,  be  governed  by  the  provisions  of 
section  22  (b)  (12) . 

(5)  Where  a  taxpayer’s  liability  for 
income  tax  with  respect  to  the  deduction 
or  the  recovery  or  with  respect  to  the 
tax  liability  for  the  year  of  the  deduction 
or  recovery  has  been  finally  determined 
by  a  written  agreement  or  by  a  decision 
of  The  Tax  Court  of  the  United  States 
or  of  any  court,  the  taxpayer  will  not  be 
entitled  to  the  benefits  of  section  128  or 
of  this  section.  As  to  taxability  of  re¬ 
fund  of  taxes  generally,  see  section  22 
(b)  (12). 

(b)  Manner  of  making  election.  (1) 
The  election  provided  for  in  paragraph 
(a)  of  this  section  shall  be  made  by  the 
taxpayer  filing  a  statement  in  writing 
that  he  elects  to  treat  the  deduction 
allowed  in  a  prior  taxable  year  for  the 
unconstitutional  tax  as  not  having  been 
allowable  for  such  taxable  year.  Such  a 
statement  must  be  filed  with  the  tax¬ 
payer’s  return  for  the  taxable  year  in 
which  the  recovery  of  the  unconstitu¬ 
tional  tax  or  taxes  occurs.  No  other 
method  of  making  the  election  is  per¬ 
mitted.  The  statement  of  election  must 
contain  a  description  of  the  tax  re¬ 
covered,  the  date  of  recovery,  the  tax¬ 
able  year  in  which  paid  or  accrued,  and 
the  taxable  year  for  which  the  deduction 
was  allowed.  The  statement  of  election 
must  also  contain  a  statement  signifying 
the  taxpayer’s  consent  (i)  to  the  Com- 
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missioner’s  treating  the  deduction  or  por¬ 
tion  thereof  allowed  in  a  prior  year  with 
respect  to  the  unconstitutional  tax  as 
not  allowable  for  that  year  and  (ii)  to 
the  Commissioner’s  assessing,  in  respect 
of  the  taxable  year  for  which  the  deduc¬ 
tion  was  allowed,  any  deficiency,  together 
with  interest  thereon  as  provided  by  law, 
resulting  from  disallowance  of  the  de¬ 
duction  or  portion  thereof,  even  though 
the  statutory  period  for  the  assessment 
of  any  such  deficiency  may  have  ex¬ 
pired  before  the  filing  of  such  consent. 

(2)  As  used  in  this  section,  the  term 
"recovery”  includes  not  only  refund 
or  credit  of  taxes  previously  paid,  but 
includes  also  the  cancellation  of  a  pur¬ 
ported  tax  liability  which  was  accrued 
and  deducted  for  a  prior  taxable  year  but 
never  actually  paid. 

§  39.129  Statutory  provisions;  acqui¬ 
sitions  made  to  evade  or  avoid  income  or 
excess  profits  tax.  , 

Sec.  129.  Acquisitions  made  to  evade  or 
avoid  income  or  excess  profits  tax — (a)  Dis¬ 
allowance  of  deduction,  credit,  or  alloivance. 
II  (1)  any  person  or  persons  acquire,  on  or 
after  October  8,  1940,  directly  or  indirectly, 
control  of  a  corporation,  or  (2)  any  corpora¬ 
tion  acquires,  on  or  after  October  8,  1940, 
directly  or  indirectly,  property  of  another 
corporation,  not  controlled,  directly  or  in¬ 
directly,  immediately  prior  to  such  acquisi¬ 
tion,  by  such  acquiring  corporation  or  its 
stockholders,  the  basis  of  which  property,  in 
the  hands  of  the  acquiring  corporation,  is 
determined  by  reference  to  the  basis  in  the 
hands  of  the  transferor  corporation,  and  the 
principal  purpose  for  which  such  acquisition 
was  made  is  evasion  or  avoidance  of  Federal 
income  or  excess  profits  tax  by  securing  the 
benefit  of  a  deduction,  credit,  or  other  allow¬ 
ance  which  such  person  or  corporation  would 
not  otherwise  enjoy,  then  such  deduction, 
credit,  or  other  allowance  shall  not  be  al¬ 
lowed.  For  the  purposes  of  clause  (1)  and 
(2),  control  means  the  ownership  of  stock 
possessing  at  least  50  per  centum  of  the  total 
combined  voting  power  of  all  classes  of  stock 
entitled  to  vote  or  at  least  50  per  centum  of 
the  total  value  of  shares  of  all  classes  of  stock 
of  the  corporation. 

(b)  Power  of  commissioner  to  allow  de¬ 
duction,  etc.,  in  part.  In  any  case  to  which 
subsection  (a)  is  applicable  the  Commis¬ 
sioner  is  authorized — 

(1)  To  allow  as  a  deduction,  credit,  or  al¬ 
lowance  any  part  of  any  amount  disallowed 
by  such  subsection,  if  he  determines  that 
such  allowance  will  not  result  in  the  evasion 
or  avoidance  of  Federal  income  and  excess 
profits  tax  for  which  the  acquisition  was 
made;  or 

(2)  To  distribute,  apportion,  or  allocate 
gross  Income,  and  distribute,  apportion,  or 
allocate  the  deductions,  credits,  or  allow¬ 
ances  the  benefit  of  which  was  sought  to  be 
secured,  between  or  among  the  corporations, 
or  properties,  or  parts  thereof,  Involved,  and 
to  allow  such  deductions,  credits,  or  allow¬ 
ances  so  distributed,  apportioned,  or  allo¬ 
cated,  but  to  give  effect  to  such  allowance 
only  to  such  extent  as  he  determines  will  not 
result  In  the  evasion  or  avoidance  of  Fed¬ 
eral  income  and  excess  profits  tax  for  which 
the  acquisition  was  made;  or 

(3)  To  exercise  his  powers  in  part  under 
paragraph  (1)  and  in  part  under  paragraph 
(2). 

[Sec.  129  as  added  by  sec.  128  (a),  Rev.  Act 
1943] 

5  39.129-1  Meaning  and  use  of  terms. 
As  used  in  section  129  and  the  regulations 
thereunder — 


RULES  AND  REGULATIONS 

(a>  The  term  “allowance”  refers  to 
anything  in  the  internal  revenue  laws 
which  has  the  effect  of  diminishing  tax 
liability.  The  term  includes,  among 
other  things,  a  deduction,  a  credit,  an 
adjustment,  an  exemption,  or  an  exclu¬ 
sion. 

(b)  The  phrase  “evasion  or  avoidance” 
is  not  limited  to  cases  involving  criminal 
penalties,  or  civil  penalties  for  fraud. 

(c)  The  phrase ‘‘Federal  income  or  ex¬ 
cess  profits  tax”  refers  to  any  Federal  tax 
imposed  by  Congress  upon  an  income 
base. 

(d)  The  term  "control"  means  the 
ownership  of  stock  possessing  at  least 
50  percent  of  the  total  combined  voting 
power  of  all  classes  of  stock  entitled  to 
vote,  or  at  least  50  percent  of  the  total 
value  of  shares  of  all  classes  of  stock  of 
the  corporation.  To  “acquire,  on  or  after 
October  8,  1940,*  *  *  control,”  it  is  not 
necessary  that  all  of  such  stock  be  ac¬ 
quired  on  or  after  October  8, 1940.  Thus, 
if  A,  on  October  7,  1940,  and  at  all  times 
thereafter,  owns  40  percent  of  the  stock 
of  Corporation  X  and  acquires  on  Octo¬ 
ber  8,  1940,  an  additional  10  percent  of 
such  stock,  an  acquisition  within  the 
meaning  of  such  phrase  is  made  by  A  on 
October  8,  1940.  Similarly,  if  B,  on  Oc¬ 
tober  7,  1940,  owns  certain  assets  and 
transfers  on  October  8,  1940,  such  assets 
to  a  newly  organized  Corporation  Y  in 
exchange  for  all  the  stock  of  Corporation 
Y,  an  acquisition  within  the  meaning  of 
such  phrase  is  made  by  B  on  October  8, 
1940.  If,  under  the  facts  stated  in  the 
preceding  sentence,  B  is  a  corporation, 
all  of  whose  stock  is  owned  by  Corpora¬ 
tion  C,  then  an  acquisition  within  the 
meaning  of  such  phrase  is  also  made  by 
Corporation  C  on  October  8,  1940,  by  the 
shareholders  taken  as  a  group  on  such 
date,  and  by  any  of  suph  shareholders  if 
such  shareholders  as  a  group  own  50 
percent  of  the  stock  of  C  on  such  date. 

(e)  The  term  “person”  includes  an  in¬ 
dividual,  a  trust,  an  estate,  a  partnership, 
a  company,  or  a  corporation. 

§  39.129-2  Purpose  and  scope  of  sec¬ 
tion  129.  (a)  Section  129  is  designed  to 

prevent  in  the  instances  specified  therein 
the  use  of  the  sections  of  the  Internal 
Revenue  Code  providing  deductions, 
credits,  or  allowances  in  evading  or 
avoiding  Federal  income  or  excess  profits 
taxes.  See  §  39.129-3. 

(b)  Under  the  Code,  an  amount  other¬ 
wise  constituting  a  deduction,  credit,  or 
other  allowance  becomes  unavailable  as 
such  under  certain  circumstances. 
Characteristic  of  such  circumstances  are 
those  in  which  the  effect  of  the  deduc¬ 
tion,  credit,  or  other  allowance  would  be 
to  distort  the  liability  of  the  particular 
taxpayer  when  the  essential  nature  of 
the  transaction  or  situation  is  examined 
in  the  light  of  the  basic  purpose  or  plan 
which  the  deduction,  credit,  or  other 
allowance  was  designed  by  the  Congress 
to  effectuate.  The  distortion  may  be 
evidenced,  for  example,  by  the  fact  that 
the  transaction  was  not  undertaken  for 
reasons  germane  to  the  conduct  of  the 
business  of  the  taxpayer,  by  the  unreal 
nature  of  the  transaction  such  as  its 
sham  character,  or  by  the  unreal  or  un¬ 
reasonable  relation  which  the  deduction, 


credit,  or  other  allowance  bears  to  the 
transaction.  The  principle  of  law  mak¬ 
ing  an  amount  unavailable  as  a  deduc¬ 
tion,  credit,  or  other  allowance  in  cases 
in  which  the  effect  of  making  an  amount 
so  available  would  be  to  distort  the  lia¬ 
bility  of  the  taxpayer,  has  been  judicially 
recognized  and  applied  in  several  cases. 
Included  in  these  cases  are  Gregory  v. 
Helvering  (1935)  (293  U.  S.  465);  Grif¬ 
fiths  v.  Helvering  (1939)  (308  U.  S.  355); 
Higgins  v.  Smith  (1940)  (308  U.  S.  473); 
and  J.  D.  &  A.  B.  Spreckles  Co.  v.  Com¬ 
missioner  (1940)  (41  B.  T.  A.  370).  In 
order  to  give  effect  to  such  principle,  but 
not  in  limitation  thereof,  several  provi¬ 
sions  of  the  Code,  for  example,  section  24 
(b)  and  (c)  and  section  130,  specify  with 
some  particularity  instances  in  which 
disallowance  of  the  deduction,  credit,  or 
other  allowance  is  required.  Section  129 
is  also  included  in  such  provisions  of  the 
Code.  The  principle  of  law  and  the  par¬ 
ticular  sections  of  the  Code  are  not  mu¬ 
tually  exclusive  and  in  appropriate  cir¬ 
cumstances  they  may  operate  together  or 
they  may  operate  separately. 

§  39.129-3  Instances  in  which  section 
129  (a)  disallows  a  deduction,  credit,  or 
other  allowance,  (a)  Section  129  speci¬ 
fies  two  instances  in  which  a  deduction, 
credit,  or  other  allowance  is  to  be  disal¬ 
lowed.  These  instances,  described  in 
clauses  (1)  and  (2)  of  section  129  (a), 
are  those  in  which : 

( 1 )  Any  person  or  persons  acquire,  di¬ 
rectly  or  indirectly,  on  or  after  October 
8,  1940,  control  of  a  corporation;  and 

(2)  Any  corporation  acquires,  directly 
or  indirectly,  on  or  after  October  8,  1940, 
property  of  another  corporation  <not 
controlled,  directly  or  indirectly,  immedi¬ 
ately  prior  to  such  acquisition  by  such 
acquiring  corporation  or  its  stockhold¬ 
ers),  the  basis  of  which  property  in  the 
hands  of  the  acquiring  corporation  is  a 
substituted  basis. 

In  either  instance  the  principal  purpose 
for  which  the  acquisition  was  made  must 
have  been  the  evasion  or  avoidance  of 
Federal  income  or  excess  profits  tax  by 
securing  the  benefit  of  a  deduction, 
credit,  or  other  allowance  which  such 
person  or  corporation  would  not  other¬ 
wise  enjoy.  The  principal  purpose  ac¬ 
tuating  the  acquisition  must  have  been 
to  secure  the  benefit  which  such  person 
or  persons  or  corporation  would  not 
otherwise  enjoy.  If  this  requirement  is 
satisfied,  it  is  immaterial  by  what  method 
or  by  what  conjunction  of  events  the 
benefit  was  sought.  If  the  purpose  to 
evade  or  avoid  Federal  income  or  excess 
profits  tax  exceeds  in  importance  any 
other  purpose,  it  is  the  principal  pur¬ 
pose.  This  does  not  mean  that  only 
those  acquistions  fall  within  the  provi¬ 
sions  of  section  129  which  would  not 
have  been  made  if  the  evasion  or  avoid¬ 
ance  purpose  was  not  present.  The  de¬ 
termination  of  the  purpose  for  which  an 
acquisition  was  made  requires  a  scrutiny 
of  the  entire  circumstances  in  which  the 
transaction  or  course  of  conduct  oc¬ 
curred,  in  connection  with  the  tax  result 
claimed  to  arise  therefrom. 

(b)  If  the  requisite  acquisition  and 
purpose  exist,  among  the  tran.  actions 
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within  clause  (1)  of  section  129  (a)  are 
the  following: 

( 1 )  A  corporation  (or  the  interest  con¬ 
trolling  such  a  corporation)  with  large 
profits  acquires  control  of  another  cor¬ 
poration  with  current,  past,  or  prospec¬ 
tive  credits,  deductions,  net  operating 
losses,  unused  excess  profits  credits,  or 
other  allowances  and  the  acquisition  is 
followed  by  such  transfers  or  other  ac¬ 
tion  as  is  necessary  to  bring  the  deduc¬ 
tion,  credit,  or  other  allowance  into 
conjunction  with  the  income;  or 

(2)  A  corporation  with  large  profits 
transfers  the  assets  of  each  of  its 
branches  or  departments  to  newly  or¬ 
ganized  corporations  in  order  to  secure 
the  benefit  of  the  minimum  excess  prof¬ 
its  credit  provided  in  section  431 ;  or 

(3)  A  corporation  with  high  earning 
assets  transfers  them  to  a  newly  organ¬ 
ized  subsidiary  retaining  assets  likely  to 
produce  losses  or  to  be  disposed  of  at  a 
loss  for  the  purpose  of  securing  refunds 
through  a  utilization  of  the  unused  ex¬ 
cess  profits  carry-back  or  the  net  oper¬ 
ating  loss  carry-back, 

(c)  If  the  requisite  acquisition  and 
purpose  exist,  among  the  transactions 
within  clause  (2)  of  section  129  (a)  is  the 
following:  A  corporation  acquires  prop¬ 
erty  having  in  its  hands  a  substituted 
basis  which  is  materially  greater  than  its 
fair  market  value  at  the  time  of  such 
acquisition  in  order  to  secure  a  larger 
excess  profits  credit  or  to  utilize  the 
property  to  create  tax -reducing  losses, 

§  39.129-4  Power  of  Commissioner  to 
allocate  deduction,  credit,  or  allowance 
in  part.  The  Commissioner  is  author¬ 
ized  by  section  129  (b)  to  allow  a  part  of 
the  amount  disallowed  by  section  129  (a) , 
but  lie  may  allow  such  part  only  if  and 
to  the  extent  that  he  determines  that  the 
amount  allowed  will  not  result  in  the 
evasion  or  avoidance  of  Federal  income 
and  excess  profits  tax  for  which  the 
acquisition  was  made.  The  Commis¬ 
sioner  is  also  authorized  to  use  other 
methods  to  give  effect  to  part  of  the 
amount  disallowed  under  section  129  (a) 
but  only  to  such  extent  as  he  determines 
will  not  result  in  the  evasion  or  avoid¬ 
ance  of  Federal  income  and  excess  prof¬ 
its  tax  for  which  the  acquisition  was 
made.  Whenever  appropriate  to  give 
proper  effect  to  the  deduction,  credit,  or 
other  allowance,  or  such  part  of  it  which 
may  be  allowed,  this  authority  includes 
the  distribution,  apportionment,  or  allo¬ 
cation  of  both  the  gross  income  and  the 
deductions,  credits,  or  other  allowances 
the  benefit  of  which  was  sought,  between 
or  among  the  corporations,  or  properties, 
or  parts  thereof,  involved,  and  includes 
the  disallowance  of  any  such  deduction, 
credit,  or  other  allowance  to  any  of  the 
taxpayers  involved. 

§  39.130  Statutory  provisions;  limita¬ 
tion  on  deductions  allowable  to  indi¬ 
viduals  in  certain  cases. 

Sec.  130.  Limitation  on  deductions  allow¬ 
able  to  individuals  in  certain  cases — (a) 
Re computation  of  net  income.  It  the  de¬ 
ductions  (other  than  taxes  and  interest) 
allowable  to  an  Individual  (except  for  the 
provisions  of  this  section)  and  attributable 
a  trade  or  business  carried  on  by  him 
(or  five  consecutive  taxable  years  have.  In 


each  of  such  years,  exceeded  by  more  than 
$50,000  the  gross  income  derived  from  such 
trade  or  business,  the  net  income  of  such 
Individual  for  each  of  such  years  shall  be  re¬ 
computed.  For  the  purpose  of  such  recom¬ 
putation  in  the  case  of  any  such  taxable  year, 
such  deductions  shall  be  allowed  only  to  the 
extent  of  $50,000  plus  the  gross  income 
attributable  to  such  trade  or  business,  ex¬ 
cept  that  the  net  operating  loss  deduction, 
to  the  extent  attributable  to  such  trade  or 
business  shall  not  be  allowed. 

(b)  Redetermination  of  tax.  Upon  the 
basis  of  the  net  income  computed  under  the 
provisions  of  subsection  (a)  for  each  of  the 
five  consecutive  taxable  years  specified  in 
such  subsection,  the  tax  imposed  by  this 
chapter  shall  be  redetermined  for  each  such 
taxable  year.  If  for  any  such  taxable  year  as¬ 
sessment  of  a  deficiency  is  prevented  (except 
for  the  provisions  of  sections  3801  and  3807) 
by  the  operation  of  any  law  or  rule  of  law 
(other  than  section  3761,  relating  to  com¬ 
promises)  any  increase  in  the  tax  previously 
determined  for  such  taxable  year  shall  be 
considered  a  deficiency  for  the  purposes  of 
this  section.  For  the  purposes  of  this  sec¬ 
tion  the  term  “tax  previously  determined” 
shall  have  the  meaning  assigned  to  such 
term  by  section  3801  (d). 

(c)  Extension  of  statute  of  limitations. 
Notwithstanding  any  law  or  rule  of  law 
(other  than  section  3761,  relating  to  com¬ 
promises),  any  amount  determined  as  a  de¬ 
ficiency  under  subsection  (b),  or  which, 
would  be  so  determined  if  assessment  were 
prevented  in  the  manner  described  in  sub¬ 
section  (b),  with  respect  to  any  taxable  year 
may  be  assessed  as  if  on  the  date  of  the 
expiration  of  the  time  prescribed  by  law  for 
the  assessment  of  a  deficiency  for  the  fifth 
taxable  year  of  the  five  consecutive  taxable 
years  specified  in  subsection  (a),  one  year 
remained  before  the  expiration  of  the  period 
of  limitation  upon  assesment  for  any  tax¬ 
able  year. 

[Sec.  130  as  added  by  sec.  129  (a),  Rev.  Act 
1943) 

§  39.130-1  Limitation  on  deductions 
allowable  to  individuals  in  certain 
cases — (a)  Recomputation  of  net  income. 

(1)  Section  130  serves  to  limit  the  de¬ 
ductions,  other  than  taxes  and  interest, 
attributable  to  a  trade  or  business  car¬ 
ried  on  by  an  individual  which  are  other¬ 
wise  allowable  to  such  individual  under 
the  provisions  of  chapter  1.  If  in  each 
of  five  consecutive  taxable  years  the  de¬ 
ductions  attributable  to  a  trade  or  busi¬ 
ness,  except  the  deduction  for  interest 
and  except  the  deduction  for  taxes,  ex¬ 
ceed  the  gross  income  derived  from  such 
trade  or  business  by  more  than  $50,000, 
the  net  income  of  such  individual  must 
be  recomputed  for  each  of  such  five  tax¬ 
able  years.  In  recomputing  the  net  in¬ 
come  for  each  of  the  five  taxable  years, 
deductions  (other  than  those  for  interest 
and  taxes)  attributable  to  the  trade  or 
business,  and  otherwise  allowable  under 
chapter  1,  shall  be  allowed  only  to  the 
extent  of  (i)  the  gross  income  derived 
from  the  trade  or  business,  plus  (ii) 
$50,000.  The  deduction  for  interest 
and  the  deduction  for  taxes  shall  each 
be  allowed  in  full.  The  net  operating 
loss  deduction  provided  in  section  23  (s) , 
to  the  extent  attributable  to  the  given 
trade  or  business,  shall  be  disallowed 
in  its  entirety  in  making  such  recompu¬ 
tation.  Thus,  any  carry-over  or  carry¬ 
back  of  a  net  operating  loss,  so  attribut¬ 
able,  either  from  a  year  within  the  pe¬ 
riod  of  five  consecutive  taxable  years  or 


from  a  year  outside  of  such  period,  shall 
be  ignored  in  making  the  recomputation 
of  net  income.  However,  the  net  oper¬ 
ating  loss  deduction  provided  in  section 
23  (s)  shall  be  included  in  determining 
whether  the  deductions  (other  than  the 
deduction  for  interest  and  the  deduction 
for  taxes),  otherwise  allowable  under 
chapter  1,  which  are  attributable  to  a 
trade  or  business  exceed  the  gross  in¬ 
come  derived  from  such  trade  or  busi¬ 
ness  by  more  than  $50,000  in  any  tax¬ 
able  year.  The  limitations  on  deduc¬ 
tions  provided  by  section  130  are  appli¬ 
cable  in  determining  under  section  122 
the  amount  of  any  net  operating  loss 
carry-over  or  carry-back  from  any  year 
which  falls  within  the  provisions  of  sec¬ 
tion  130  to  any  year  which  does  not  fall 
within  such  provisions.  Also  in  deter¬ 
mining  under  section  122  the  amount  of 
any  net  operating  loss  carry-over  from 
a  year  which  falls  within  the  provisions 
of  section  130  to  a  year  which  does  not 
fall  within  such  provisions,  the  amount 
of  the  net  operating  loss  is  to  be  reduced 
by  the  net  income  (computed  as  provided 
in  §  39.122-4  (c),  and,  in  the  case  of  any 
taxable  year  which  falls  within  the  pro¬ 
visions  of  section  130,  determined  after 
the  application  of  section  130)  of  any 
taxable  year  preceding  or  succeeding  the 
taxable  year  of  the  net  operating  loss  to 
which  such  loss  must  first  be  carried  back 
or  carried  over  under  the  provisions  of 
section  122  vb),  even  though  the  net 
operating  loss  deduction  is  not  an  allow¬ 
able  deduction  for  such  preceding  or  suc¬ 
ceeding  taxable  year. 

(2)  If  an  individual  carries  on  several 
trades  or  businesses,  the  deductions  at¬ 
tributable  to  such  trades  or  businesses, 
and  the  gross  income  derived  from  such  * 
trades  or  businesses,  shall  not  be  aggre¬ 
gated  in  determining  whether  the  de¬ 
ductions  (other  than  those  for  interest 
and  taxes)  exceed  the  gross  income  de¬ 
rived  from  such  trades  or  businesses  by 
more  than  $50,000  in  any  taxable  year. 
Each  trade  or  business  shall  be  consid¬ 
ered  separately.  The  trade  or  business 
carried  on  by  the  individual  must  be  the 
same  in  each  of  the  five  consecutive  tax¬ 
able  years  in  which  the  deductions  (other 
than  those  for  interest  and  taxes)  ex¬ 
ceed  the  gross  income  derived  from  such 
trade  or  business  by  more  than  $50,000. 

(3)  For  purposes  of  section  130,  a 
given  taxable  year  may  be  part  of  two 
or  more  different  periods  of  five  consecu¬ 
tive  taxable  years.  Thus,  if  the  deduc¬ 
tions,  other  than  taxes  and  interest,  at¬ 
tributable  to  a  trade  or  business  carried 
on  by  an  individual  exceed  the  gross  in¬ 
come  from  such  business  by  more  than 
$50,000  for  each  of  six  consecutive  tax¬ 
able  years,  the  fifth  year  of  such  six 
consecutive  taxable  years  shall  be  consid¬ 
ered  to  be  a  part  both  of  a  five-year  pe¬ 
riod  beginning  with  the  first  and  ending 
with  the  fifth  taxable  year  and  of  a  five- 
year  period  beginning  with  the  second 
and  ending  with  the  sixth  taxable  year. 

(b)  Redetermination  of  tax.  The  tax 
imposed  by  chapter  1  for  each  of  the  five 
consecutive  taxable  years  specified  in 
paragraph  (a)  of  this  section  shall  be 
redetermined  upon  the  basis  of  the  net 
income  of  the  individual  recomputed  in 
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the  manner  described  in  paragraph  (a) 
of  this  section.  If  the  assessment  of  a 
deficiency  is  prevented  (except  for  the 
provisions  of  section  3801,  relating  to 
mitigation  of  effect  of  limitation  and 
other  provisions  in  income  tax  cases,  or 
3807,  relating  to  period  of  limitation  in 
case  of  related  taxes  under  chapter  1  and 
chapter  2)  by  the  operation  of  any  pro¬ 
vision  of  law  (e.  g..  sections  275  and 
276,  relating  to  the  period  of  limitation 
upon  assessment  and  collection)  except 
section  3761,  relating  to  compromises,  or 
by  any  rule  of  law  (e.  g.,  res  judicata), 
then  the  excess  of  the  tax  for  such  year 
as  recomputed  over  the  tax  previously 
determined  for  such  year  shall  be  con¬ 
sidered  a  deficiency  for  purposes  of  sec¬ 
tion  130.  The  term  “tax  previously  de¬ 
termined”  shall  have  the  same  meaning 
as  that  assigned  to  such  term  by  section 
3801  (d).  See  §  39.3801  (d)-l. 

(c)  Assessment  of  tax.  Any  amount 
determined  as  a  deficiency  in  the  man¬ 
ner  described  in  paragraph  (b)  of  this 
section  In  respect  of  any  taxable  year 
of  the  five  consecutive  taxable  years 
specified  in  paragraph  (a)  of  this  sec¬ 
tion  may  be  assessed  and  collected  as  if 
on  the  date  of  the  expiration  of  the 
period  of  limitation  for  the  assessment 
of  a  deficiency  for  the  fifth  taxable  year 
of  such  five  consecutive  taxable  years, 
one  year  remained  before  the  expiration 
of  the  period  of  limitation  upon  assess¬ 
ment  for  the  taxable  year  in  respect  of 
which  the  deficiency  is  determined.  If 
the  taxable  year  is  one  in  respect  of 
which  an  assessment  could  be  made 
without  regard  to  section  130,  the 
amount  of  the  actual  deficiency  as  de- 
.  fined  in  section  271  (whether  it  is  greater 
than,  equal  to,  or  less  than  the  deficiency 
determined  under  section  130  (b))  shall 
be  assessed  and  collected.  However,  if 
the  assessment  of  a  deficiency  for  such 
taxable  year  would  be  prevented  by  any 
provision  of  law  (e.  .  g.,  the  period  of 
limitation  upon  the  assessment  of  tax) 
except  section  3761,  relating  to  com¬ 
promises,  or  by  the  operation  of  any  rule 
of  law  (e.  g.,  res  judicata),  then  the 
excess  of  the  tax  recomputed  as  de¬ 
scribed  in  paragraph  (b)  of  this  section 
over  the  tax  previously  determined  may 
be  assessed  and  collected  even  though  in 
fact  there  is  no  actual  deficiency,  as  de¬ 
fined  in  section  271,  in  respect  of  the 
given  taxable  year. 

§  39.130A  Statutory  provisions;  em¬ 
ployee  stock  options. 

Sec.  130A.  Employee  stock  options — (a) 
Treatment  of  restricted  stock  options.  If  a 
share  of  stock  is  transferred  to  an  individual 
pursuant  to  his  exercise  after  1949  of  a  re¬ 
stricted  stock  option,  and  no  disposition  of 
such  share  is  made  by  him  within  two  years 
from  the  date  of  the  granting  of  the  option 
nor  within  six  months  after  the  transfer  of 
such  share  to  him — 

(1)  No  Income  shall  result  at  the  time  of 
the  transfer  of  such  share  to  the  Individual 
upon  his  exercise  of  the  option  with  respect 
to  such  share; 

(2)  No  deduction  under  section  23  (a) 
shall  be  allowable  at  any  time  to  the  em¬ 
ployer  corporation  of  such  individual  or  its 
parent  or  subsidiary  corporation  with  respect 
to  the  share  so  transferred;  and 

(3)  No  amount  other  than  the  option 
price  shall  be  considered  as  received  by  either 


RULES  AND  REGULATIONS 

of  such  corporations  for  the  share  so  trans¬ 
ferred. 

This  subsection  and  subsection  (b)  shall  not 
apply  unless  (A)  the  individual,  at  the  time 
he  exercises  the  restricted  stock  option,  is  an 
employee  of  the  corporation  granting  such 
option  or  of  a  parent  or  subsidiary  corpora¬ 
tion  of  such  corporation,  or  (B)  the  option 
is  exercised  by  him  within  three  months  after 
the  date  he  ceases  to  be  an  employee  of  any 
of  such  corporations. 

(b)  Special  rule  where  option  price  is  be¬ 
tween  85  percent  and  95  percent  of  value  of 
stock.  If  no  disposition  of  a  share  of  stock 
acquired  by  an  individual  upon  his  exercise 
after  1949  of  a  restricted  stock  option  is  made 
by  him  within  two  years  from  the  date  of  the 
granting  of  the  option  nor  within  six  months 
after  the  transfer  of  such  share  to  him,  but, 
at  the  time  the  restricted  stock  option  was 
granted,  the  option  price  was  less  than  95 
per  centum  of  the  fair  market  value  at  such 
time  of  such  share,  then,  in  the  event  of  any 
disposition  of  such  6hare  by  him,  or  in  the 
event  of  his  death  (whenever  occurring) 
while  owning  such  share,  there  shall  be  in¬ 
cluded  as  compensation  (and  not  as  gain 
upon  the  sale  or  exchange  of  a  capital  asset) 
in  his  gross  income,  for  the  taxable  year  in 
which  falls  the  date  of  such  disposition  or 
for  the  taxable  year  closing  with  his  death, 
whichever  is  applicable,  an  amount  equal  to 
the  amount  (if  any)  by  which  the  option 
price  is  exceeded  by  the  lesser  of — 

(1)  The  fair  market  value  of  the  share  at 
the  time  of  such  disposition  or  death,  or 

(2)  The  fair  market  value  of  the  share  at 
the  time  the  option  was  granted. 

In  the  case  of  the  disposition  of  such  share 
by  the  individual,  the  basis  of  the  share  in 
his  hands  at  the  time  of  such  disposition 
shall  be  increased  by  an  amount  equal  to  the 
amount  so  includible  In  his  gross  income. 

(c)  Acquisition  of  new  stock.  If  stock 
transferred  to  an  individual  upon  his  exercise 
of  the  option  is  exchanged  by  him  for  stock 
or  securities  in  an  exchange  within  the  pro¬ 
visions  of  section  112  (b)  (2)  or  (3),  or  if 
new  stock,  as  described  in  section  113  (a) 
(19),  is  acquired  upon  a  distribution  with 
respect  to  such  stock,  the  stock  or  securi¬ 
ties  acquired  in  such  exchange  and  such  new 
stock  shall  be  considered  as  having  been 
transferred  to  him  upon  his  exercise  of  such 
option.  A  similar  rule  shall  be  applied  in 
the  case  of  a  series  of  such  exchanges  or 
acquisitions. 

(d)  Definitions.  For  the  purposes  of  this 
section — 

(1)  Restricted  stock  option.  The  term 
“restricted  stock  option”  means  an  option 
granted  after  February  2G,  1945,  to  an  in¬ 
dividual,  for  any  reason  connected  with  his 
employment  by  a  corporation,  if  granted  by 
the  employer  corporation  or  its  parent  or 
subsidiary  corporation,  to  purchase  stock  of 
any  of  such  corporations,  but  only  if — 

(A)  At  the  time  such  option  is  granted 
the  option  price  is  at  least  85  per  centum 
of  the  fair  market  value  at  such  time  of  the 
stock  subject  to  the  option;  and 

(B)  Such  option  by  its  terms  is  not  trans¬ 
ferable  by  such  Individual  otherwise  than 
by  will  or  the  laws  of  descent  and  distribu¬ 
tion,  and  Is  exercisable,  during  his  lifetime, 
only  by  him;  and 

(C)  Such  Individual,  at  the  time  the 
option  is  granted,  does  not  own  stock  pos¬ 
sessing  more  than  10  per  centum  of  the  total 
combined  voting  power  of  all  classes  of  stock 
of  the  employer  corporation  or  of  its  parent 
or  subsidiary  corporation.  For  the  purposes 
of  this  subparagraph — 

(1)  Such  individual  shall  be  considered  as 
owning  the  stock  owned,  directly  or  indi¬ 
rectly,  by  or  for  his  brothers  and  sisters 
(whether  by  the  whole  or  half  blood), 
spouse,  ancestors,  and  lineal  descendants; 
and 


(il)  Stock  owned,  directly  or  indirectly,  by 
or  for  a  corporation,  partnership,  estate,  or 
trust,  shall  be  considered  as  being  owned 
proportionately  by  or  for  its  shareholders, 
partners,  or  beneficiaries. 

(2)  Parent  corporation.  The  term  “par¬ 
ent  corporation”  means  any  corporation 
(other  than  the  employer  corporation)  In  an 
unbroken  chain  of  corporations  ending  witn 
the  employer  corporation  if,  at  the  time  of 
granting  of  the  option,  each  of  the  corpora¬ 
tions  other  than  the  employer  corporation 
owns  stock  possessing  more  than  50  per 
centum  of  the  total  combined  voting  power 
of  all  classes  of  stock  in  one  of  the  other 
corporations  in  such  chain. 

(3)  Subsidiary  corporation.  The  term 
“subsidiary  corporation”  means  any  cor¬ 
poration  (other  than  the  employer  corpora¬ 
tion)  in  an  unbroken  chain  of  corporations 
beginning  with  the  employer  corporation  if, 
at  the  time  of  the  granting  of  the  option, 
each  of  the  corporations  other  than  the  last 
corporation  in  the  unbroken  chain  owns 
stock  possessing  more  than  50  per  centum 
of  the  total  combined  voting  power  of  all 
classes  of  stock  in  one  of  the  other  cor¬ 
porations  In  such  chain. 

(4)  Disposition.  The  term  “disposition” 
Includes  a  sale,  exchange,  gift,  or  any  trans¬ 
fer  of  legal  title,  but  does  not  Include — 

(A)  A  transfer  from  a  decedent  to  his 
estate  or  a  transfer  by  bequest  or  inheritance; 

(B)  An  exchange  which  is  within  the  pro¬ 
visions  of  section  112  (b)  (2)  or  (3);  or 

(C)  A  mere  pledge  or  hypothecation. 

(5)  Stockholder  approval.  If  the  grant 
of  an  option  is  subject  to  approval  by  stock¬ 
holders,  the  date  of  grant  of  the  option  shall 
be  determined  as  if  the  option  had  not  been 
subject  to  such  approval. 

(e)  Modification,  extension,  or  renewal  of 
option.  For  the  purposes  of  subsection  (d), 
if  the  terms  of  any  option  to  purchase  stock 
are  modified,  extended,  or  renewed,  the  fol¬ 
lowing  rules  shall  be  applied  with  respect  to 
transfers  of  stock  made  upon  an  exercise  of 
the  option  after  the  making  of  such  modifi¬ 
cation,  extension,  or  renewal: 

(1)  Such  modification,  extension,  or  re¬ 
newal  shall  be  considered  as  the  granting 
of  a  new  option; 

(2)  The  fair  market  value  of  such  stock 
at  the  time  of  the  granting  of  such  option 
shall  be  considered  as  (A)  the  fair  market 
value  of  such  stock  on  the  date  of  the  origi¬ 
nal  granting  of  the  option,  (B)  the  fair  mar¬ 
ket  value  of  such  stock  on  the  date  of  the 
making  of  such  modification,  extension,  or 
renewal,  or  (C)  the  fair  market  value  of  such 
stock  at  the  time  of  the  making  of  any  inter¬ 
vening  modification,  extension,  or  renewal, 
whichever  is  the  highest. 

(Sec.  130A  as  added  by  sec.  218  (a).  Rev.  Act 
1950;  amended  by  sec.  331,  Rev.  Act  1951] 

§  39.130A-1  Meaning  and  use  of  cer¬ 
tain  terms — (a)  Option.  (1)  For  the 
purpose  of  section  130A,  the  term 
“option”  includes  the  right  or  privilege 
of  an  individual  to  purchase  stock  from 
a  corporation  by  virtue  of  an  offer  of  the 
corporation  continuing  for  a  stated 
period  of  time,  whether  or  not  irrevoca¬ 
ble,  to  sell  such  stock  at  a  stated  price, 
such  individual  being  under  no  obliga¬ 
tion  to  purchase.  Such  right  or  privilege, 
when  granted,  must  be  evidenced  in 
writing.  The  individual  who  has  such 
right  or  privilege  is  referred  to  as  the 
optionee  and  the  corporation  offering  to 
sell  stock  under  such  an  arrangement  is 
referred  to  as  the  optionor.  While  no 
particular  form  of  words  is  necessary, 
the  written  option  should  express,  among 
other  things,  an  offer  to  sell  at  a  stated 
option  price  and  the  period  of  time  dur* 
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ing  which  the  offer  shall  remain  open. 

(2)  An  option  may  be  granted  as  part 
of  or  in  conjunction  with  an  employee 
stock  purchase  plan  or  subscription  con¬ 
tract. 

(3)  An  arrangement  between  a  cor¬ 
poration  and  an  employee  may  involve 
more  than  one  option.  For  example,  if  a 
corporation  on  June  1, 1952,  grants  to  an 
employee  the  right  to  purchase  1,000 
shares  of  its  stock  on  or  after  June  1, 

1953,  another  1,000  shares  on  or  after 
June  1,  1954,  and  a  further  1,000  shares 
on  or  after  June  1,  1955,  all  shares  to  be 
purchased  before  June  1,  1956,  provided 
the  employee  at  the  time  of  exercise  of 
any  of  the  purchase  rights  is  employed  by 
the  corporation,  such  an  arangement  will 
be  construed  as  the  grant  to  the  em¬ 
ployee  on  June  1,  1952,  of  three  options, 
each  for  the  purchase  of  1,000  shares. 
Similarly,  if  a  corporation  grants  to  an 
employee  on  January  1,  1953,  the  right 
to  purchase  1,000  shares  of  its  stock  at 
$85  per  share  during  1953,  at  $75  per 
share  during  1954,  and  at  $65  per  share 
during  1955,  such  an  arrangement  will 
be  construed  as  the  grant  to  the  employee 
on  January  1,  1953,  of  three  alternative 
options,  one  option  for  the  purchase  of 
1,000  shares  at  $85  per  share  during  1953, 
an  alternative  option  for  the  purchase 
of  1,000  shares  at  $75  per  share  during 

1954,  and  a  third  alternative  option  for 
the  purchase  of  1.000  shares  at  $65  per 
share  during  1955. 

(b)  Time  and  date  of  granting  of  op¬ 
tion.  (1)  For  the  purpose  of  section 
130A,  the  words  “the  date  of  the  granting 
of  the  option”  and  “the  time  such  option 
is  granted”,  and  similar  phrases  refer  to 
the  date  or  time  when  the  corporation 
completes  the  corporate  action  consti¬ 
tuting  an  offer  of  stock  for  sale  to  an 
individual  under  the  terms  and  con¬ 
ditions  of  a  restricted  stock  option. 
Ordinarily,  if  the  corporate  action  con¬ 
templates  an  immediate  offer  of  stock  for 
sale  to  an  individual  or  to  a  class  in¬ 
cluding  such  individual,  or  contemplates 
a  particular  date  on  which  such  offer  is 
to  be  made,  the  time  or  date  of  the  grant¬ 
ing  of  the  option  is  the  time  or  date  of 
such  corporate  action  if  the  offer  is  to  be 
made  immediately,  or  the  date  contem¬ 
plated  as  the  date  of  the  offer,  as  the  case 
may  be.  However,  an  unreasonable  de¬ 
lay  in  the  giving  of  notice  of  such  offer 
to  the  individual  or  to  the  class  will  be 
taken  into  account  as  indicating  that  the 
corporation  contemplated  that  the  offer 
was  to  be  made  at  the  subsequent  date 
on  which  such  notice  is  given.  If  the 
terms  of  the  offer  do  not  specify  the 
amount  of  the  option  price,  the  option 
will  not  be  considered  granted  before  the 
date  on  which  the  amount  of  the  option 
price  becomes  fixed  or  determinable. 

(2)  If  the  corporation  imposes  condi¬ 
tions  on  the  granting  of  an  option  (as 
distinguished  from  conditions  governing 
the  exercise  of  the  option) ,  such  condi¬ 
tions  shall  be  given  effect  in  accordance 
with  the  intent  of  the  corporation.  A 
special  rule  is  provided  by  section  130 A 
<d>  (5)  for  options  subject  to  stockholder 
approval.  If  the  grant  of  an  option  is 
subject  to  approval  by  stockholders,  the 
date  of  grant  of  the  option  shall  be  de- 
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termined  as  if  the  option  had  not  been 
subject  to  such  approval.  A  condition 
which  does  not  require  corporate  action, 
such  as  the  approval  of  some  regulatory 
or  governmental  agency,  for  example,  a 
stock  exchange  or  the  Securities  and  Ex¬ 
change  Commission,  is  ordinarily  con¬ 
sidered  a  condition  upon  the  exercise  of 
the  option  unless  the  corporate  action 
clearly  indicates  that  the  option  is  not  to 
be  granted  until  such  condition  is  satis¬ 
fied.  If  an  option  is  granted  to  an  indi¬ 
vidual  upon  the  condition  that  such 
individual  will  become  an  employee  of 
the  corporation  granting  the  option  or  of 
its  parent  or  subsidiary  corporation,  such 
option  is  not  granted  prior  to  the  date 
the  individual  becomes  such  an  employee. 

(3)  In  general,  conditions  imposed 
upon  the  exercise  of  an  option  will  not 
operate  to  make  ineffective  the  granting 
of  the  option.  For  example,  on  June  1, 
1952,  the  A  Corporation  grants  to  X,  an 
employee,  an  option  to  purchase  5,000 
shares  of  the  corporation  stock,  exer¬ 
cisable  by  X  on  or  after  June  1, 1953,  pro¬ 
vided  he  is  employed  by  the  corporation 
on  June  1,  1953.  Such  an  option  is 
granted  to  X  on  June  1,  1952. 

(c)  Stock.  For  the  purpose  of  section 
130A,  the  term  “stock”  means  capital 
stock  of  any  class,  including  voting  or 
nonvoting  common  or  preferred  stock. 
The  term  includes  both  treasury  stock 
and  stock  of  original  issue.  Special 
classes  of  stock  authorized  to  be  issued 
to  and  held  by  employees  are  within  the 
scope  of  the  term  “stock”  as  used  in  sec¬ 
tion  130A,  provided  such  stock  otherwise 
possesses  the  rights  and  characteristics 
of  capital  stock. 

(d)  Option  price.  For  the  purpose  of 
section  130A,  the  term  “option  price’’ 
means  the  consideration  in  money  or 
property  which,  pursuant  to  the  terms 
of  the  option,  is  the  price  at  which  the 
stock  subject  to  the  option  is  purchased. 

(e)  Exercise.  For  the  purpose  of  sec¬ 
tion  130A,  the  term  “exercise”,  when 
used  in  reference  to  an  option,  means  the 
act  of  acceptance  by  the  optionee  of  the 
offer  to  sell  contained  in  the  option.  In 
general,  the  time  of  exercise  is  the  time 
when  there  is  a  sale  or  a  contract  to  sell 
between  the  corporation  and  the  individ¬ 
ual.  An  agreement  or  undertaking  by 
the  employee  to  make  payments  under  a 
stock  purchase  plan  does  not  constitute 
the  exercise  of  an  option  so  long  as  the 
payments  made  remain  subject  to  with¬ 
drawal  by  the  employee.  If  the  terms  of 
the  offer  do  not  specify  the  amount  of 
the  option  price,  the  option  will  not  be 
considered  exercised  prior  to  the  date  on 
which  the  amount  of  the  option  price 
becomes  fixed  or  determinable. 

(f )  Transfer.  For  the  purpose  of  sec¬ 
tion  130A,  the  term  “transfer”,  when 
used  in  reference  to  the  transfer  to  an 
individual  of  a  share  of  stock  pursuant 
to  his  exercise  of  a  restricted  stock  op¬ 
tion,  means  the  transfer  of  ownership 
of  such  share,  or  the  transfer  of  substan¬ 
tially  all  the  rights  of  ownership.  Such 
transfer  must,  within  a  reasonable  time, 
be  evidenced  on  the  books  of  the  corpora¬ 
tion. 

§  39.130A-2  Restricted  stock  option — 
(a)  In  general.  (1)  A  “restricted  stock 


option”  is  an  option  granted  after  Febru¬ 
ary  26,  1945,  to  an  individual,  for  any 
reason  connected  with  his  employment 
by  a  corporation,  if  granted  by  the  em¬ 
ployer  corporation  or  its  parent  or  sub¬ 
sidiary  corporation,  to  purchase  stock  of 
any  of  such  corporations,  but  only  if 
(i)  at  the  time  such  option  is  granted  the 
option  price  is  at  least  85  percent  of  the 
fair  market  value  at  such  time  of  the 
stock  subject  to  the  option;  and  (ii)  such 
option  by  its  terms  is  not  transferable  by 
such  individual  otherwise  than  by  will  or 
by  the  laws  of  descent  and  distribution, 
and  is  exercisable,  during  his  lifetime, 
only  by  him;  and  (iii)  such  individual, 
at  the  time  the  option  is  granted,  does 
not  own  stock  possessing  more  than  10 
percent  of  the  total  combined  voting 
power  of  all  classes  of  stock  either  of  the 
employer  corporation  or  of  its  parent  or 
subsidiary  corporation. 

(2)  At  the  time  the  option  is  granted, 
the  relationship  between  the  individual 
to  whom  an  option  is  granted  and  the 
corporation  granting  the  option  (or  a 
corporation  which  is  a  parent  or  subsid¬ 
iary  thereof)  must  be  the  legal  and  bona 
fide  relationship  of  employer  and  em¬ 
ployee.  For  rules  applicable  to  the  de¬ 
termination  whether  the  employer-em¬ 
ployee  relationship  exists,  see  §  405.104 
of  this  chapter  (Regulations  116)  relating 
to  collection  of  income  tax  at  source  on 
wages.  An  option  granted  prior  to  em¬ 
ployment  or  after  termination  of  employ¬ 
ment  is  not  a  restricted  stock  option. 
As  to  the  granting  of  an  option  condi¬ 
tioned  upon  employment,  see  paragraph 
(b)  of  §  39.130A-1.  The  option  must  be 
granted  for  a  reason  connected  with  the 
individual’s  employment  by  the  corpora¬ 
tion  or  by  its  parent  or  subsidiary  corpo¬ 
ration.  An  option  may  qualify  as  a  re¬ 
stricted  stock  option  only  if,  under  the 
terms  of  the  option,  it  is  not  transferable 
(other  than  by  will  or  by  the  laws  of 
descent  and  distribution)  by  the  individ¬ 
ual  to  whom  it  is  granted,  and  is  exercis¬ 
able,  during  the  lifetime  of  such  individ¬ 
ual,  only  by  him.  Accordingly,  an 
option  which  is  transferable  by  the 
individual  to  whom  it  is  granted  during 
his  lifetime,  or  is  exercisable  during 
such  individual’s  lifetime  by  another 
person,  is  not  a  restricted  stock  option. 

(b)  Ownership  of  10  percent  of  stock. 
In  determining  the  amount  of  stock 
owned  by  an  individual,  for  the  purpose 
of  applying  the  10  percent  test  of  sec¬ 
tion  130A  (d)  (1)  (C),  stock  of  the  em¬ 
ployer  corporation  or  of  its  parent  or 
subsidiary  owned  (directly  or  indirectly) 
by  or  for  such  individual’s  brothers  and 
sisters  (whether  by  the  whole  or  half 
blood),  spouse,  ancestors,  and  lineal  de¬ 
scendants,  shall  be  considered  as  owned 
by  such  individual.  For  the  purpose  of 
section  130A,  if  a  corporation,  partner¬ 
ship,  estate,  or  trust  owns  (directly  or  in¬ 
directly)  stock  of  the  employer  corpo¬ 
ration  or  of  its  parent  or  subsidiary, 
such  stock  shall  be  considered  as  being 
owned  proportionately  by  or  for  the 
shareholders,  partners,  or  beneficiaries 
of  the  corporation,  partnership,  estate, 
or  trust. 

§  39.130A-3  Exercise  of  restricted 
stock  option,  (a)  The  special  rules  of 
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income-  tax  treatment  provided  in  sec¬ 
tion  130 A  (a)  and  (b)  are  applicable 
only  if  the  following  conditions  exist 
with  respect  to  the  transfer  of  a  share 
of  stock  to  an  individual: 

(1)  The  share  of  stock  is  transferred 
to  the  individual  pursuant  to  his  exer¬ 
cise  after  1949  of  a  restricted  stock  op¬ 
tion;  and 

(2)  At  the  time  the  option  is  exer¬ 
cised  by  him,  the  individual  is  an  em¬ 
ployee  of  the  corporation  granting  such 
option  (or  of  a  parent  or  subsidiary 
thereof >  or  was  an  employee  of  any 
such  corporations  within  three  months 
prior  to  the  date  the  option  is  exercised, 

<b>  The  special  treatment  provided  in 
section  130A  (a)  and  (b)  shall  apply 
only  if  the  restricted  stock  option  is  exer¬ 
cised  by  the  individual  to  whom  it  was 
granted.  Such  special  treatment  shall 
not  be  applicable  with  respect  to  stock 
transferred  pursuant  to  the  exercise  of 
the  option  by  the  individual’s  executor, 
administrator,  heir,  or  legatee.  Under 
the  provisions  of  section  130 A  (d)  (1) 
(B),  an  option  may  qualify  as  a  re¬ 
stricted  stock  option  although  it  is  trans¬ 
ferable  at  death  to  the  individual’s  exec¬ 
utor,  administrator,  heir,  or  legatee. 
Thus,  the  fact  that  a  restricted  stock 
option  may  be  exercised  by  an  executor, 
administrator,  heir,  or  legatee  does  not 
deprive  the  individual  who  exercises  such 
option  during  his  lifetime  of  the  special 
treatment  provided  in  section  130A. 

(c)  At  the  time  of  exercise  of  a  re¬ 
stricted  stock  option,  the  status  of  the 
individual  exercising  such  option  must 
be  that  of  a  bona  fide  employee  of  the 
corporation  granting  the  option  or  that 
of  a  bona  fide  employee  of  a  parent  or 
subsidiary  of  such  corporation,  or  such 
individual  must  have  been  a  bona  fide 
employee  of  any  such  corporation  within 
three  months  previous  to  the  date  of 
exercise. 

(d)  <1>  The  determination  whether 
an  option  ultimately  exercised  is  a  re¬ 
stricted  stock  option  is  made  as  of  the 
date  such  option  is  granted.  An  option 
which  is  a  restricted  stock  option  when 
granted  does  not  lose  its  character  as 
such  an  option  by  reason  of  subsequent 
events,  and  an  option  which  is  not  a 
restricted  stock  option  when  granted 
does  not  become  such  an  option  by  rea¬ 
son  of  subsequent  events.  See,  however, 
§  39.130A-4,  relating  to  modification, 
extension,  or  renewal  of  an  option. 

(2)  The  application  of  subparagraph 
(1)  of  this  paragraph  may  be  illustrated 
by  the  following  examples : 

Example  (1).  S-l  Corporation  Is  a  subsid¬ 
iary  of  S  Corporation  which.  In  turn,  is  a 
subsidiary  of  P  Corporation.  On  June  1, 
1952,  P  grants  to  an  employee  of  P  a  re¬ 
stricted  stock  option  to  purchase  a  share  of 
stock  of  S-l.  On  January  1,  1953,  S  sells  a 
portion  of  the  S-l  stock  which  it  owns  to  an 
unrelated  corporation  and,  as  of  that  date, 
S-l  ceases  to  be  a  subsidiary  of  S.  On  May 
1.  1953,  while  still  employed  by  P,  the  em¬ 
ployee  exercises  his  option  to  purchase  a 
share  of  S-l  stock.  The  employee  has  exer¬ 
cised  a  restricted  stock  option. 

Example  (2).  Assume  P  grants  an  option 
to  an  employee  under  the  same  facts  as  in 
example  (1)  above,  except  that  on  June  1, 
1952,  S-l  is  not  a  subsidiary  of  either  S  or  P. 
Such  option  is  not  a  restricted  stock  option 


on  June  1,  1952.  On  Jam’ary  1,  1953,  S  pur¬ 
chases  from  an  unrelated  corporation  a  suffi¬ 
cient  number  of  shares  of  S-l  stock  to  make 
S-l,  as  of  that  date,  a  subsidiary  of  S.  On 
May  1,  1953,  while  still  employed  by  P,  the 
employee  exercises  his  option  to  purchase  a 
share  of  S-l  stock.  The  employee  has  not 
exercised  a  restricted  stock  option. 

§  39.130A-4  Modification,  extension, 
or  renewal,  (a)  Section  130A  (e)  pro¬ 
vides  rules  for  determining  whether  a 
share  of  stock  transferred  to  an  indi¬ 
vidual  upon  his  exercise  of  an  option, 
after  the  terms  thereof  have  been  modi¬ 
fied,  extended,  or  renewed,  is  transferred 
pursuant  to  the  exercise  of  a  restricted 
stock  option.  For  the  purpose  of  such 
determination,  the  statute  provides  that: 

(1)  Any  modification,  extension,  or 
renewal  of  the  terms  of  an  option  to  pur¬ 
chase  stock  shall  be  considered  as  the 
granting  of  a  new'  option ;  and 

(2)  The  fair  market  value  of  the  stock 
subject  to  the  option  at  the  time  of  the 
granting  of  such  option  shall  be  consid¬ 
ered  as  the  fair  market  value  of  such 
stock  (i)  on  the  date  of  the  original 
granting  of  the  option,  (ii)  on  the  date 
of  the  making  of  such  modification,  ex¬ 
tension,  or  renewal,  or  (iii)  at  the  time 
of  the  making  of  any  intervening  modifi¬ 
cation,  extension,  or  renewal,  whichever 
is  the  highest. 

(b)  The  time  or  date  when  an  option 
is  modified,  extended,  or  renewed  shall 
be  determined,  insofar  as  applicable,  in 
accordance  with  the  rules  governing  de¬ 
termination  of  the  time  or  date  of  grant¬ 
ing  an  option  provided  in  paragraph  (b) 
of  §  39.130A-1.  A  modification  of  an 
option  includes  any  material  change  in 
the  terms  or  conditions  of  the  option. 
For  example,  a  material  change  in  the 
terms  of  the  option  with  respect  to  the 
kind  or  price  of  the  shares  of  stock  sub¬ 
ject  to  the  option  is  a  modification  of  the 
option.  Likewise,  a  material  change  in 
the  time  of  issuance  of  stock  subject  to 
the  option,  the  terms  of  payment  for  such 
stock,  or  an  acceleration  or  postpone¬ 
ment  of  the  exercise  date  is  a  modifica¬ 
tion  of  the  option.  However,  a  mere 
change  in  the  terms  of  the  option,  with 
respect  to  the  number  or  price  of  the 
shares  of  stock  subject  to  the  option,  to 
reflect  a  stock  dividend  or  stock  split-up 
is  not  a  modification  of  the  option. 
Where  an  option  is  amended  solely  to 
increase  the  number  of  shares  subject  to 
the  option,  such  increase  shall  not  be 
considered  as  a  modification  of  the  op¬ 
tion,  but  shall  be  treated  as  the  grant  of 
a  new  option  for  the  additional  shares. 
An  extension  of  an  option  refers  to  the 
granting  by  the  corporation  to  the  op¬ 
tionee  of  an  additional  period  of  time 
within  which  to  exercise  the  option  be¬ 
yond  the  time  originally  prescribed.  A 
renewal  of  an  option  is  the  granting  by 
the  corporation  of  the  same  rights  or 
privileges  contained  in  the  original  op¬ 
tion  on  the  same  terms  and  conditions. 
The  foregoing  rules  apply  as  well  to  suc¬ 
cessive  modifications,  extensions,  and 
renewals. 

(c)  A  restricted  stock  option  may,  as 
a  result  of  a  modification,  extension,  or 
renewal,  thereafter  cease  to  be  a  re¬ 
stricted  stock  option,  or  an  option  may, 
by  modification,  extension,  or  renewal. 


thereafter  become  a  restricted  stock  op¬ 
tion. 

(d)  The  rule  stated  in  section  130A 

(e)  may  be  illustrated  by  the  following 
examples: 

Example  ( 1 ).  On  June  1,  1952,  the  X 
Corporation  grants  to  an  employee  an  op¬ 
tion  to  purchase  100  shares  of  the  stock  of 
X  Corporation  at  $90  per  share,  such  option 
to  be  exercised  on  or  before  June  1,  1954. 
At  the  time  the  option  is  granted,  the  fair 
market  value  of  the  X  Corporation  stock  is 
$100  per  share.  On  February  1,  1953,  before 
the  employee  exercises  the  option,  X  Corpo¬ 
ration  modifies  the  option  to  provide  that 
the  price  at  which  the  employee  may  pur¬ 
chase  the  stock  shall  be  $80  per  share.  On 
February  1,  1953,  the  fair  market  value  of 
the  X  Corporation  stock  is  $90  per  share. 
Under  section  130A  (e),  the  X  Corporation  is 
deemed  to  have  granted  an  option  to  the 
employee  on  February  1,  1953,  to  purchase  at 
$80  per  share  100  shares  of  stock  having  a 
fair  market  value  of  $100  per  share,  that  is, 
the  higher  of  the  fair  market  value  of  the 
stock  on  June  1,  1952,  and  on  February  l, 

1953.  The  exercise  of  such  option  by  the 
employee  after  February  1,  1953,  is  not  the 
exercise  of  a  restricted  stock  option. 

Example  (2).  On  June  1,  1952,  the  X  Cor¬ 
poration  grants  to  an  employee  a  restricted 
stock  option  to  purchase  100  shares  of  X 
Corporation  stock  at  $90  per  share,  exer¬ 
cisable  after  December  31,  1953,  and  or  on 
before  June  1,  1954.  On  June  1,  1952,  the 
fair  market  value  of  X  Corporation’s  stock  is 
$100  per  share.  On  February  1,  1953,  X  Cor¬ 
poration  modifies  the  option  to  provide  that 
the  option  shall  be  exercisable  on  or  after 
February  1,  1953,  and  on  or  before  June  1, 

1954.  On  February  1,  1953,  the  fair  market 
value  of  X  Corporation  stock  is  $110  per 
share.  Under  section  130A  (e),  X  Corpora¬ 
tion  is  deemed  to  have  granted  an  option  to 
the  employee  on  February  1,  1953,  to  pur¬ 
chase  at  $90  per  share  100  shares  of  stock 
having  a  fair  market  value  of  $110  per  share, 
that  is,  the  higher  of  the  fair  market  value 
of  the  stock  on  June  1.  1952,  and  on  February 
1,  1953.  The  exercise  of  such  option  by  the 
employee  is  not  the  exercise  of  a  restricted 
stock  option. 

Example  (3).  The  facts  are  the  same  as 
In  example  (1),  except  that  the  employee 
exercised  the  option  to  the  extent  of  50 
shares  on  January  15,  1953,  prior  to  the  date 
of  the  modification  of  the  option.  Any  ex¬ 
ercise  of  the  option  after  February  1,  1953, 
the  date  of  the  modification,  is  not  the  ex¬ 
ercise  of  a  restricted  stock  option.  See  ex¬ 
ample  (1)  In  this  paragraph.  The  exercise 
of  the  option  on  January  15,  1953,  pursuant 
to  which  50  shares  were  acquired,  is  the 
exercise  of  a  restricted  stock  option. 

Example  (4).  On  June  1,  1952,  the  X  Cor¬ 
poration  grants  to  an  employee  an  option 
to  purchase  100  shares  of  the  stock  of  X 
Corporation  at  $80  per  share,  such  option  to 
be  exercised  on  or  before  June  1,  1954.  At 
the  time  the  option  is  granted  the  fair  mar¬ 
ket  value  of  the  X  Corporation  stock  is  $100 
per  share.  On  February  1,  1953,  before  the 
employee  exercises  the  option,  the  X  Corpo¬ 
ration  modifies  the  option  to  provide  that 
the  number  of  shares  of  stock  which  the 
employee  may  purchase  at  $80  per  share 
will  be  250.  On  February  1,  1953,  the  fair 
market  value  of  the  X  Corporation  stock  is 
$90  per  share.  Under  these  facts,  the  X  Cor¬ 
poration  has  granted  two  options,  one  option 
(not  a  restricted  stock  option)  with  respect 
to  100  shares  having  been  granted  on  June  1, 

1952,  and  the  other  option  (a  restricted  stock 
option)  with  respect  to  the  additional  150 
shares  having  been  granted  on  February  1. 

1953.  In  the  absence  of  facts  identifying 
which  option  is  exercised  first,  the  employee 
will  be  deemed  to  have  exercised  the  op¬ 
tions  in  the  order  in  which  they  were  granted. 
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§  39.130A-5  Operation  of  section 
130A — (a)  Rules  applicable  to  all  re¬ 
stricted  stock  options — (1)  In  general. 
If  a  share  of  stock  is  transferred  to  an 
Individual  pursuant  to  his  timely  exercise 
of  a  restricted  stock  option  and  is  not 
disposed  of  by  him  within  two  years  from 
the  date  of  the  granting  of  the  option 
nor  within  six  months  after  the  transfer 
of  such  share  to  him,  then,  under  section 
130A  (a)  — 

(1)  No  income  shall  result  at  the  time 
of  the  transfer  of  such  share  to  the  indi¬ 
vidual  upon  his  exercise  of  the  option 
with  respect  to  such  share; 

<ii)  No  deduction  under  section  23  (a) 
shall  be  allowable  at  any  time  to  the  em¬ 
ployer  corporation  of  such  individual  or 
its  parent  or  subsidiary  corporation  with 
n  pect  to  the  share  so  transferred;  and 

(iii)  No  amount  other  than  the  option 
price  shall  be  considered  as  received  by 
either  of  such  corporations  for  the  share 
so  transferred. 

For  the  purpose  of  subdivisions  (i)  to 
(iii)  of  this  subparagraph,  each  share  of 
stock  transferred  pursuant  to  a  restricted 
stock  option  is  treated  separately.  For 
example,  if  an  individual,  while  employed 
by  a  corporation  granting  him  a  re¬ 
stricted  stock  option,  exercises  the  option 
with  respect  to  part  of  the  stock  covered 
by  the  option,  and  if  such  individual  ex¬ 
ercises  the  balance  of  the  option  more 
than  3  months  after  leaving  such  em¬ 
ployment,  the  application  of  section  130A 
to  the  stock  obtained  upon  the  earlier 
exercise  of  the  option  is  pot  affected  by 
the  fact  that  the  income  taxes  of  the 
employer  and  the  individual  with  respect 
to  the  stock  obtained  upon  the  later  exer¬ 
cise  of  the  option  are  not  determined 
under  section  130A. 

(2)  Holding  period.  The  special  rules 
provided  in  section  130A  (a)  are  not  ap¬ 
plicable  if  the  individual  disposes  of  the 
share  of  stock  within  two  years  fi*om  the 
date  the  option  is  granted  or  within  six 
months  after  the  transfer  of  such  share 
to  him.  Section  130A  is  not  made  inap¬ 
plicable  by  a  transfer  within  the  2-year 
or  6 -month  period  if  such  transfer  is  not 
a  disposition  of  the  stock  as  defined  in 
subparagraph  (3)  of  this  paragraph,  for 
example,  a  transfer  from  the  decedent  to 
his  estate  or  a  transfer  by  bequest  or  in¬ 
heritance.  Similarly,  a  disposition  by 
the  executor,  administrator,  heir,  or 
legatee  is  not  a  disposition  by  the  dece¬ 
dent. 

(3)  Disposition  of  stock,  (i)  For  the 
purpose  of  section  130A,  the  term  “dispo¬ 
sition”  includes  a  sale,  exchange,  gift,  or 
any  transfer  of  legal  title,  but  does  not 
include  a  transfer  from  a  decedent  to  his 
estate  or  a  transfer  by  bequest  or  in¬ 
heritance,  an  exchange  which  is  within 
the  provisions  of  section  112  (b)  (2)  or 
(3),  or  a  mere  pledge  or  hypothecation. 
However,  a  disposition  of  the  stock  pur¬ 
suant  to  a  pledge  or  hypothecation  is  a 
disposition  by  the  individual,  even 
though  the  making  of  the  pledge  or  hy¬ 
pothecation  is  not  such  a  disposition. 

(ii)  If  an  individual  exercises  a  re¬ 
stricted  stock  option,  a  share  of  stock 
acquired  pursuant  to  such  exercise  is  not 
considered  disposed  of  by  the  individual 
if  such  share  is  taken  in  the  name  of  the 
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individual  and  another  person  jointly 
with  right  of  survivorship,  or  is  subse¬ 
quently  transferred  into  such  joint  own¬ 
ership,  or  is  retransferred  from  such 
joint  ownership  to  the  sole  ownership  of 
the  individual.  However,  if  such  individ¬ 
ual  and  his  joint  owner  transfer  such 
share  to  another  person,  the  individual 
has  made  a  disposition  of  such  share. 
Likewise,  if  a  share  of  stock  held  in  the 
joint  names  of  such  individual  and  an¬ 
other  person  is  transferred  to  the  name 
of  such  other  person,  there  is  a  disposi¬ 
tion  of  such  share  by  the  individual.  If 
an  individual  exercises  a  restricted  stock 
option  and  a  share  of  stock  is  transferred 
to  another  or  is  transferred  to  such  in¬ 
dividual  in  his  name  as  trustee  for  an¬ 
other,  the  individual  has  made  a  disposi¬ 
tion  of  such  share. 

(4)  Examples.  The  rules  of  section 
130A  (a)  may  be  illustrated  by  the  fol¬ 
lowing  examples; 

Example  (I).  On  June  1,  1952,  the  X 
Corporation  grants  to  E,  an  employee,  a  re¬ 
stricted  stock  option  to  purchase  100  shares 
of  X  Corporation  stock  at  $95  per  share.  On 
that  date,  the  fair  market  value  of  X  Cor¬ 
poration  stock  is  $100  per  share.  On  June  1, 
1953,  while  employed  by  X  Corporation,  E 
exercises  the  option  in  full  and  pays  X  Cor¬ 
poration  $9,500.  and  on  that  day  X  Corpora¬ 
tion  transfers  to  E  100  shares  of  its  stock 
having  a  fair  market  value  of  $12,000.  Prior 
to  June  1,  1954,  E  makes  no  disposition  of 
the  100  shares  so  purchased.  E  realizes  no 
Income  on  June  1,  1953,  with  respect  to  the 
transfer  to  him  of  the  100  shares  of  X  Cor¬ 
poration  stock.  X  Corporation  is  not  en¬ 
titled  to  any  deduction  at  any  time  with 
respect  to  its  transfer  to  E  of  the  stock.  In 
computing  its  gain  or  loss,  if  any,  upon  such 
transfer,  X  Corporation  is  considered  to  have 
received  no  more  than  $9,500  for  the  stock  so 
transferred.  E's  basis  for  such  100  shares  is 
$9,500. 

Example  (2).  Assume,  in  example  (1), 
that  on  August  1,  1954,  two  years  and  one 
month  after  the  granting  of  the  option  and 
one  year  and  one  month  after  the  transfer 
of  the  shares  to  him,  E  sells  the  100  shares 
of  X  Corporation  stock  for  $13,000,  which  is 
the  fair  market  value  of  the  stock  on  that 
date.  For  the  taxable  year  in  which  the  sale 
occurs,  E  realizes  a  gain  of  $3,500  ($13,000 
minus  E's  basis  of  $9,500),  which  is  treated 
as  long-term  capital  gain. 

Example  (3).  Assume,  in  example  (2), 
that  on  August  1,  1954,  E  makes  a  gift  of  the 
100  shares  of  X  Corporation  stock  to  his  son. 
Such  disposition  results  in  no  realization  of 
gain  to  E  either  for  the  taxable  year  in  which 
the  option  is  exercised  or  the  taxable  year  in 
which  the  gift  is  made.  E’s  basis  of  $9,500 
becomes  the  donee’s  basis  for  determining 
gain  or  loss. 

Example  (4).  Assume,  in  example  (1), 
that  on  May  1,  1954,  one  year  and  11  months 
after  the  granting  of  the  option  and  11 
months  after  the  transfer  of  the  shares  to 
him,  E  sells  the  100  shares  of  X  Corporation 
stock  for  $13,000.  The  special  rules  of  sec¬ 
tion  130A  (a)  are  not  applicable  to  the 
transfer  of  the  stock  by  X  Corporation  to  E, 
because  disposition  of  the  stock  was  made  by 
E  within  two  years  from  the  date  the  option 
was  granted. 

Example  (5).  Assume,  in  example  (1), 
that  E  dies  on  September  1,  1953,  owning  the 
100  shares  of  X  Corporation  stock  acquired  by 
him  pursuant  to  his  exercise  on  June  1,  1953, 
of  the  restricted  stock  option.  On  the  date 
of  death,  the  fair  market  value  of  the  stock 
is  $12,500.  No  income  is  realized  by  E  by 
reason  of  the  transfer  of  the  100  shares  to  his 
estate.  If  E’s  executor  elects  to  value  the 
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stock  as  of  the  date  of  death,  the  basis  of  the 
100  shares  in  the  hands  of  the  executor  is 
$12,500. 

(b)  Additional  rules  applicable  where 
the  option  price  is  between  85  percent 
and  95  percent  of  the  value  of  the  stock — 
(1)  In  general,  (i)  If  all  the  conditions 
necessary  for  the  application  of  section 
130A  (a)  exist,  section  130A  (b)  provides 
additional  rules  which  are  applicable  in 
cases  where,  at  the  time  the  restricted 
stock  option  is  granted,  the  option  price 
per  share  is  less  than  95  percent  (but  not 
less  than  85  percent)  of  the  fair  market 
value  of  such  share.  In  such  case,  upon 
the  disposition  of  such  share  by  the  indi¬ 
vidual  after  the  expiration  of  the  2-year 
and  the  6-month  periods,  or  upon  his 
death  while  owning  such  share  (whether 
occurring  before  or  after  the  expiration 
of  such  periods),  there  shall  be  included 
in  the  individual’s  gross  income  as  com¬ 
pensation  (and  not  as  gain  upon  the  sale 
or  exchange  of  a  capital  asset)  the 
amount,  if  any,  by  which  the  option  price 
is  exceeded  by  the  lesser  of  the  fair  mar¬ 
ket  value  of  the  share  at  the  time  the 
option  was  granted  or  the  fair  market 
value  of  the  share  at  the  time  of  such 
disposition  or  death.  The  amount  of 
such  compensation  shall  be  included  in 
the  individual’s  gross  income  for  the  tax¬ 
able  year  in  which  the  disposition  occurs 
or  for  the  taxable  year  closing  with  his 
death,  whichever  event  results  in  the 
application  of  section  130A  (b). 

(ii)  The  application  of  the  special 
rules  provided  in  section  130A  (b)  shall 
not  affect  the  rules  provided  in  section 
130A  (a)  with  respect  to  the  individual 
exercising  the  option,  the  employer  cor¬ 
poration,  or  its  parent  or  subsidiary  cor¬ 
poration.  Thus,  notwithstanding  the  in¬ 
clusion  of  an  amount  as  compensation  in 
the  gross  income  of  an  individual,  as  pro¬ 
vided  in  section  130A  (b),  no  income  re¬ 
sults  to  the  individual  at  the  time  the 
stock  is  transferred  to  him,  and  no  de¬ 
duction  under  section  23  (a)  is  allowable 
at  any  time  to  the  employer  corporation 
or  its  parent  or  subsidiary  with  respect  to 
such  amount.  Likewise,  for  the  purpose 
of  determining  gain  or  loss,  if  any,  real¬ 
ized  by  any  of  such  corporations  by  rea¬ 
son  of  the  transfer  of  a  share  of  stock 
with  respect  to  which  the  rules  of  section 
130A  (b)  apply,  no  amount  other  than 
the  option  price  shall  be  considered  as 
received  by  any  of  such  corporations  for 
the  stock  so  transferred. 

(iii)  If  the  individual  exercises  a  re¬ 
stricted  stock  option  during  his  lifetime 
and  dies  before  the  stock  is  transferred 
to  him  pursuant  to  his  exercise  of  the 
option,  the  transfer  of  such  stock  to  the 
individual’s  executor,  administrator, 
heir,  or  legatee  is  deemed,  for  the  pur¬ 
pose  of  section  130A,  to  be  a  transfer  of 
the  stock  to  the  individual  exercising  the 
option  and  a  further  transfer  by  reason 
of  death  from  such  individual  to  his  ex¬ 
ecutor,  administrator,  heir,  or  legatee. 

(2)  Basis.  If  the  special  rules  pro¬ 
vided  in  section  130 A  (b)  are  applicable 
to  the  disposition  of  a  share  of  stock  by 
an  individual,  the  basis  of  such  share  in 
the  individual’s  hands  at  the  time  of  such 
disposition,  determined  under  section 
113,  shall  be  increased  by  an  amount 
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equal  to  the  amount  includible  as  com¬ 
pensation  in  his  gross  income  under  sec¬ 
tion  130 A  (b).  If  the  special  rules 
provided  in  section  130A  <b)  are  applica¬ 
ble  to  a  share  of  stock  upon  the  death  of 
an  individual,  the  basis  of  such  share  in 
the  hands  of  the  estate  or  the  person 
receiving  the  stock  by  bequest  or  inher¬ 
itance  shall  be  determined  under  section 
113,  and  shall  not  be  increased  by  reason 
of  the  inclusion  upon  the  decedent’s 
death  of  any  amount  in  his  gross  income 
under  section  130A  (b).  See  example 
(8)  of  this  paragraph  with  respect  to  the 
determination  of  basis  of  the  share  in  the 
hands  of  a  surviving  joint  owner. 

(3)  Examples.  The  operation  of  sec¬ 
tion  130A  (b)  may  be  illustrated  by  the 
following  examples: 

Example  (1).  On  June  1,  1952,  the  X 
Corporation  grants  to  E,  an  employee,  a 
restricted  stock  option  to  purchase  a  share 
of  X  Corporation’s  stock  for  $85.  The  fair 
market  value  of  the  X  Corporation  stock  on 
such  date  is  $100  per  share.  On  June  1,  1953, 
E  exercises  the  restricted  stock  option  and 
on  that  date  the  X  Corporation  transfers  the 
share  of  stock  to  E.  On  January  1,  1955,  E 
sells  the  share  for  $150,  its  fair  market  value 
on  that  date.  E  makes  his  income  tax  re¬ 
turn  on  the  basis  of  the  calendar  year.  The 
income  tax  consequences  to  E  and  X  Corpora¬ 
tion  are  as  follows:  (i)  Compensation  in  the 
amount  of  $15  is  includible  in  E's  gross  in¬ 
come  for  1955,  the  year  of  the  disposition  of 
the  share.  The  $15  represents  the  difference 
between  the  option  price  ($85)  and  the  fair 
market  value  of  the  share  on  the  date  the 
option  was  granted  ($100),  since  such  value 
is  less  than  the  fair  market  value  of  the 
share  on  the  date  of  disposition  ($150). 
For  the  purpose  of  computing  E's  gain  or 
loss  on  the  sale  of  the  share,  E's  cost  basis  of 
$85  is  increased  by  $15,  the  amount  in¬ 
cludible  in  E's  gross  income  as  compensation. 
Thus,  E's  basis  for  the  share  is  $100.  Since 
the  share  was  sold  for  $150,  E  realizes  a  gain 
of  $50,  which  is  treated  as  long-term  capital 
gain;  (ii)  the  X  Corporation  is  entitled  to  no 
deduction  under  section  23  (a)  at  any  time 
with  respect  to  the  share  transferred  to  E. 
For  the  purpose  of  computing  gain  or  loss, 
if  any,  to  the  X  Corporation  on  account  of 
the  transfer  of  the  share  to  E,  the  X  Corpo¬ 
ration  shall  not  be  considered  to  have  re¬ 
ceived  any  amount  other  than  $85  for  the 
share. 

Example  (2).  Assume,  in  example  (1), 
that  E  sells  the  share  of  X  Corporation  stock 
on  January  1,  1956,  for  $75,  its  fair  market 
value  on  that  date.  Since  $75  is  less  than 
the  option  price  ($85),  no  amount  in  respect 
of  the  sale  is  includible  as  compensation  in 
E's  gross  income  for  1956.  E’s  basis  for  de¬ 
termining  gain  or  loss  on  the  sale  is  $85. 
Since  E  sold  the  share  for  $75,  E  realized  a 
loss  of  $10  on  the  sale,  which  loss  is  treated 
as  a  long-term  capital  loss. 

Example  (3).  Assume,  in  example  (1), 
that  Instead  of  selling  the  share  on  January 
1,  1955,  E  makes  a  gift  of  the  share  on  that 
day.  In  such  case,  $15  is  includible  as  com¬ 
pensation  in  E’s  gross  income  for  1955.  E’s 
cost  basis  of  $85  is  increased  by  $15,  the 
amount  includible  in  E's  gross  income  as 
compensation.  Thus,  E’s  basis  for  the  share 
is  $100,  which  becomes  the  donee’s  basis,  as 
of  the  time  of  the  gift,  for  determining  gain 
or  loss. 

Example  ( 4 ).  Assume,  in  example  (2), 
that  instead  of  selling  the  share  on  January 
1.  1956.  E  makes  a  gift  of  the  share  on  that 
date.  Since  the  fair  market  value  of  the 
share  on  that  day  ($75)  is  less  than  the 
option  price  ($85),  no  amount  in  respect  of 
the  disposition  by  way  of  gift  is  includible  as 
compensation  in  E's  gross  Income  for  1956. 
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E’s  basis  for  the  share  is  $85,  which  becomes 
the  donee’s  basis,  as  of  the  time  of  the  gift, 
for  the  purpose  of  determining  gain.  The 
donee’s  basis  for  the  purpose  of  determining 
loss,  determined  under  section  113  (a)  (2), 
is  $75  (fair  market  value  of  the  share  at  the 
date  of  gift). 

Example  (5).  Assume,  in  example  (1), 
that  after  acquiring  the  share  of  stock  on 
June  1,  1953,  E  dies  on  August  1,  1954,  at 
which  time  the  share  has  a  fair  market  value 
of  $150.  Compensation  in  the  amount  of 
$15  is  includible  in  E’s  gross  income  for  the 
taxable  year  closing  with  his  death,  such 
$15  being  the  difference  between  the  option 
price  ($85)  and  the  fair  market  value  of  the 
share  when  the  option  was  granted  ($100), 
since  such  value  is  less  than  the  fair  market 
value  at  date  of  death  ($150).  The  basis  of 
the  share  in  the  hands  of  E’s  estate  is  de¬ 
termined  under  section  113  (a)  (5)  without 
regard  to  the  $15  includible  in  the  decedent’s 
gross  income. 

Example  (6).  Assume,  in  example  (5), 
that  E  dies  on  August  1,  1953,  at  which  time 
the  share  has  a  fair  market  value  of  $150. 
Although  E's  death  occurred  within  two  years 
from  the  date  of  the  granting  of  the  option 
and  within  six  months  after  the  transfer  of 
the  share  to  him,  the  income  tax  conse¬ 
quences  are  the  same  as  in  example  (5). 

Example  (7).  Assume  the  same  facts  as  in 
example  (1)  except  that  the  share  of  stock 
was  issued  in  the  names  of  E  and  his  wife 
Jointly  with  right  of  survivorship,  and  except 
that  E  and  his  wife  sold  the  share  on  June  15, 
1954,  for  $150,  its  fair  market  value  on  that 
date.  Compensation  in  the  amount  of  $15 
is  includible  in  E’s  gross  income  for  1954,  the 
year  of  the  disposition  of  the  share.  The 
basis  of  the  share  in  the  hands  of  E  and  his 
wife  for  the  purpose  of  determining  gain  or 
loss  on  the  sale  is  $100,  that  is,  the  cost  of  $85 
increased  by  the  amount  of  $15  includible  as 
compensation  in  E’s  gross  income.  The  gain 
of  $50  on  the  sale  is  treated  as  long-term 
capital  gain,  and  is  divided  equally  between 
E  and  his  wife. 

Example  (8).  Assume  the  same  facts  as  In 
example  ( 1 ) ,  except  that  the  share  of  stock 
was  issued  in  the  names  of  E  and  his  wife 
Jointly  with  right  of  survivorship,  and  except 
that  E  predeceased  his  wife  on  August  1,  1954, 
at  which  time  the  share  had  a  fair  market 
value  of  $150.  Compensation  in  the  amount 
of  $15  is  includible  in  E’s  gross  income  for 
the  taxable  year  closing  with  his  death. 
See  example  (5).  The  basis  of  the  share  in 
the  hands  of  E’s  wife  as  survivor  is,  under 
sections  113  (a)  and  130A  (b),  the  cost  of  $85 
Increased  by  the  $15  includible  in  the  de¬ 
cedent’s  gross  income  or  $100. 

Example  (9).  Assume  in  example  (8)  that 
E's  wife  predeceased  him  on  July  1,  1954. 
Section  130A  (b)  does  not  apply  in  respect 
of  her  death.  Upon  the  subsequent  death  of 
E  on  August  1,  1954,  the  income  tax  conse¬ 
quences  in  respect  of  E’s  taxable  year  closing 
with  the  date  of  his  death,  and  in  respect 
of  the  basis  of  the  share  in  the  hands  of  his 
estate,  are  the  same  as  in  example  (5).  If 
E  had  sold  the  share  on  July  15,  1954  (after 
the  death  of  his  wife),  for  $150,  its  fair  mar¬ 
ket  value  at  that  time,  the  Income  tax  con¬ 
sequences  would  be  the  same  as  in  example 
(1). 

(c)  Acquisition  of  other  stock  or  se¬ 
curities.  (1)  Section  130A  (c)  provides 
that  the  special  rules  stated  in  section 
130A  (a)  and  (b),  if  applicable  with  re¬ 
spect  to  stock  transferred  to  an  indi¬ 
vidual  upon  his  exercise  of  an  option, 
shall  likewise  be  applicable  with  respect 
to  (i)  stock  or  securities  acquired  by  such 
individual  in  exchange  for  such  stock, 
if  the  exchange  is  within  the  provisions 
of  section  112  (b)  (2)  or  (3),  and  (ii) 
new  stock,  as  described  in  section  113  (a) 


(19),  acquired  upon  a  distribution  with 
respect  to  such  stock.  Such  new  stock 
and  such  stock  or  securities  so  acquired 
shall,  for  the  purpose  of  section  130A, 
be  considered  as  having  been  transferred 
to  the  individual  upon  his  exercise  of  the 
option.  A  similar  rule  shall  be  applied 
in  the  case  of  a  series  of  such  exchanges 
or  acquisitions. 

(2)  The  application  of  subparagraph 
(1)  of  this  paragraph  may  be  illustrated 
by  the  following  example: 

Example.  If  new  stock,  as  described  In 
section  113  (a)  (19),  is  acquired  upon  a  dis¬ 
tribution  with  respect  to  stock  transferred 
to  the  individual  upon  the  timely  exercise 
of  a  restricted  stock  option,  and  if  such  new 
stock  is  disposed  of  within  two  years  from 
the  date  the  option  was  granted  or  within 
six  months  after  the  original  stoc’.:  was  trans¬ 
ferred  to  such  individual,  section  130A  is 
not  applicable  with  respect  to  such  new 
stock.  If  the  disposition  occurs  after  the 
2-year  and  6-month  periods,  section  130A  is 
applicable. 

SUPPLEMENT  C — CREDITS  AGAINST  TAX 

§  39.131  (a)  Statutory  provisions; 

taxes  of  foreign  countries  and  posses¬ 
sions  of  United  States;  allowance  of 
credit. 

Sec.  131.  Taxes  of  foreign  countries  and 
possessions  of  United  States — (a)  Allowance 
of  credit.  If  the  taxpayer  chooses  to  have 
the  benefits  of  this  section,  the  tax  imposed 
by  this  chapter,  except  the  tax  imposed  un¬ 
der  section  102  and  except  the  additional  tax 
imposed  for  the  taxable  year  under  the  pro¬ 
visions  of  section  127  (c)  (3)  and  except  the 
tax  imposed  under  subchapter  E  and  except, 
with  respect  to  the  tax  imposed  under  sub¬ 
chapter  D,  only  to  the  extent  provided  in 
subsection  (J),  shall  be  credited  with: 

(1)  Citizens  and  domestic  corporations. 
In  the  case  of  a  citizen  of  the  United  States 
and  of  a  domestic  corporation,  the  amount  of 
any  income,  war-profits,  and  excess-profits 
taxes  paid  or  accrued  during  the  taxable 
year  to  any  foreign  country  or  to  any  pos¬ 
session  of  the  United  States;  and 

(2)  Resident  of  the  United  States  or 
Puerto  Rico.  In  the  case  of  a  resident  of 
the  United  States  and  in  the  case  of  an  in¬ 
dividual  who  is  a  bona  fide  resident  of  Puerto 
Rico  during  the  entire  taxable  year,  the 
amount  of  any  such  taxes  paid  or  accrued 
during  the  taxable  year  to  any  possession 
of  the  United  States;  and 

(3)  Alien  resident  of  the  United  States  or 
Puerto  Rico.  In  the  case  of  an  alien  resi¬ 
dent  of  the  United  States  and  in  the  case  of 
an  alien  Individual  who  is  a  bona  fide  resi¬ 
dent  of  Puerto  Rico  during  the  entire  tax¬ 
able  year,  the  amount  of  any  such  taxes  paid 
or  accrued  during  the  taxable  year  to  any 
foreign  country,  if  the  foreign  country  of 
which  such  alien  resident  is  a  citizen  or 
subject,  in  imposing  such  taxes,  allows  a 
similar  credit  to  citizens  of  the  United  States 
residing  in  such  country;  and 

(4)  Partnerships  and  estates.  In  the  case 
of  any  such  individual  who  is  a  member 
of  a  partnership  or  a  beneficiary  of  an  estate 
or  trust,  his  proportionate  share  of  such 
taxes  of  the  partnership  or  the  estate  or 
trust  paid  or  accrued  during  the  taxable  year 
to  a  foreign  country  or  to  any  possession  of 
the  United  States,  as  the  case  may  be. 

Such  choice  may  be  made  or  changed  at  any 
time  prior  to  the  expiration  of  the  period 
prescribed  for  making  a  claim  for  credit 
or  refund  of  the  tax  imposed  by  this  chap¬ 
ter. 

[Subsec.  (a)  as  amended  by  sec.  216  (a). 
Rev.  Act  1939;  sec.  158  (a) ,  Rev.  Act  1942;  sec. 
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0  (b)  (4),  Individual  Income  Tax  Act  1944; 
sec.  208  (d)  (3),  Social  Security  Act  Amend¬ 
ments  1950;  sec.  221  (h).  Rev.  Act  1950; 
sec.  302  (a) ,  Excess  Profits  Tax  Act  1950;  sec. 
341  (c),  Rev.  Act  1951] 

§  39.131  (a)-l  Analysis  of  credit  for 
taxes,  (a)  If  the  taxpayer  chooses  to 
claim  a  credit  for  taxes,  the  basis  of  such 
credit,  in  the  case  of  a  citizen  of  the 
United  States,  whether  resident  or  non¬ 
resident,  and  in  the  case  of  a  domestic 
corporation,  is  as  follows;  (1)  The 
amount  of  any  income,  war-profits,  and 
excess-profits  taxes  paid  or  accrued  dur¬ 
ing  the  taxable  year  to  any  foreign 
country  or  to  any  possession  of  the 
United  States;  and  (2)  an  individual’s 
proportionate  share  of  any  such  taxes  of 
a  partnership  of  which  he  is  a  partner 
or  of  an  estate  or  trust  of  which  he  is  a 
beneficiary  paid  or  accrued  during  the 
taxable  year  to  a  foreign  country  or  to 
any  possession  of  the  United  States,  as 
the  case  may  be. 

(b)  In  the  case  of  an  alien  resident  of 
the  United  States  and  in  the  case  of  an 
alien  individual  who  is  a  bona  fide  resi¬ 
dent  of  Puerto  Rico  during  the  entire 
taxable  year  who  chooses  to  claim  a 
credit  for  the  taxes  referred  to  in  para¬ 
graph  (a)  of  this  section,  the  basis  of  the 
credit  is  as  follows:  (1)  The  amount  of 
any  such  taxes  paid  or  accrued  during 
the  taxable  year  to  any  possession  of  the 
United  States;  (2)  the  amount  of  any 
such  taxes  paid  or  accrued  during  the 
taxable  year  to  any  foreign  country,  if 
the  foreign  country  of  which  such  alien 
resident  is  a  citizen  or  subject,  in  impos¬ 
ing  such  taxes,  allows  a  similar  credit  to 
citizens  of  the  United  States  residing  in 
such  country;  and  (3)  his  proportionate 
share  of  any  such  taxes  of  a  partnership 
of  which  he  is  a  partner  or  of  an  estate 
or  trust  of  which  he  is  a  beneficiary  paid 
or  accrued  during  the  taxable  year  to  any 
possession  of  the  United  States,  or  to  any 
foreign  country,  as  the  case  may  be,  if 
the  foreign  country  of  which  such  alien 
resident  is  a  citizen  or  subject,  in  im¬ 
posing  such  taxes,  allows  a  similar  credit 
to  citizens  of  the  United  States  residing 
in  such  country. 

(c)  If  a  taxpayer  chooses  to  claim  a 
credit  for  taxes,  such  action  will  be  con¬ 
sidered  to  apply  to  income,  war-profits, 
and  excess-profits  taxes  paid  to  all 
foreign  countries  and  possessions  of  the 
United  States,  and  no  portion  of  any 
such  taxes  shall  be  allowed  as  a  deduc¬ 
tion  from  gross  income. 

<d)  The  choice  available  to  the  tax¬ 
payer  with  respect  to  claiming  such 
credit  may  be  exercised  (or  changed  if 
Previously  exercised)  by  the  taxpayer  at 
any  time  before  the  expiration  of  the 
Period  prescribed  by  statute  for  the  mak¬ 
ing  of  a  claim  for  credit  or  refund  for  the 
taxable  year.  For  disallowance  as  a 
deduction  of  foreign  income,  war-profits, 
or  excess-profits  taxes  in  the  event  such 
choice  is  made,  see  §  39.23  (c)-l. 

In  the  case  of  a  husband  and  wife 
making  a  joint  return,  credit  for  taxes 
Paid  or  accrued  to  any  foreign  country 
or  to  any  possession  of  the  United  States 
shall  be  computed  upon  the  basis  of  the 
total  taxes  so  paid  by  or  accrued  against 
the  spouses. 


(f)  No  credit  for  taxes  shall  be  al¬ 
lowed  against  the  tax  imposed  under 
section  102  (relating  to  surtax  on  cor¬ 
porations  improperly  accumulating  sur¬ 
plus)  ,  against  the  additional  tax  imposed 
under  the  provisions  of  section  127  (c) 
(3)  (relating  to  war  loss  recoveries),  or 
against  the  tax  on  self-employment  in¬ 
come  imposed  by  section  480.  Credit  for 
taxes  shall  be  allowed  against  the  excess 
profits  tax  imposed  by  subchapter  D  of 
chapter  1,  but  only  to  the  extent  pro¬ 
vided  in  section  131  (j)  and  §39.131 
CJ)-L 

(g)  A  citizen  of  the  United  States  or  a 
domestic  corporation  entitled  to  the  ben¬ 
efits  of  section  251,  or  a  China  Trade  Act 
corporation,  is  not  allowed  any  of  the 
credits  provided  by  section  131. 

§  39.131  (a) -2  Countries  which  do  or 
do  not  satisfy  the  similar  credit  require¬ 
ment.  A  country  satisfies  the  similar 
credit  requirement  of  section  131  (a) 
(3),  as  to  income  tax  paid  to  such 
country,  either  by  allowing  to  citizens  of 
the  United  States  residing  in  such  coun¬ 
try  a  credit  for  the  amount  of  income 
taxes  paid  to  the  United  States,  or,  in 
imposing  such  taxes,  by  exempting  from 
taxation  the  incomes  received  from 
sources  within  the  United  States  by 
citizens  of  the  United  States  residing 
in  such  country.  A  country  does  not 
satisfy  the  similar  credit  requirement  of 
section  131  (a)  (3)  if  it  does  not  allow 
any  credit  to  citizens  of  the  United 
States  residing  in  such  country  for  the 
amount  of  income  taxes  paid  to  the 
United  States,  or  if  such  country  does 
not  impose  any  income  taxes.  If  the 
country  of  wThich  a  resident  alien  is  a 
citizen  or  subject  does  not  allow  to  a 
United  States  citizen  residing  in  such 
country  a  credit  for  taxes  paid  by  such 
citizen  to  another  foreign  country,  no 
credit  is  allowed  to  such  resident  alien 
for  taxes  paid  by  him  to  such  other 
foreign  country. 

§  39.131  (b)  Statutory  provisions; 

taxes  of  foreign  countries  and  posses¬ 
sions  of  United  States;  limit  on  credit. 

Sec.  131.  Taxes  of  foreign  countries  and 
possessions  of  United  States.  •  •  • 

(b)  Limit  on  credit.  The  amount  of  the 
credit  taken  under  this  section  shall  be  sub¬ 
ject  to  each  of  the  following  limitations: 

(1)  The  amount  of  the  credit  in  respect  of 
the  tax  paid  or  accrued  to  any  country  shall 
not  exceed,  in  the  case  of  a  taxpayer  other 
than  a  corporation,  the  same  proportion  of 
the  tax  against  which  such  credit  is  taken, 
which  the  taxpayer’s  net  income  from 
sources  within  such  country  bears  to  his 
entire  net  income  for  the  same  taxable  year, 
or  in  the  case  of  a  corporation,  the  same 
proportion  of  the  tax  against  which  such 
credit  is  taken,  which  the  taxpayer’s  normal- 
tax  net  income  from  sources  within  such 
country  bears  to  its  entire  normal -tax  net 
income  for  the  same  taxable  year;  and 

(2)  The  total  amount  of  the  credit  shall 
not  exceed,  in  the  case  of  a  taxpayer  other 
than  a  corporation,  the  same  proportion  of 
the  tax  against  which  such  credit  is  taken, 
which  the  taxpayer's  net  income  from  sources 
without  the  United  States  bears  to  his  entire 
net  income  for  the  same  taxable  year,  or,  in 
the  case  of  a  corporation,  the  same  proportion 
of  the  tax  against  which  such  credit  is  taken, 
which  the  taxpayer’s  normal-tax  net  Income 


from  sources  without  the  United  States  bears 
to  its  entire  normal-tax  net  income  for  the 
same  taxable  year;  and 

(3)  [Repealed]. 

[Subsec.  (b)  as  amended  by  sec.  218  (b),  P^v. 
Act  1939;  sec.  158  (d).  Rev.  Act  1942;  sec.  130 
(a).  Rev.  Act  1943;  sec.  122  (g)  (6),  Rev.  Act, 
1945] 

§  39.131  (b)-l  Limitations  on  credit 
for  foreign  taxes,  (a)  The  amount  of 
the  income  and  profits  taxes  paid  or  ac¬ 
crued  (including  the  taxes  which,  in 
accordance  with  the  provisions  of  section 
131  (f),  are  deemed  to  have  been  paid) 
during  the  taxable  year  to  each  foreign 
country  or  possession  of  the  United 
States,  limited  under  section  131  (b)  (1) 
so  as  not  to  exceed  that  proportion  of  the 
tax  against  which  credit  is  taken  which 
the  taxpayer’s  net  income  from  sources 
within  such  country  or  possession  bears 
to  his  entire  net  income,  or,  in  the  case  of 
a  corporation,  wrhich  the  taxpayer’s  nor¬ 
mal-tax  net  income  from  sources  within 
such  country  or  possession  bears  to  its 
entire  normal-tax  net  income,  for  the 
same  taxable  year,  is  the  tentative  credit 
for  the  purpose  of  the  income  tax  in 
respect  of  the  taxes  paid  or  accrued  to 
such  country  or  possession.  The  sum  of 
these  tentative  credits,  limited  under  sec¬ 
tion  131  (b)  (2)  so  as  not  to  exceed  the 
same  proportion  of  the  tax  against 
which  credit  is  taken  which  the  taxpay¬ 
er’s  net  income  from  sources  without  the 
United  States  bears  to  his  entire  net 
income,  or,  in  the  case  of  a  corporation, 
which  the  taxpayer’s  normal-tax  net 
income  from  sources  without  the  United 
States  bears  to  its  entire  normal-tax  net 
income,  for  the  same  taxable  year,  is  the 
amount  allowable  as  a  credit  against  the 
income  tax  under  chapter  1  for  income 
or  profits  taxes  paid  or  accrued  to  foreign 
countries  or  possessions  of  the  United 
States.  There  must  be  excluded,  in  com¬ 
puting  the  tax  against  which  the  credit 
is  taken,  the  tax  imposed  by  section  102, 
the  additional  tax  imposed  for  the  tax¬ 
able  year  under  the  provisions  of  section 
127  (c)  (3),  the  tax  imposed  by  section 
480,  and,  except  to  the  extent  provided 
in  section  131  (j)  and  §  39.131  ( j )  — 1,  the 
excess  profits  tax  imposed  by  subchapter 
D  of  chapter  1. 

(b)  The  operation  of  the  limitations 
on  the  credit  for  foreign  taxes  paid  by 
individuals  may  be  illustrated  by  the  fol¬ 
lowing  examples: 

Example  (I).  In  1952,  A,  a  citizen  of  the 
United  States,  had  a  net  income  for  services 
rendered  within  the  United  States  amount¬ 
ing  to  $50,000  and  a  net  income  from  sources 
within  Great  Britain  of  $25,000.  He  is  en¬ 
titled  to  a  credit  under  section  25  for  both 
normal  tax  and  surtax  of  $800.  The  credit 
for  foreign  taxes  allowable  to  A  in  his  return, 
for  the  calendar  year  1952  is  $16,089.33,  com¬ 
puted  as  follows: 


Income  from  sources  within  the 

United  States _ -  $50.  0C0. 00 

Income  from  sources  within 

Great  Britain _  25,  000.  00 

Total  net  income _  75, 000.  00 

United  States  Income  tax  on 

$74,400  ($75,000  less  $600) _  48,  268.  00 

British  income  and  profits  taxes.  18,  000. 00 
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Limitation  on  British  Income  and 
profits  taxes  under  section  131 
(b)  (1)  and  (2)  to  determine 
/ 25 ,000  \ 

credit  (  00Qof  $48,268  ) . $16.  089.  33 

Credit  for  British  income  and 
profits  taxes  (total  British  in¬ 
come  and  profits  taxes,  reduced 
in  accordance  with  the  limita¬ 
tions  under  section  131  (b) 

(1)  and  (2) ) _ _ -  16,089.33 

Example  (2).  If.  in  example  (1),  above,  A 
had  a  net  income  from  sources  within  Great 
Britain  of  $15,000  and  a  net  Income  from 
sources  within  Canada  of  $10,000  and  the 
income  and  profits  taxes  paid  or  accrued  to 
Great  Britain  and  Canada  were  $10,800  and 
$4,500,  respectively,  the  credit  for  foreign 
taxes  allowable  to  A  would  be  $14,153.60, 
computed  as  follows: 

Income  from  sources  within  the 

United  States. . . $50,000.00 

Income  from  sources  within 

Great  Britain _  15,  000.  00 

Income  from  sources  within 

Canada _ _ _ _ _ _  10,  000.  00 


Total  net  income _ 

United  States  Income  tax  on 

$74,400  ($75,000  less  $600) _ 

British  income  and  profits  taxes. 
Limitation  on  British  income  and 
profits  taxes  under  section  131 
(b)  (1)  to  determine  tentative 
/15.000  \ 

credit  (75,000  of  *48’268  J— - 

Tentative  credit  for  British  in¬ 
come  and  profits  taxes  (total 
British  income  and  profits 
taxes,  reduced  in  accordance 
with  the  limitation  under  sec¬ 
tion  131  (b)  (1)) . . 

Canadian  income  and  profits 

taxes  _ 

Limitation  on  Canadian  income 
and  profits  taxes  under  section 
131  (b)  (1)  to  determine  tenta- 
/ 10,000  \ 
tive  credit  I  of  $48,268  ) 

\  75 ,000  / 

Tentative  credit  for  Canadian  in¬ 
come  and  profits  taxes  (total 
Canadian  income  and  profits 
taxes,  since  such  amount  is 
within  the  limitation  under 

section  131  (b)  (1) ) _ 

Sum  of  tentative  credits 

($9,653.60  plus  $4,500).. . 

Limitation  on  sum  of  tentative 
credits  under  section  131  (b) 
(2)  to  determine  credit 

(25,000  \ 

75.000  °f  $48’268  ) - 

Total  amount  of  credit  allowable 
(sum  of  tentative  credits,  since 
such  sum  is  within  the  limita¬ 
tion  under  section  131  (b) 

(2)) . - . 


75.  000.  00 

48.  268.  00 
10,  800.00 


9.  653.  60 


9.  653.  60 
4,  500.  00 


6,  435.  73 


4,  500. 00 
14,  153.60 

16,  089.  33 


14, 153. 60 


(c)  In  the  case  of  a  husband  and  wife 
making  a  joint  return,  the  limitations 
prescribed  by  section  131  (b)  upon  the 
credit  for  taxes  paid  or  accrued  to  any 
foreign  country  or  to  any  possession  of 
the  United  States  shall  be  applied  with 
respect  to  the  aggregate  net  income  from 
sources  within  each  such  country  or  pos¬ 
session,  the  aggregate  net  income  from 
all  sources  without  the  United  States, 
and  the  aggregate  net  income  from  all 
sources,  of  the  spouses. 

<d>  It  is  provided  in  section  131  (b) 
that  in  the  case  of  a  domestic  corpora¬ 
tion  the  amount  of  the  credit  for  any 
taxable  year  with  respect  to  the  tax  paid 
or  accrued  to  any  foreign  country  or 


possession  of  the  United  States  shall  not 
exceed  the  same  proportion  of  the  tax 
imposed  by  chapter  1  which  the  cor¬ 
poration’s  normal-tax  net  income  from 
sources  within  such  foreign  country  or 
possession  of  the  United  States  bears  to 
the  entire  normal-tax  net  income  of  such 
corporation  for  the  same  taxable  year. 
The  total  amount  of  the  credit  shall 
not  exceed  the  same  proportion  of  the 
tax  imposed  by  chapter  1  which  the  cor¬ 
poration’s  normal-tax  net  income  from 
sources  without  the  United  States  bears 
to  the  entire  normal-tax  net  income  for 
the  same  taxable  year. 

(e)  The  operation  of  the  limitations 
provided  in  section  131  (b)  on  the  credit 
for  foreign  taxes  paid  by  corporations 
may  be  illustrated  by  the  following 
example: 


Example.  The  following  facts  exist  for  the 
calendar  year  1952  with  respect  to  the  A  Cor¬ 
poration  which  makes  its  Income  tax  returns 
on  the  calendar  year  basis: 


Net  income  from  all  sources _ 

Normal-tax  net  income _ 

Net  income  from  foreign  country  X. 
Foreign  tax  paid  on  country  X  in¬ 
come  _ 

Total  normal  tax  and  surtax _ 

Computation  of  foreign  tax  credit 
for  purposes  of  normal  tax  and 
surtax : 


$100,000 


X  $124,500. 


$250,000 
Amount  allowable  as  a  credit. 


$250, 000 
250,  000 
100,  000 

60, 000 
124, 500 


49, 800 
49.  800 


(f)  In  the  event  that  normal-tax  net 
income  is  derived  from  more  than  one 
foreign  country  or  possession  of  the 
United  States,  the  limitation  provided 
in  section  131  (b)  (2)  shall  be  applied 
based  upon  the  taxpayer’s  normal-tax 
net  income  from  sources  without  the 
United  States  and  the  entire  normal-tax 
net  income  of  the  corporation  and  such 
limitation  is  in  addition  to  the  limitation 
provided  in  section  131  (b)  (1). 

(g)  The  application  of  paragraph  (f) 
of  this  section  may  be  illustrated  by  the 
following  example: 

Example.  (1)  The  net  Income  for  the  cal¬ 
endar  year  1952  and  the  income  and  profits 
taxes  paid  or  accrued  to  foreign  countries 
and  possessions  of  the  United  States  in  the 
case  of  a  domestic  corporation  are  as  follows : 


Country 

Net 

income 

Loss 

Income  and 
profits  taxes 
(paid  or 
accrued) 

United  States _ 

$157,  .500 
30,000 
20,000 
40. 000 
60,000 

Great  Britain _ _ 

$17,000 
12,  (KM) 
5,  800 
None 
None 
2,  250 
19,  (NX) 
11,000 

Canada . . 

Brar.il . . . 

Nicaragua . 

Mexico _ 

$100,000 

Puerto  Rico _ 

10, 000 
50, 000 
20,000 

France  (dividend).. 
France  (branch).... 

Net  income . . . . . $387,  .r>00 

Less:  United  States  bond  interest  exempt  from 
normal  tux . . .  2.r>,  000 

Normal-tax  net  income _  3(12,  .500 

Surtax  net  income _ _  387,  500 

Total  foreign  net  income .  230,000 

United  States  tax  (not  including  tax  imposed 
under  section  102): 

Normal  tax _ _ _  $108,  750 

Surtax _ _ _ _  79, 750 

-  188,500 


The  Income  and  losses  from  all  foreign  coun¬ 
tries  and  possessions  of  the  United  States, 


except  the  dividend  from  sources  within 
France,  were  derived  from  branch  operations. 
Dividends  of  $50,000  were  received  from  a 
French  corporation,  a  majority  of  the  voting 
stock  of  which  was  owned  by  the  domestic 
corporation.  The  French  corporation  paid  to 
France  income  and  profits  taxes  on  income 
earned  by  it  and  in  addition  a  dividend  tax 
for  the  account  of  its  shareholders  oil  income 
distributed  to  them,  the  latter  tax  being 
withheld  and  paid  at  the  source. 

(2)  The  credit  is  $70,450  computed  as  fol¬ 
lows: 

Great  Britain 


Income  and  profits  taxes  paid  or  ac¬ 
crued  _ $17,  000 

Limitation  under  section  131  (b) 

(1): 

30,000 

-362,500  X$188’5°° .  15’500 

Tentative  credit _ _ 15,  600 

Canada 

Income  and  profits  taxes  paid  or 

accrued _  12, 000 

Limitation  under  section  131  (b) 

(1)  : 

20,000 

362.500- X$188’5°° -  10100 

Tentative  credit _ _ _ 10, 400 

Brazil 

Income  and  profits  taxes  paid  or  ac¬ 
crued  _  5. 800 

Limitation  under  section  131  (b) 

(1): 

40  000 

362,500  X$188’50° .  20’80° 

Tentative  credit _ .  5, 800 

Nicaragua 

Tentative  credit _ _ _ _  None 

Mexico 

Tentative  credit _ None 

Puerto  Rico 

Income  and  profits  taxes  paid  or  ac¬ 
crued  _  2. 250 

Limitation  under  section  131  (b) 

(1): 

10,000^  $!88,500 _ _ _  5,  200 

362,500  - 

Tentative  credit _ ......  2,250 

France 

Dividend  tax  paid  at  source _  19,000 

Income  and  profits  taxes  paid  or  ac¬ 
crued  on  branch  operations _  11,000 

Income  and  profits  taxes  deemed 
under  section  131  (f)  to  have 
been  paid,  computed  as  follows: 
Dividend  received  on  Dec. 

31  of  the  taxable  year.  $50,  000 
Income  of  French  cor¬ 
poration  earned  during 

taxable  year _  200,  000 

Income  and  profits  taxes 
paid  to  France  on 

$200,000  . .  30,  000 

Accumulated  profits 
($200,000  minus 

$30,000) .  170,000 

French  taxes  applicable  to 
accumulated  profits 
distributed : 

50,000  m000  $30,000.. _.  7.500 

170,000  200,000 

Total  income  and  profits  taxes 
paid  or  accrued  and  deemed 
to  have  been  paid  to 

France _ _ "T 

37,500 

Limitation  under  section  131 
(b)  (1): 

3™'°2X*1S8'500  -  36'2 

Tentative  credit _ _ _ -  36,409 
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Saturday ,  September  26,  1953 


Sum  of  tentative  credits 


Great  Britain - 15,  600 

Canada _  10,  400 

Brazil _ 5,  800 

Puerto  Rico _ 2,  250 

France _  36,  400 


70, 450 

Limitation  on  sum  of  tentative 
credits  under  section  131  (b) 

(2)  to  determine  credit: 

230.000, 

362,500 ' 

Total  amount  of  credit  allowable 
(sum  of  tentative  credits  or  the 
limitation  under  section  131  (b) 

(2),  whichever  is  the  lesser) _  70,450 


,X  $188,500 . . .  119,600 


(h)  As  to  the  allowance  of  credit  for 
foreign  income,  war-proflts,  or  excess- 
profits  taxes  against  the  excess-profits 
tax  imposed  by  subchapter  D  of  chapter 
1,  see  section  131  (j)  and  §  39.131  (j)-l. 

§  39.131  (c)  Statutory  provisions; 

taxes  of  foreign  countries  and  posses¬ 
sions  of  United  States;  adjustments  on 
payment  of  accrued  taxes. 

Sec.  131.  Taxes  of  foreign  countries  and 
possessions  of  United  States.  •  •  • 

(c)  Adjustments  on  payment  of  accrued 
taxes.  If  accrued  taxes  when  paid  differ 
from  the  amounts  claimed  as  credits  by 
the  taxpayer,  or  if  any  tax  paid  is  refunded 
in  whole  or  in  part,  the  taxpayer  shall 
notify  the  Commissioner,  who  shall  rede¬ 
termine  the  amount  of  the  tax  for  the  year 
or  years  affected,  and  the  amount  of  tax  due 
upon  such  redetermination,  if  any,  shall  be 
paid  by  the  taxpayer  upon  notice  and  de¬ 
mand  by  the  collector,  or  the  amount  of  tax 
overpaid,  if  any,  shall  be  credited  or  refunded 
to  the  taxpayer  in  accordance  with  the  pro¬ 
visions  of  section  322.  In  the  case  of  such 
a  tax  accrued  but  not  paid,  the  Commis¬ 
sioner  as  a  condition  precedent  to  the  allow¬ 
ance  of  this  credit  may  require  the  taxpayer 
to  give  a  bond  with  sureties  satisfactory  to 
and  to  be  approved  by  the  Commissioner  in 
such  sum  as  the  Commissioner  may  require, 
conditioned  upon  the  payment  by  the  tax¬ 
payer  of  any  amount  of  tax  found  due  upon 
any  such  redetermination:  and  the  bond 
herein  prescribed  shall  contain  such  further 
conditions  as  the  Commissioner  may  require. 
In  such  redetermination  by  the  Commis¬ 
sioner  of  the  amount  of  tax  due  from  the 
taxpayer  for  the  year  or  years  affected  by  a 
refund,  the  amount  of  the  taxes  refunded 
for  which  credit  has  been  allowed  under  this 
section  shall  be  reduced  by  the  amount  of 
any  tax  described  in  subsection  (a)  imposed 
by  the  foreign  country  or  possession  of  the 
United  States  with  respect  to  such  refund: 
but  no  credit  under  this  section,  and  no  de¬ 
duction  under  section  23,  shall  be  allowed 
for  any  taxable  year  with  respect  to  such  tax 
imposed  on  the  refund.  No  interest  shall  ae 
assessed  or  collected  on  any  amount  of  tax 
due  upon  any  redetermlnatlon  by  the  Com¬ 
missioner,  resulting  from  a  refund  to  the 
taxpayer,  for  any  period  prior  to  the  receipt 
of  such  refund  except  to  the  extent  interest 
was  paid  by  the  foreign  country  or  possession 
of  the  United  States  on  such  refund  for 
such  period. 

ISubsec.  (c)  as  amended  by  sec.  2  (a),  Pub. 
Law  378  (81st  Cong.)  ] 

§  39.131  (c)-l  Redetermination  of  tax 
when  credit  proves  incorrect — (a)  In 
General,  in  case  credit  has  been  given 
for  taxes  accrued,  or  a  proportionate 
share  thereof,  and  the  amount  that  is 
actually  paid  on  account  of  such  taxes, 
°r  a  proportionate  share  thereof,  is  not 
the  same  as  the  amount  of  such  credit, 
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or  in  case  any  tax  payment  credited  is 
refunded  in  whole  or  in  part,  the  tax¬ 
payer  shall  immediately  notify  the  Com¬ 
missioner.  The  Commissioner  will  there¬ 
upon  redetermine  the  amount  of  the  tax 
of  such  taxpayer  for  the  year  or  years 
for  which  such  incorrect  credit  was 
granted.  The  amount  of  tax,  if  any,  due 
upon  such  redetermination  shall  be  paid 
by  the  taxpayer  upon  notice  and  demand 
by  the  district  director  of  internal  reve¬ 
nue.  The  amount  of  tax,  if  any,  shown 
by  such  redetermination  to  have  been 
overpaid  shall  be  credited  or  refunded  to 
the  taxpayer  in  accordance  with  the  pro¬ 
visions  of  section  322. 

(b)  Foreign  tax  imposed  on  foreign 
refund.  Where  the  redetermination  of 
the  tax  for  a  taxable  year,  or  years,  is 
occasioned  by  the  refund  to  the  taxpayer 
of  tax  paid  to  a  foreign  country  or  pos¬ 
session  of  the  United  States,  the  amount 
of  such  refund  for  which  credit  has  been 
allowed  shall  be  reduced  by  the  amount 
of  any  tax  described  in  section  131  (a) 
imposed  by  the  foreign  country  or  pos¬ 
session  of  the  United  States  with  respect 
to  such  refund.  In  such  case  no  credit 
under  section  131,  and  no  deduction  un¬ 
der  section  23,  shall  be  allowed  with  re¬ 
spect  to  such  tax  imposed  on  the  refund. 

(c)  Interest.  Where  the  redetermina¬ 
tion  of  the  tax  for  a  taxable  year,  or 
years,  is  occasioned  by  the  refund  to  the 
taxpayer  of  tax  paid  to  a  foreign  country 
or  possession  of  the  United  States,  no 
interest  shall  be  assessed  or  collected  on 
the  amount  of  tax  due  upon  such  redeter¬ 
mination  resulting  from  such  refund  to 
the  taxpayer,  for  any  period  before  the 
receipt  of  such  refund,  except  to  the 
extent  interest  was  paid  by  the  foreign 
country  or  possession  of  the  United 
States  on  such  refund  for  such  period. 

§  39.131  (c)-2  Credit  for  taxes  ac¬ 
crued  but  not  paid.  In  the  case  of  a 
credit  sought  for  a  tax  accrued  but  not 
paid,  the  Commissioner  may  require  as 
a  condition  precedent  to  the  allowance 
of  a  credit  a  bond  from  the  taxpayer  in 
addition  to  Form  1116  or  1118.  If  such 
a  bond  is  required.  Form  1117  shall  be 
used  by  an  individual  and  Form  1119  by 
a  corporation.  It  shall  be  in  such  sum 
as  the  Commissioner  may  prescribe,  and 
shall  be  conditioned  for  the  payment  by 
the  taxpayer  of  any  amount  of  tax  found 
due  upon  any  redetermination  of  the 
tax  made  necessary  by  such  credit  prov¬ 
ing  incorrect,  with  such  further  condi¬ 
tions  as  the  Commissioner  may  require. 
This  bond  shall  be  executed  by  the  tax¬ 
payer,  or  the  agent  or  representative  of 
the  taxpayer,  as  principal,  and  by  sure¬ 
ties  satisfactory  to  and  approved  by  the 
Commissioner.  See  also  6  U.  S.  C.  15. 

§  39.131  (d)  Statutory  provisions; 

taxes  of  foreign  countries  and  posses¬ 
sions  of  United  States;  year  in  which 
credit  taken. 

Sec.  131.  Taxes  of  foreign  countries  and 
possessions  of  United  States.  •  *  • 

(d)  Year  in  which  credit  taken.  The 
credits  provided  for  in  this  section  may,  at 
the  option  of  the  taxpayer  and  irrespective 
of  the  method  of  accounting  employed  in 
keeping  his  books,  be  taken  in  the  year  in 
which  the  taxes  of  the  foreign  country  or 
the  possession  of  the  United  States  accrued. 
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subject,  however,  to  the  conditions  prescribed 
in  subsection  (c)  of  this  section.  If  the  tax¬ 
payer  elects  to  take  such  credits  in  the  year 
in  which  the  taxes  of  the  foreign  country 
or  the  possession  of  the  United  States  ac¬ 
crued,  the  credits  for  all  subsequent  years 
shall  be  taken  upon  the  same  basis,  and  no 
portion  of  any  such  taxes  shall  be  allowed 
as  a  deduction  in  the  same  or  any  succeeding 
year. 

§  39.131  (d)-l  When  credit  for  taxes 
may  be  taken,  (a)  The  credit  for  taxes 
provided  by  section  131  (a)  may  ordi¬ 
narily  be  taken  either  in  the  return  for 
the  year  in  which  the  taxes  accrued  or  in 
which  the  taxes  were  paid,  dependent 
upon  whether  the  accounts  of  the  tax¬ 
payer  are  kept  and  his  returns  filed  upon 
the  accrual  basis  or  upon  the  cash  re¬ 
ceipts  and  disbursements  basis.  Section 
131  (d)  allows  the  taxpayer,  at  his  op¬ 
tion  and  irrespective  of  the  method  of 
accounting  employed  in  keeping  his 
books,  to  take  such  credit  for  taxes  as 
may  be  allowable  in  the  return  for  the 
year  in  which  the  taxes  accrued.  An 
election  thus  made  under  section  131 

(d)  or  under  section  222  (c)  or  238  (c) 
of  the  Revenue  Act  of  1924  or  1926,  or 
under  section  131  (d)  of  the  Revenue 
Act  of  1928, 1932, 1934,  1936,  or  1938,  must 
be  followed  in  returns  for  all  subsequent 
years,  and  no  portion  of  any  such  taxes 
will  be  allowed  as  a  deduction  from  gross 
income. 

(b)  If,  however,  under  the  provisions 
of  §  39.43-1  an  amount  otherwise  con¬ 
stituting  gross  income  for  the  taxable 
year  from  sources  without  the  United 
States  is,  owing  to  monetary,  exchange, 
or  other  restrictions  imposed  by  a  foreign 
country,  not  includible  in  gross  income 
of  the  taxpayer  for  such  year,  the  credit 
for  income  taxes  imposed  by  such  foreign 
country  with  respect  to  such  amount 
shall  be  taken  proportionately  in  any 
subsequent  taxable  year  in  which  such 
amount  or  portion  thereof  is  includible 
in  gross  income. 

§  39.131  (e)  Statutory  provisions; 

taxes  of  foreign  countries  and  posses - 
sions  of  United  States;  proof  of  credits. 

Sec.  131.  Taxes  of  foreign  countries  and 
possessions  of  United  States.  *  *  * 

(e)  Proof  of  credits.  The  credits  provided 
In  this  section  shall  be  allowed  only  if  the 
taxpayer  establishes  to  the  satisfaction  of 
the  Commissioner  (1)  the  total  amount  of 
income  derived  from  sources  without  the 
United  States,  determined  as  provided  in  sec¬ 
tion  119,  (2)  the  amount  of  income  derived 
from  each  country,  the  tax  paid  or  accrued 
to  which  is  claimed  as  a  credit  under  this 
section,  such  amount  to  be  determined  under 
rules  and  regulations  prescribed  by  the 
Commissioner  with  the  approval  of  the  Sec¬ 
retary,  and  (3)  all  other  information  neces¬ 
sary  for  the  verification  and  computation  of 
such  credits. 

§39.131  (e)-l  Conditions  of  allowance 
of  credit,  (a)  If  the  taxpayer  does  not 
signify  in  his  return  his  desire  to  claim 
credit  for  income,  war-profits,  or  excess- 
profits  taxes  paid  other  than  to  the 
United  States,  but  subsequent  to  the  filing 
of  such  return  chooses  to  claim  such 
credit,  the  taxpayer  must  so  notify  the 
Commissioner  and  attach  to  such  notifi¬ 
cation  Form  1116  in  the  case  of  an  indi¬ 
vidual,  and  Form  1118  in  the  case  of  a 
corporation.  The  form  must  be  carefully 
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filled  in  with  all  the  information  called 
for  and  with  the  calculations  of  credits 
indicated,  and  must  be  signed  and  con¬ 
tain  or  be  verified  by  a  written  declara¬ 
tion  that  it  is  made  under  the  penalties 
of  perjury.  Except  where  it  is  estab¬ 
lished  to  the  satisfaction  of  the  Commis¬ 
sioner  that  it  is  impossible  for  the  tax¬ 
payer  to  furnish  such  evidence,  the  form 
must  have  attached  to  it  (1)  the  receipt 
for  each  such  tax  payment  if  credit  is 
sought  for  taxes  already  paid  or  (2)  the 
return  on  which  each  such  accrued  tax 
was  based  if  credit  is  sought  for  taxes 
accrued.  This  receipt  or  return  so  at¬ 
tached  must  be  either  the  original,  a 
duplicate  original,  a  duly  certified  or 
authenticated  copy,  or  a  sworn  copy.  In 
case  only  a  sworn  copy  of  a  receipt  or 
return  is  attached,  there  must  be  kept 
readily  available  for  comparison  on  re¬ 
quest  the  original,  a  duplicate  original, 
or  a  duly  certified  or  authenticated  copy. 
If  the  receipt  or  the  return  is  in  a  for¬ 
eign  language,  a  certified  translation 
thereof  must  be  furnished  by  the  tax¬ 
payer.  Any  additional  information  nec¬ 
essary  for  the  determination  under  sec¬ 
tion  119  of  the  amount  of  income  derived 
from  sources  without  the  United  States 
and  from  each  foreign  country  shall, 
upon  the  request  of  the  Commissioner,  be 
furnished  by  the  taxpayer. 

< b)  Where  it  has  been  established  to 
the  satisfaction  of  the  Commissioner 
that  it  is  impossible  to  furnish  (1)  a  re¬ 
ceipt  for  such  foreign  tax  payment,  (2) 
the  foreign  tax  return,  or  (3)  direct  evi¬ 
dence  of  the  amount  of  tax  withheld  at 
the  source,  the  Commissioner  may,  in  his 
discretion  and  under  such  rules  as  he 
may  prescribe,  accept  secondary  evi¬ 
dence  of  the  payment  or  accrual  of  the 
tax  or  of  the  withholding  of  the  tax. 

(c)  For  credit  available  to  a  domestic 
corporation  with  respect  to  taxes  paid 
by  a  foreign  corporation,  see  §  39.131 
(f )  — 1.  A  claim  for  credit  in  such  a  case 
is  also  to  be  made  on  Form  1118.  See 
§  39.131  (d)-l  with  reference  to  the  op¬ 
tion  granted  by  section  131  (d). 

(d)  The  taxpayer  may,  with  respect  to 
a  particular  taxable  year,  claim  the  ben¬ 
efits  of  section  131  at  any  time  before  the 
expiration  of  the  period  prescribed  for 
the  making  of  claim  for  credit  or  refund 
of  the  tax  imposed  under  chapter  1  for 
such  taxable  year. 

5  39.131  (f)  Statutory  provisions; 

taxes  of  foreign  countries  and  posses¬ 
sions  of  United  States;  taxes  of  foreign 
corporation. 

Sec.  131.  Taxes  of  foreign  countries  and 
possessions  of  United  States.  •  *  * 

(f)  Taxes  of  foreign  corporation — (1) 
Treatment  of  taxes  paid  by  foreign  corpora¬ 
tion.  For  the  purposes  of  this  section,  a 
domestic  corporation  which  owns  at  least 
10  per  centum  of  the  voting  stock  of  a  foreign 
corporation  from  which  it  receives  dividends 
in  any  taxable  year  shall  be  deemed  to  have 
paid  the  same  proportion  of  any  income,  war- 
profits,  or  excess-profits  taxes  paid  or  deemed 
to  be  paid  by  such  foreign  corporation  to  any 
foreign  country  or  to  any  possession  of  the 
United  States,  upon  or  with  respect  to  the 
accumulated  profits  of  such  foreign  corpora¬ 
tion  from  which  such  dividends  were  paid, 
which  the  amount  of  such  dividends  bears 
to  the  amount  of  such  accumulated  profits. 
The  term  “accumulated  profits”  when  used 


In  this  subsection  in  reference  to  a  foreign 
corporation,  means  the  amount  of  its  gains, 
profits,  or  income  in  excess  of  the  income, 
war-profits,  and  excess-profits  taxes  imposed 
upon  or  with  respect  to  such  profits  or  in¬ 
come;  and  the  Commissioner  with  the  ap¬ 
proval  of  the  Secretary  shall  have  full  power 
to  determine  from  the  accumulated  profits  of 
what  year  or  years  such  dividends  were  paid; 
treating  dividends  paid  in  the  first  sixty  days 
of  any  year  as  having  been  paid  from  the 
accumulated  profits  of  the  preceding  year  or 
years  (unless  to  his  satisfaction  shown  other¬ 
wise),  and  in  other  respects  treating  divi¬ 
dends  as  having  been  paid  from  the  most 
recently  accumulated  gains,  profits,  or  earn¬ 
ings.  In  the  case  of  a  foreign  corporation, 
the  income,  war-profits,  and  excess-profits 
taxes  of  which  are  determined  on  the  basis 
of  an  accounting  period  of  less  than  one  year, 
the  word  “year”  as  used  in  this  subsection 
shall  be  construed  to  mean  such  accounting 
period. 

(2)  Foreign  subsidiary  of  foreign  corpora¬ 
tion.  If  such  foreign  corporation  owns  50 
per  centum  or  more  of  the  voting  stock  of 
another  foreign  corporation  from  which  it 
receives  dividends  in  any  taxable  year  it  shall 
be  deemed  to  have  paid  the  same  proportion 
of  any  income,  war-profits,  or  excess-profits 
taxes  paid  by  such  other  foreign  corporation 
to  any  foreign  country  or  to  any  possession 
of  the  United  States,  upon  or  with  respect  to 
the  accumulated  profits  of  the  corporation 
from  which  such  dividends  were  paid,  which 
the  amount  of  such  dividends  bears  to  the 
amount  of  such  accumulated  profits. 

| Subsec.  (f)  as  amended  by  sec.  216  (c).  Rev. 
Act  1939;  sec.  158  (e).  Rev.  Act  1942;  sec.  130 
(b) ,  Rev.  Act  1943;  sec.  332,  Rev.  Act  1951  ] 

§  39.131  (f )— 1  Taxes  of  foreign  cor¬ 
poration —  (a)  Domestic  corporation 
owning  stock  of  a  foreign  corporation. 
In  the  case  of  a  domestic  corporation 
which  owns  at  least  10  percent  of  the 
voting  stock  of  a  foreign  corporation 
from  which  it  receives  dividends  in  any 
taxable  year,  the  credit  for  foreign  taxes 
includes  not  only  the  income,  war- 
profits,  and  excess-profits  taxes  paid  or 
accrued  during  the  taxable  year  to  any 
foreign  country  or  to  any  possession  of 
the  United  States  by  such  domestic  cor¬ 
poration,  but  also  income,  war-profits, 
and  excess-profits  taxes  deemed  to  have 
been  paid  by  such  domestic  corporation, 
determined  by  taking  the  same  propor¬ 
tion  of  any  income,  war-profits,  and 
excess-profits  taxes  paid  or  accrued  by 
such  foreign  corporation  to  any  foreign 
country  or  to  any  possession  of  the 
United  States,  upon  or  with  respect  to 
the  accumulated  profits  of  such  foreign 
corporation  from  which  such  dividends 
were  paid,  which  the  amount  of  any  such 
dividends  received  bears  to  the  amount 
of  such  accumulated  profits.  If  divi¬ 
dends  are  received  from  more  than  one 
such  foreign  corporation,  the  limitation 
is  to  be  computed  separately  for  the 
dividends  received  from  each.  For  other 
limitations  upon  the  amount  of  credit 
available  under  section  131,  see  §  39.131 
lb)  — 1.  If  the  credit  for  foreign  taxes 
includes  taxes  deemed  to  have  been  paid, 
the  taxpayer  must  furnish  the  same  in¬ 
formation  with  respect  to  the  taxes 
deemed  to  have  been  paid  as  it  is  re¬ 
quired  to  furnish  with  respect  to  the 
taxes  actually  paid  or  accrued  by  it. 
Taxes  paid  or  accrued  by  such  a  foreign 
corporation  are  deemed  to  have  been 
paid  by  the  domestic  corporation  for 
purposes  of  credit  only. 


(b)  Foreign  corporation  owning  stock 
of  another  foreign  corporation.  If  any 
foreign  corporation  coming  within  the 
scope  of  paragraph  (a)  of  this  section 
(hereinafter  referred  to  as  former  cor¬ 
poration)  owns  50  percent  or  more  of  the 
voting  stock  of  another  foreign  corpora¬ 
tion  (hereinafter  referred  to  as  latter 
corporation)  from  which  it  receives  div¬ 
idends  in  any  taxable  year,  it  shall  be 
deemed,  for  the  purpose  of  determining 
the  foreign  taxes  the  former  corpora¬ 
tion  has  paid  or  accrued,  to  have  paid 
that  proportion  of  any  income,  war- 
profits,  or  excess-profits  taxes  paid  or 
accrued  by  the  latter  corporation  to  any 
foreign  country  or  to  any  possession  of 
the  United  States,  upon  or  with  respect 
to  the  accumulated  profits  from  which 
such  dividends  were  paid,  which  the 
amount  of  such  dividends  bears  to  the 
amount  of  such  accumulated  profits. 
Such  tax  so  deemed  to  have  been  paid 
shall  then  be  taken  into  consideration  in 
determining  the  amount  of  income,  war- 
profits,  and  excess-profits  taxes  paid  or 
deemed  to  have  been  paid  by  the  former 
corporation  to  any  possession  or  foreign 
country  upon  or  with  respect  to  its  own 
accumulated  profits  from  which  the 
dividends  were  paid  by  such  former  cor¬ 
poration  to  the  domestic  corporation. 

(c)  Illustration  of  principles.  The 
application  of  the  principles  of  this  sec¬ 
tion  in  the  determination  of  the  amount 
of  the  foreign  tax  available  as  a  basis 
for  a  credit  to  the  domestic  corporation 
may  be  illustrated  by  the  following 
example: 

Example.  The  A  Company,  a  domestic 
corporation,  owns  a  majority  of  the  voting 
stock  of  the  B  Company,  Ltd.,  a  foreign  cor¬ 
poration,  which  in  turn  owns  all  of  the  stock 
except  qualifying  shares  of  the  C  Company, 
Ltd.,  another  foreign  corporation.  The  ac¬ 
cumulated  profits  of  the  B  Company  amount 
to  $200,000  (Including  $25,000  dividend  de¬ 
rived  from  the  C  Company)  and  the  foreign 
income  tax  paid  by  the  B  Company  with  re¬ 
spect  to  such  accumulated  profits  amounts 
to  $60,000.  The  C  Company  has  accumulated 
profits  of  $150,000  upon  or  with  respect  to 
which  the  foreign  income,  war-profits,  and 
excess- profits  taxes  are  $45,000.  A  dividend 
of  $50,000  is  paid  in  1952  by  the  B  Company 
to  the  A  Company  and  in  the  same  year  a 
dividend  of  $25,000  is  paid  by  the  C  Com¬ 
pany  to  the  B  Company.  The  amount  of  the 
foreign  income,  war-profits,  and  excess-profits 
tax  of  the  C  Company  deemed  to  have  been 
otj  ooo 

paid  by  the  B  Company  is  X  $45,000,  or 

150,000 

$7,500.  The  proportion  of  the  foreign 
Income  tax  deemed  to  have  been  paid 
by  the  A  Company  with  respect  to  the 
accumulated  profits  of  the  B  Company 
from  which  the  dividend  of  $50,000  was  paid 
by  the  B  Company  to  the  A  Company  equals 

200SX($60  000  +  $7'500)  °r  $16’875, 

§39.131  (g)-(h)  Statutory  provi¬ 

sions;  taxes  of  foreign  countries  and 
possessiojis  of  United  States;  corpora¬ 
tions  treated  as  foreign;  credit  for  taxes 
in  lieu  of  income,  etc.,  taxes. 

Sec.  131.  Taxes  of  foreign  countries  and 
possessions  of  United  States.  *  *  • 

(g)  Corporations  treated  as  foreign.  For 
the  purposes  of  this  section  the  following 
corporations  shall  be  treated  as  foreign 
corporations: 

(1)  A  corporation  entitled  to  the  benefits 
of  section  251,  by  reason  of  receiving  a  large 


§  39.131  (f) 
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percentage  of  its  gross  income  from  sources 
within  a  possession  of  the  United  States; 

(2)  A  corporation  organized  under  the 
China  Trade  Act,  1922,  42  Stat.  849  (U.  S.  C.. 
Title  15,  c.  4) ,  and  entitled  to  the  credit  pro¬ 
vided  for  in  section  262. 

(h)  Credit  for  taxes  in  lieu  of  income,  etc., 
taxes.  For  the  purposes  of  this  section  and 
section  23  (c)  (1),  the  term  "income,  war- 
profits,  and  excess-profits  taxes"  shall  include 
a  tax  paid  in  lieu  of  a  tax  upon  income,  war- 
profits,  or  excess-profits  otherwise  generally 
imposed  by  any  foreign  country  or  by  any 
possession  of  the  United  States. 

[Subsec.  (h)  as  added  by  sec.  158  (f).  Rev. 
Act  1942] 

§39.131  (h)-l  Meaning  of  terms. 

(a)  The  term  “amount  of  any  income, 
war-profits,  and  excess-profits  taxes  paid 
or  accrued  during  the  taxable  year” 
means  taxes  proper  (no  credit  being 
given  for  amounts  representing  interest 
or  penalties)  paid  or  accrued  during  the 
taxable  year  on  behalf  of  the  taxpayer 
claiming  credit. 

(b)  For  the  purposes  of  sections  131 
and  23  (c)  (1)  (C),  the  term  “income, 
war-profits,  and  excess-profits  taxes”  in¬ 
cludes  a  tax  imposed  by  statute  or  decree 
by  a  foreign  country  or  by  a  possession 
of  the  United  States  if  (1)  such  country 
or  possession  has  in  force  a  general  in¬ 
come  tax  law,  (2)  the  taxpayer  claiming 
the  credit  would,  in  the  absence  of  a 
specific  provision  applicable  to  such  tax¬ 
payer,  be  subject  to  such  general  income 
tax,  and  (3)  such  general  income  tax  is 
not  imposed  upon  the  taxpayer  thus  sub¬ 
ject  to  such  substituted  tax.  For  ex¬ 
ample,  the  A  Corporation  does  business 
in  the  X  country,  which  imposes  an  in¬ 
come  tax  upon  substantially  a  net  in¬ 
come  base.  The  ascertainment  of  net 
income,  though  not  the  determination  of 
gross  income,  from  sources  in  X  country 
is  found  administratively  difficult.  The 
X  country,  by  decree,  provides  that  cor¬ 
porations  circumstanced  as  was  the  A 
Corporation  would,  in  lieu  of  the  income 
tax  at  the  rate  of  20  percent  otherwise 
payable,  be  subject  to  tax  at  the  rate  of 
10  percent  upon  the  amount  of  gross  in¬ 
come  from  X  country.  In  accordance 
with  such  decree,  the  A  Corporation  paid 
X  country  the  sum  of  $25,000  in  1953  with 
respect  to  its  tax  liability  to  the  X  coun¬ 
try  for  the  year  1952.  Such  amount, 
subject  to  the  applicable  limitations,  is 
available  as  a  credit  to  the  A  Corporation 
as  foreign  income,  war-profits,  or  excess- 
profits  taxes  against  the  United  States 
tax  liability  for  the  year  1952. 

(c)  The  term  “foreign  country”  means 
any  foreign  state  or  political  subdivision 
thereof,  or  any  foreign  political  entity, 
which  levies  and  collects  income,  war- 
profits,  or  excess-profits  taxes. 

(d)  The  term  “any  possession  of  the 
United  States”  includes,  among  others, 
Puerto  Rico  and  the  Virgin  Islands.  But 
see  section  251. 

(e)  As  to  the  meaning  of  “sources,” 
see  section  119. 

(f)  For  definitions  generally,  see  sec¬ 
tion  3797  and  the  regulations  thereunder. 

§39.131  (i)-(j)  Statutory  provisions; 
taxes  of  foreign  countries  and  possessions 
of  United  States;  tax  withheld  at  source; 
tax  imposed  by  subchapter  D. 
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Sec.  131.  Taxes  of  foreign  countries  and 
possessions  of  United  States.  •  •  • 

(I)  Tax  withheld  at  source.  For  the  pur¬ 
poses  of  this  supplement  the  tax  imposed  by 
this  chapter  shall  be  the  tax  computed  with¬ 
out  regard  to  the  credit  provided  in  section 
32  and  section  35. 

[Subsec.  (i)  as  added  by  sec.  172  (d),  Rev. 
Act  1942,  and  amended  by  sec.  6  (b)  (5),- 
Individual  Income  Tax  Act  1944) 

(J)  Tax  imposed  by  subchapter  D.  This 
section  shall  be  appUcable  for  purposes  of  the 
tax  imposed  by  subchapter  D,  but  the  tax 
paid  or  accrued  to  any  country  shall  be 
deemed  to  be  the  amount  of  such  tax  re¬ 
duced  by  the  amount  of  the  credit  allowed 
under  this  section  with  respect  to  such  tax 
against  the  tax  imposed  by  this  chapter 
without  regard  to  subchapter  D.  The 
amount  of  the  credit  taken  under  this  sub¬ 
section  shall  be  subject  to  each  of  the  follow¬ 
ing  conditions: 

( 1 )  The  amount  of  the  credit  in  respect  of 
the  tax  paid  or  accrued  to  any  country  shall 
not  exceed  the  same  proportion  of  the  tax 
against  which  such  credit  is  taken,  which  the 
taxpayer’s  excess  profits  net  income  from 
sources  within  such  country  bears  to  its 
entire  excess  profits  net  income  for  the  same 
taxable  year;  and 

(2)  The  total  amount  of  the  credit  shall 
not  exceed  the  same  proportion  of  the  tax 
against  which  such  credit  is  taken,  which 
the  taxpayer’s  excess  profits  net  income  from 
sources  without  the  United  States  bears  to 
its  entire  excess  profits  net  income  for  the 
same  taxable  year. 

[Subsec.  (J)  as  added  by  sec.  302  (b).  Excess 
Profits  Tax  Act  1950] 

§  39.131  (j )  — 1  Credit  against  excess 
profits  tax  imposed  by  subchapter  D. 
(a)  A  domestic  corporation  is  allowed 
a  credit  against  the  excess  profits  tax 
imposed  by  subchapter  D  of  chapter  1 
for  the  amount  of  any  income,  war- 
profits,  and  excess  profits  taxes  paid  or 
accrued  during  the  taxable  year  to  any 
foreign  country  or  to  any  possession  of 
the  United  States.  To  the  extent  perti¬ 
nent,  the  provisions  of  section  131  and 
the  regulations  promulgated  thereunder 
are  applicable  for  the  purpose  of  claim¬ 
ing  credit  for  taxes  under  this  section, 
except  that  for  such  purpose  the  amount 
of  income  and  profits  taxes  paid  or  ac¬ 
crued  during  the  taxable  year  to  any 
foreign  country  or  possession  shall  be 
deemed  to  be  the  amount  of  such  taxes 
actually  paid  or  accrued  reduced  by  the 
amount  of  such  taxes  allowed  as  a  credit 
under  section  131  against  the  tax  im¬ 
posed  by  chapter  1  without  regard  to 
the  excess  profits  tax  imposed  by  sub¬ 
chapter  D.  See  §  39.131  (b)-l  as  to 
the  amount  of  such  credit  allowable  and 
as  to  the  computation  of  the  tax  against 
which  such  credit  may  be  taken. 

(b)  The  amount  of  the  income  and 
profits  taxes  (determined  under  para¬ 
graph  (a)  of  this  section)  paid  or  ac¬ 
crued  (including  the  taxes  which,  in 
accordance  with  the  provisions  of  sec¬ 
tion  131  (f),  are  deemed  to  have  been 
paid)  during  the  taxable  year  to  each 
foreign  country  or  possession  of  the 
United  States,  limited  under  section  131 
(j)  (1)  so  as  not  to  exceed  that  propor¬ 
tion  of  the  excess  profits  tax  which  the 
taxpayer’s  excess  profits  net  income  from 
sources  within  such  country  or  posses¬ 
sion  bears  to  its  entire  excess  profits  net 
income  for  the  same  taxable  year,  is  the 


tentative  credit  for  the  purpose  of  this 
section  in  respect  of  the  taxes  paid  or 
accrued  to  such  country  or  possession. 
The  sum  of  these  tentative  credits,  lim¬ 
ited  under  section  131  (j)  (2)  so  as  not 
to  exceed  that  proportion  of  the  excess 
profits  tax  which  the  taxpayer’s  excess 
profits  net  income  from  sources  without 
the  United  States  bears  to  its  entire  ex¬ 
cess  profits  net  income  for  the  same  tax¬ 
able  year,  is  the  amount  allowable  as  a 
credit  against  the  excess  profits  tax  for 
income  or  profits  taxes  paid  or  accrued 
to  foreign  countries  or  possessions  of  the 
United  States.  For  the  determination 
of  the  excess  profits  net  income,  see 
§§  40.433  (a)-l  and  40.433  (a) -2  of  this 
chapter  (Regulations  130).  For  the  de¬ 
termination  of  the  source  of  such  net 
income,  see  section  119  and  the  regula¬ 
tions  thereunder. 

(c)  The  application  of  this  section 
may  be  illustrated  by  the  following  ex¬ 
amples  involving  the  calendar  year  1952, 


Example  ( 1 ).  In  this  example  it  is  as¬ 
sumed  that  the  taxpayer  has  no  income  or 
loss  from  any  foreign  country  other  than 
Country  X.  Accordingly,  the  limitation  un¬ 
der  section  131  (J)  (2)  will  not  change  the 
credit  determined  after  applying  section  131 
(J)  (1). 


(A)  Normal  tax  net  income  from 

all  sources _ $100,  000 

(B)  Total  normal  tax  and  surtax 

(before  section  131  credit) _  46,500 

(C)  Normal  tax  net  Income  from 

foreign  Country  X _ _  90, 000 

(D)  Foreign  tax  paid  on  Country 

X  income _  49,  500 

(E)  Limitation  on  foreign  tax  under 

section  131  (b)  (1)  and  (2) 
to  determine  section  131  (a) 
credit  allowable  against  nor¬ 
mal  tax  and  surtax: 


$90,000 

$100,000 


X  $46, 500 


(F)  Foreign  tax  credit  allowable 
against  normal  tax  and  sur¬ 
tax  (foreign  tax,  but  not  in 
excess  of  above  limitation  of 
$41,850  . . 


(G) 

(H) 

(I) 

(J) 

<K) 


<L) 


Excess  profits  net  income  from 

all  sources _ _ _ 

Excess  profits  net  income 

from  foreign  Country  X _ _ 

Excess  profits  credit - 

Excess  profits  tax  (before  sec¬ 
tion  131  credit) _ 

Foreign  tax  paid  on  Country 
X  income  for  the  purpose  of 
section  131  (J) : 

$49,500 -$41,850 _ 

Limitation  on  foreign  tax  un¬ 
der  section  131  (j)  (1)  and 
(2)  to  determine  section  131 
(J)  credit  allowable  against 
excess  profits  tax: 

•75  00°  X  $6.000 _ 

$80,000 


(M)  Foreign  tax  credit  allowable 
against  excess  profits  tax 
(foreign  tax  for  purpose  of 
section  131  (J),  but  not 

in  excess  of  above  limitation 


of  $5,625) _ 

(N)  Total  Income  and  excess 

profits  tax  (before  section 
131  credit) : 

$46,500+ $6, 000 - - 

(O)  Total  credit  under  section  131 : 

$41,850  + $5, 625 . - 

(P)  Total  income  and  excess 

profits  tax  after  credit  un¬ 
der  section  131: 

$52,500— $47.475 - 


41,850 


41,  850 

80,000 

75,000 
60. 000 

6,000 

7,650 


5,  625 


5,625 

52, 500 
47,475 

5.025 
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RULES  AND  REGULATIONS 


Example  (2).  The  facts  are  assumed  to  be 
the  same  as  those  under  example  (1).  except 
that  there  is  a  net  loss  of  $10,000  allocable  to 
foreign  country  Y,  which  net  loss  was  taken 
Into  account  in  determining  the  normal  tax 
net  income  from  all  sources  of  $100,000  (item 

(A),  example  (1) )  and  the  excess  profits  net 
Income  from  all  sources  of  $80,000  (item  (G), 
example  ( 1 )  ) .  The  total  income  and  excess 
profits  tax  after  credit  under  section  131  is 
computed  as  follows: 


(A)  Tentative  foreign  tax  credit 

under  section  131  (b)  (1) 

allowable  against  normal  tax 
and  surtax  (foreign  tax  paid 
on  country  X  income,  but  not 
in  excess  of  limitation  under 
section  131  (b)  (1) ) : 

•00,0^- X$  46,500 . $41,850 

$100,000 

(B)  Limitation  on  foreign  tax  under 

section  131  (b)  (2)  to  deter¬ 
mine  section  131  (a)  credit  al¬ 
lowable  against  normal  tax 
and  surtax: 

*S“°X$46.500 .  37,200 

$100,000 

(C)  Foreign  tax  credit  allowable 

against  normal  tax  and  surtax 
( tentative  credit  under  section 
131  (b)  (1),  but  not  in  excess 
of  $37,200  limitation  under 
section  131  (b)  (2)) .  37,200 

(D)  Foreign  tax  paid  for  the  purpose 

of  section  131  (J) : 

$49,500  -  $37,200 _ _  12,  300 

(E)  Tentative  foreign  tax  credit  un¬ 

der  section  131  (J)  (1)  allow¬ 
able  against  excess  profits  tax 
(foreign  tax  for  purpose  of 
section  131  (J),  but  not  in 
excess  of  limitation  under  sec¬ 
tion  131  (J)  (1) ) : 

$75,000 

$80,000  X>6  00° .  5’625 

(F)  Limitation  on  foreign  tax  under 

section  131  (J)  (2)  to  deter¬ 
mine  section  131  (J)  credit 
allowable  against  excess  prof¬ 
its  tax: 

$65,000 

$8o]oOO  X$6  00° -  4'875 

(G)  Foreign  tax  credit  allowable 

against  excess  profits  tax  (ten¬ 
tative  credit  under  section  131 
(J)  (1).  but  not  in  excess  of 
$4,875,  limitation  under  sec¬ 
tion  131  (J)  (2) ) .  4,  875 

(H)  Total  income  and  excess  profits 

tax  (before  section  131 
credit) : 

$46,  500  +  $6.000 _  52,  500 

(I)  Total  credit  under  section  131: 

$37,200 -(  $4,875 _  42,075 

(J)  Total  income  and  excess  profits 

tax  after  credit  under  section 
131: 

$52,500  -  $42,075 _  10,  425 


SUPPLEMENT  D - RETURNS  AND  PAYMENT  OF 

TAX 

§  39.141  Statutory  provisions;  consol¬ 
idated  returns. 

Sec.  141.  Consolidated  returns — (a)  Privi¬ 
lege  to  file  consolidated  returns.  An  affili¬ 
ated  group  of  corporations  shall,  subject  to 
the  provisions  of  this  section,  have  the  privi¬ 
lege  of  making  a  consolidated  return  for  the 
taxable  year  in  lieu  of  separate  returns.  The 
making  of  a  consolidated  return  shall  be 
upon  the  condition  that  all  corporations 
which  at  any  time  during  the  taxable  year 
have  been  members  of  the  affiliated  group 
consent  to  all  the  consolidated  return  regula¬ 
tions  prescribed  under  subsection  (b)  prior 
to  the  last  day  prescribed  by  law  for  the 
filing  of  such  return.  The  making  of  a  con¬ 


solidated  return  shall  be  considered  as  such 
consent.  In  the  case  of  a  corporation  which 
is  a  member  of  the  affiliated  group  for  a  frac¬ 
tional  part  of  the  year,  the  consolidated 
return  shall  include  the  income  of  such  cor¬ 
poration  for  such  part  of  the  year  as  it  is  a 
member  of  the  affiliated  group. 

(b)  Regulations.  The  Secretary  shall  pre¬ 
scribe  such  regulations  as  he  may  deem 
necessary  in  order  that  the  tax  liability  of 
any  affiliated  group  of  corporations  making 
a  consolidated  return  and  of  each  corpora¬ 
tion  in  the  group,  both  during  and  after  the 
period  of  affiliation,  may  be  returned,  deter¬ 
mined,  computed,  assessed,  collected,  and 
adjusted,  in  such  manner  as  clearly  to  reflect 
the  income-  and  excess-profits-tax  liability 
and  the  various  factors  necessary  for  the 
determination  of  such  liability,  and  in  order 
to  prevent  avoidance  of  such  tax  liability. 

(c)  Computation  and  payment  of  tax.  In 
any  case  in  which  a  consolidated  return  is 
made  or  is  required  to  be  made,  the  tax  shall 
be  determined,  computed,  assessed,  collected, 
and  adjusted  in  accordance  with  the  regula¬ 
tions  under  subsection  (b)  prescribed  prior 
to  the  last  day  prescribed  by  law  for  the  filing 
of  such  return:  except  that  the  tax  imposed 
under  section  15  or  section  204  shall  be  in¬ 
creased  by  2  per  centum  of  the  consolidated 
corporation  surtax  net  income  of  the  affili¬ 
ated  group  of  includible  corporations.  If  the 
affiliated  group  includes  one  or  more  Western 
Hemisphere  trade  corporations  (as  defined  in 
section  109),  the  increase  of  2  per  centum 
provided  in  the  preceding  sentence  shall  be 
applied  only  on  the  amount  by  which  the 
consolidated  corporation  surtax  net  income 
of  the  affiliated  group  exceeds  the  portion  (if 
any)  of  the  consolidated  corporation  surtax 
net  income  attributable  to  the  Western  Hem¬ 
isphere  trade  corporations  included  in  such 
group.  For  the  purposes  of  the  tax  Imposed 
by  section  430,  the  sum  of  the  excess  profits 
credit  and  the  unused  excess  profits  credit 
adjustment  of  the  affiliated  group  shall  not 
be  increased  under  the  last  sentence  of  sec¬ 
tion  431  to  an  amount  in  excess  of  $25,000 
for  the  entire  group. 

(d)  Definition  of  “affiliated  group ".  As 
used  in  this  section,  an  “affiliated  group” 
means  one  or  more  chains  of  includible  cor¬ 
porations  connected  through  stock  owner¬ 
ship  with  a  common  parent  corporation 
which  is  an  includible  corporation  if — 

( 1 )  Stock  possessing  at  least  95  per  centum 
of  the  voting  power  of  all  classes  of  stock  and 
at  least  95  per  centum  of  each  class  of  the 
nonvoting  stock  of  each  of  the  Includible 
corporations  (except  the  common  parent  cor¬ 
poration)  is  owned  directly  by  one  or  more 
of  the  other  Includible  corporations:  and 

(2)  The  common  parent  corporation  owns 
directly  stock  possessing  at  least  95  per 
centum  of  the  voting  power  of  all  classes 
of  stock  and  at  least  95  per  centum  of  each 
class  of  the  nonvoting  stock  of  at  least  one  of 
the  other  includible  corporations. 

As  used  in  this  subsection,  the  term  “stock” 
does  not  Include  nonvoting  stock  which  is 
limited  and  preferred  as  to  dividends. 

(e)  Definition  of  "includible  corporation ". 
As  used  in  this  section,  the  term  “includible 
corporation”  means  any  corporation  except — 

( 1 )  Corporations  exempt  from  taxation 
under  section  101. 

(2)  Insurance  companies  subject  to  taxa¬ 
tion  under  section  201  or  207. 

(3)  Foreign  corporations. 

(4)  Corporations  entitled  to  the  benefits 
of  section  251,  by  reason  of  receiving  a  large 
percentage  of  their  income  from  sources 
within  possessions  of  the  United  States. 

(5)  Corporations  organized  under  the 
China  Trade  Act,  1922. 

(6)  Regulated  Investment  companies  sub¬ 
ject  to  tax  under  Supplement  Q. 

(7)  Any  corporation  described  in  section 
449,  or  In  section  454  (d),  (f),  and  (g)  (with¬ 


out  regard  to  the  exception  in  the  initial 
clause  of  section  454) ,  but  not  including  such 
a  corporation  which  has  made  and  filed  a  con¬ 
sent,  for  the  taxable  year  or  any  prior  taxable 
year  ending  after  June  30,  1950,  to  be  treated 
as  an  includible  corporation.  Such  consent 
shall  be  made  and  filed  at  such  time  and  in 
such  manner  as  may  be  prescribed  by  the 
Secretary. 

(8)  Regulated  public  utilities  described  in 
section  448  (d)  which  compute  their  excess 
profits  credit  under  section  448  but  not  in¬ 
cluding  any  such  regulated  public  utility 
which  has  made  and  filed  a  consent,  applica¬ 
ble  to  the  taxable  year,  to  compute  its  excess 
profits  credit  without  regard  to  section  448. 
The  consent  shall  be  made  and  filed  at  such 
time  and  in  such  manner  as  may  be  prescribed 
by  the  Secretary.  The  consent  shall  be  ap¬ 
plicable  to  the  taxable  year  for  which  filed 
and  to  each  consecutive  subsequent  taxable 
year  for  which  a  consolidated  return  is  filed. 

(f)  Includible  insurance  companies.  De¬ 
spite  the  provisions  of  paragraph  (2)  of  sub¬ 
section  (e),  two  or  more  domestic  insurance 
companies  each  of  which  is  subject  to  taxa¬ 
tion  under  the  same  section  of  this  chapter 
shall  be  considered  as  includible  corporations 
for  the  purpose  of  the  application  of  subsec¬ 
tion  (d)  to  such  insurance  companies  alone. 

(g)  Subsidiary  formed  to  comply  with  for¬ 
eign  law.  In  the  case  of  a  domestic  corpora¬ 
tion  owning  or  controlling,  directly  or  indi¬ 
rectly,  100  per  centum  of  the  capital  stock 
(exclusive  of  directors’  qualifying  shares)  of 
a  corporation  organized  under  the  laws  of  a 
contiguous  foreign  country  and  maintained 
solely  for  the  purpose  of  complying  with  the 
laws  of  such  country  as  to  title  and  operation 
of  property,  such  foreign  corporation  may, 
at  the  option  of  the  domestic  corporation,  be 
treated  for  the  purpose  of  this  chapter  as  a 
domestic  corporation. 

(h)  Suspension  of  running  of  statute  of 
limitations.  If  a  notice  under  section  272 
(a)  in  respect  of  a  deficiency  for  any  taxable 
year  is  mailed  to  a  corporation,  the  suspen¬ 
sion  of  the  running  of  the  statute  of  limita¬ 
tions,  provided  in  section  277,  shall  apply  in 
the  case  of  corporations  with  which  such 
corporation  made  a  consolidated  return  for 
such  taxable  year. 

(i)  Allocation  of  income  and  deductions. 
For  allocation  of  income  and  deductions  of 
related  trades  or  businesses,  see  section  45. 

(J)  Includible  regulated  public  utilities. 
Despite  the  provisions  of  paragraph  (8)  of 
subsection  (e),  two  or  more  regulated  public 
utilities  each  of  which  has  made  and  filed 
a  consent,  applicable  to  the  taxable  year,  to 
compute  its  excess  profits  credit  under  sec¬ 
tion  448  only,  shall  be  considered  as  includ¬ 
ible  corporations  for  the  purpose  of  the  ap¬ 
plication  of  subsection  (d)  to  such  regulated 
public  utilities  alone.  The  consent  shall  be 
made  and  filed  at  such  time  and  in  such 
manner  as  may  be  prescribed  by  the  Secre¬ 
tary.  The  consent  shall  be  applicable  to  the 
taxable  year  for  which  filed  and  to  each  con¬ 
secutive  subsequent  taxable  year  for  which 
a  consolidated  return  is  filed. 

[Sec.  141  as  amended  by  sec.  159  (a) ,  Rev.  Act 
1942;  secs.  131  and  204  (c).  Rev.  Act.  1943: 
sec.  2  (c),  Tax  Adjustment  Act  1945;  sec.  121 
(f).  Rev.  Act  1950;  sec.  301,  Excess  Profits 
Tax  Act  1950] 

§  39.141-1  Consolidated  income  and 
excess  profits  tax  returns  of  affiliated 
corporations — (a)  In  general.  Section 
141  prescribes  rules  for  the  making  of 
consolidated  income  and  excess  profits 
tax  returns  by  affiliated  groups  of  cor¬ 
porations.  Part  24  of  this  chapter 
(Regulations  129)  is  applicable  to  the 
making  of  the  consolidated  income  and 
excess  profits  tax  return  in  the  case  of 
a  taxable  year  ending  after  December 
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31,  1949.  The  determination,  computa¬ 
tion,  assessment,  collection,  and  adjust¬ 
ment  of  income  and  excess  profits  tax 
liabilities  of  the  affiliated  group  and 
each  member  thereof  both  during  and 
after  the  period  of  affiliation  shall  be 
made  under  the  applicable  provisions  of 
such  regulations. 

(b)  Formation  of  and  changes  in  affil¬ 
iated  group.  An  affiliated  group  of  cor¬ 
porations,  within  the  meaning  of  section 
141,  is  formed  at  the  time  that  the  com¬ 
mon  parent  corporation,  which  is  an  in¬ 
cludible  corporation,  becomes  the  owner 
directly  of  stock  possessing  at  least  95 
percent  of  the  voting  power  of  all  classes 
of  stock  and  at  least  95  percent  of  each 
class  of  the  nonvoting  stock  (not  includ¬ 
ing  nonvoting  stock  which  is  limited  and 
preferred  as  to  dividends)  of  another  in¬ 
cludible  corporation.  A  corporation  be¬ 
comes  a  member  of  such  an  affiliated 
group  at  the  time  that  one  or  more  mem¬ 
bers  of  such  group  become  the  owners 
directly  of  stock  possessing  at  least  95 
percent  of  the  voting  power  of  all  classes 
of  its  stock  and  at  least  95  percent  of 
each  class  of  its  nonvoting  stock  (not 
including  nonvoting  stock  which  is  lim¬ 
ited  and  preferred  as  to  dividends).  A 
corporation  ceases  to  be  a  member  of 
such  an  affiliated  group  at  the  time  that 
the  members  of  such  group  cease  to  own 
directly  stock  possessing  at  least  95  per¬ 
cent  of  the  voting  power  of  all  classes  of 
its  stock,  or  at  least  95  percent  of  each 
class  of  its  nonvoting  stock  (not  includ¬ 
ing  nonvoting  stock  which  is  limited  and 
preferred  as  to  dividends). 

(c)  Corporations  to  be  included  in 
consolidated  returns.  (1)  The  privilege 
of  filing  consolidated  returns  is  extended 
to  all  includible  corporations  constitut¬ 
ing  an  “affiliated  group”  as  defined  in 
section  141  (d).  In  case  a  corporation 
is  a  member  of  an  affiliated  group  for  a 
fractional  part  of  the  year,  the  con¬ 
solidated  return  shall  include  the  income 
of  such  corporation  for  the  part  of  the 
year  during  which  it  is  a  member  of  the 
group.  An  “includible  corporation”  is 
defined  by  section  141  (e)  to  mean  any 
corporation  except — 

(i)  A  corporation  exempt  under  sec¬ 
tion  101  from  the  tax  imposed  by 
chapter  1; 

(ii)  An  insurance  company  subject  to 
taxation  under  section  201  or  207  (except 
as  provided  in  section  141  (f ) ) ; 

(iii)  A  foreign  corporation  (except  as 
provided  in  section  141  (g)); 

(iv)  A  corporation  entitled  to  the 
benefits  of  section  251,  by  reason  of  re¬ 
ceiving  a  large  percentage  of  its  income 
from  sources  within  possessions  of  the 
United  States; 

(v)  A  corporation  organized  under 
the  China  Trade  Act.  1922  (15  U.  S.  C., 
c.  4); 

(vi)  A  regulated  investment  com¬ 
pany  subject  to  tax  under  Supplement 
Q  'sections  361  and  362) ; 

(vii)  a  personal  service  corporation 
described  in  section  449  or  a  corporation 
described  in  section  454  (d),  (f),  or  (g) 
which,  without  regard  to  the  exception 
stated  in  the  initial  clause  of  section  454, 
would  be  exempt  from  the  excess  profits 
tax  imposed  by  subchapter  D  of  chap- 
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ter  1,  except  as  otherwise  provided  in 
section  141  (e)  (7).  As  to  the  exception 
provided  in  section  141  (e)  (7),  see  the 
provisions  set  forth  in  subparagraph  (3) 
of  this  paragraph;  and 

(viii)  A  regulated  public  utility  corpo¬ 
ration  described  in  section  448  (d),  ex¬ 
cept  as  otherwise  provided  in  section  141 
(e)  (8)  and  section  141  (j).  As  to  the 
exception  provided  in  section  141  (e)  (8), 
see  the  provisions  set  forth  in  subpara¬ 
graph  (4)  of  this  paragraph.  As  to  the 
exception  provided  in  section  141  (j),  see 
paragraph  (g)  of  this  section. 

(2)  The  corporations  described  in  sec¬ 
tion  454  (d),  (f),  and  (g),  are  personal 
holding  companies  as  defined  in  section 
501,  certain  domestic  corporations  which 
derive  a  specified  part  of  their  gross  in¬ 
come  from  sources  outside  the  United 
States  (section  454  (f ) ) ,  and  certain  cor¬ 
porations  which  receive  compensation 
from  the  United  States  for  the  transpor¬ 
tation  of  mail  by  aircraft  (section 
454  (g)). 

(3)  Any  corporation  which  otherwise 
would  not  be  an  includible  corporation 
under  subparagraph  (1)  (vii)  of  this 
paragraph  and  section  141  (e)  (7)  may 
make  and  file  a  consent  to  be  treated 
as  an  includible  corporation.  A  corpo¬ 
ration  which  has  made  and  filed  a  con¬ 
sent  for  any  taxable  year  ending  after 
June  30,  1950,  shall  be  treated  as  an  in¬ 
cludible  corporation  for  such  taxable 
year  and  for  each  subsequent  taxable 
year.  With  respect  to  the  subsequent 
taxable  years,  such  corporation  shall  be 
deemed  to  be  an  includible  corporation 
regardless  of  whether  the  affiliated  group 
of  which  such  corporation  is  a  member 
during  the  subsequent  taxable  year  is  the 
same  as  the  affiliated  group  of  which  it 
was  a  member  when  the  consent  was 
filed.  If  such  corporation  is  a  common 
parent  corporation,  the  making  and  filing 
of  the  consolidated  income  tax  return 
shall  constitute  the  making  and  filing  of 
its  consent  under  section  141  (e)  (7).  If 
such  corporation  is  a  subsidiary,  the  fil¬ 
ing  for  a  taxable  year  ending  after  June 
30,  1950,  of  its  authorization  and  consent 
on  Form  1122  in  the  manner  prescribed 
by  §  24.12  (b)  of  this  subchapter  (Regu¬ 
lations  129)  shall  constitute  the  making 
and  filing  of  such  consent.  A  consent  to 
be  treated  as  an  includible  corporation 
under  section  141  (e)  (7)  cannot  be  with¬ 
drawn  or  revoked  at  any  time  after  the 
consolidated  return  is  filed  for  the  first 
taxable  year  for  which  the  consent  is 
filed,  except  as  otherwise  provided  in 
section  613  of  the  Revenue  Act  of  1951. 
Section  613  of  that  Act  relates  to  the 
withdrawal  within  90  days  after  October 
20,  1951  (the  date  of  enactment  of  that 
act),  of  consents  for  the  first  taxable 
year  ending  after  June  30,  1950,  with  re¬ 
spect  to  corporations  described  in  section 
454  (f). 

(4)  Under  section  141  (e)  (8),  any 
regulated  public  utility  corporation  may 
make  and  file  a  consent  to  compute  its 
excess  profits  credit  without  regard  to 
section  448.  A  corporation  which  has 
made  and  filed  such  consent  shall  be 
treated  as  an  includible  corporation  un¬ 
der  section  141  (e)  (8)  for  the  taxable 
year  for  which  such  consent  is  filed  and 
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for  each  consecutive  subsequent  taxable 
year  for  which  a  consolidated  return  is 
made  or  is  required  to  be  made  by  the 
affiliated  group  of  which  it  was  a  member 
at  the  time  such  consent  was  filed  unless 
it  has  ceased  to  be  a  member  of  such 
group.  If  such  corporation  is  a  common 
parent  corporation,  the  making  and  fil¬ 
ing  of  a  consolidated  return  in  which  the 
consolidated  excess  profits  credit  is  de¬ 
termined  under  provisions  other  than 
those  of  section  448  shall  constitute  the 
making  and  filing  of  its  consent  under 
section  141  (e)  (8).  If  such  corporation 
is  a  subsidiary,  the  filing  of  an  authori¬ 
zation  and  consent  on  Form  1122,  in  the 
manner  prescribed  by  §  24.12  (b)  of  this 
subchapter  (Regulations  129) ,  indicating 
thereon  its  consent  to  compute  its  excess 
profits  credit  without  regard  to  section 
448  shall  constitute  the  making  and  filing 
of  such  consent.  A  consent  to  be  treated 
as  an  includible  corporation  under  sec¬ 
tion  141  (e)  (8)  cannot  be  withdrawn 
or  revoked  at  any  time  after  the  consol¬ 
idated  return  is  filed  for  the  first  taxable 
year  for  which  the  consent  is  filed;  how¬ 
ever,  if  a  separate  return  is  properly  filed 
by  such  a  corporation  for  a  subsequent 
taxable  year,  it  is  not  thereafter  an  in¬ 
cludible  corporation  under  section  141 
(e)  (8)  unless  another  consent  under 
such  section  is  made  and  filed. 

(5)  The  consolidated  income  and  ex¬ 
cess-profits  tax  return  must  include 
every  includible  corporation  which,  un¬ 
der  the  provisions  of  section  141,  is  a 
member  of  the  affiliated  group.  In  no 
case  may  a  consolidated  return  be  filed 
by  subsidiary  corporations  as  an  affili¬ 
ated  group  unless  the  common  parent 
corporation  through  which  the  subsid¬ 
iaries  are  connected  is  a  member  of  the 
group.  For  instance,  there  will  not  be 
recognized  as  an  affiliated  group  two 
domestic  industrial  corporations  the 
common  parent  corporation  of  which  is 
a  regulated  investment  company  subject 
to  tax  under  Supplement  Q.  In  addi¬ 
tion,  no  corporation  which  is  connected 
by  stock  ownership  with  an  affiliated 
group  of  includible  corporations  through 
a  nonincludible  corporation  may  be  in¬ 
cluded  in  the  consolidated  return  of  such 
group. 

<  6 )  Every  corporation  which  is  a  mem¬ 
ber  of  an  affiliated  group  making  consol¬ 
idated  returns  under  section  141  is  a 
member  of  such  group,  regardless  of  any 
exemption  to  which  it  might  have  been 
entitled  if  separate  returns  had  been 
made.  See  sections  449  and  454. 

(d)  Consolidated  returns  of  insurance 
companies.  An  insurance  company  sub¬ 
ject  to  tax  under  section  204  is  an  includ¬ 
ible  corporation  and  may  be  included  in 
an  affiliated  group  together  with  corpo¬ 
rations  other  than  insurance  companies 
taxable  under  section  201  or  section  207. 
Insurance  companies  subject  to  tax  un¬ 
der  section  201  or  207  are  not  includible 
corporations  under  section  141  (e)  (2). 
Under  section  141  (f ) ,  however,  a  domes¬ 
tic  insurance  company  taxable-  under 
section  201  may  be  included  in  an  affili¬ 
ated  group  comprised  solely  of  other 
domestic  insurance  companies  taxable 
under  section  201;  it  may  not  be  included 
in  an  affiliated  group  with  other  corpo- 
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rations.  Similarly,  a  domestic  insurance 
company  taxable  under  section  207  may 
be  included  in  an  affiliated  group  com¬ 
prised  solely  of  other  domestic  insurance 
companies  taxable  under  section  207;  it 
may  not  be  included  in  an  affiliated  group 
with  other  corporations.  An  affiliated 
group  of  domestic  insurance  companies 
taxable  under  section  201,  or  a  group  of 
domestic  insurance  companies  taxable 
under  section  207,  may  not  include  a 
domestic  insurance  company  taxable 
under  section  204. 

(e)  Foreign  corporations  which  may 
be  treated  as  domestic  corporations.  In 
the  case  of  a  domestic  corporation  own¬ 
ing  or  controlling,  directly  or  indirectly, 
the  entire  capital  stock  (exclusive  of 
directors’  qualifying  shares)  of  a  corpo¬ 
ration  organized  under  the  laws  of  Can¬ 
ada  or  of  Mexico  and  maintained  solely 
for  the  purpose  of  complying  with  the 
laws  of  such  country  as  to  title  and 
operation  of  property,  such  foreign  cor¬ 
poration  may,  at  the  option  of  the  do¬ 
mestic  corporation,  be  treated  as  a  do¬ 
mestic  corporation.  The  option  to  treat 
such  foreign  corporation  as  a  domestic 
corporation  must  be  exercised  at  the  time 
of  making  the  consolidated  return,  and 
cannot  be  exercised  at  any  time  there¬ 
after.  If  the  foreign  corporation  is  in¬ 
cluded  or  is  required  to  be  included  in  the 
consolidated  return  of  the  affiliated 
group  of  which  it  is  a  member  for  any 
taxable  year,  it  must  be  included  in  the 
consolidated  return  for  each  consecutive 
taxable  year*  thereafter  for  which  such 
group  makes  or  is  required  to  make  a 
consolidated  return. 

(f)  Computation  of  tax.  The  surtax 
imposed  by  section  15  or  section  204  upon 
an  affiliated  group  making  a  consolidated 
income  tax  return  shall  be  increased  by  2 
percent  of  the  consolidated  corporation 
surtax  net  income.  For  example,  if  the 
consolidated  corporation  surtax  net  in¬ 
come  of  an  affiliated  group  for  a  taxable 
year  is  $40,000,  the  increase  in  the  surtax 
for  such  taxable  year  is  $800,  that  is 
2  percent  of  $40,000.  If  the  affiliated 
group  includes  one  or  more  Western 
Hemisphere  trade  corporations  (as  de¬ 
fined  in  section  109),  the  increase  shall 
be  applied  in  the  manner  provided  in 
§  24.30  (b)  (1)  of  this  subchapter  (Reg¬ 
ulations  129). 

(g)  Consolidated  returns  of  regulated 
public  utilities  computing  excess  profits 
credit  under  section  4t8.  A  regulated 
public  utility  which  has  made  and  filed  a 
consent  to  compute  its  excess  profits 
credit  under  section  448  only  may  be  in¬ 
cluded  in  an  affiliated  group  (within  the 
meaning  of  section  141  <d) )  comprised 
solely  of  regulated  public  utility  cor¬ 
porations  each  of  which  has  made  and 
filed  such  a  consent.  If  such  consent  of 
a  regulated  public  utility  corporation  is 
filed  for  any  taxable  year  ending  after 
June  30,  1950,  such  corporation  shall  be 
an  includible  corporation  within  the 
meaning  of  section  141  (j)  for  the  tax¬ 
able  year  for  which  such  consent  is  filed 
and  for  all  consecutive  subsequent  tax¬ 
able  years  for  which  such  affiliated  group 
of  which  such  corporation  is  a  member 
makes  or  is  required  to  make  a  con¬ 
solidated  return.  If  such  corporation  is 
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a  common  parent  corporation,  the  mak¬ 
ing  and  filing  of  a  consolidated  return 
in  which  the  consolidated  excess  profits 
credit  is  determined  under  the  pro¬ 
visions  of  section  448  shall  constitute 
the  making  and  filing  of  its  consent 
under  section  141  (j).  If  such  corpora¬ 
tion  is  a  subsidiary,  the  filing  of  its 
authorization  and  consent  on  Form  1122, 
in  the  manner  prescribed  by  §  24.12  (b) 
of  this  subchapter  (Regulations  129  ►, 
indicating  thereon  its  consent  to  com¬ 
pute  its  excess  profits  credit  with  respect 
to  section  448  only,  shall  constitute  the 
making  and  filing  of  such  consent.  A 
consent  to  be  treated  as  an  includible 
corporation  under  section  141  (j)  can¬ 
not  be  withdrawn  or  revoked  at  any 
time  after  the  consolidated  return  is 
filed  for  the  first  taxable  year  for  which 
the  consent  is  filed.  However,  if  a  sepa¬ 
rate  return  is  properly  filed  by  such  a 
corporation  for  a  subsequent  taxable 
year,  it  is  not  thereafter  an  includible 
corporation  under  section  141  (j)  unless 
another  consent  under  such  section  is 
made  and  filed. 

§  39.142  Statutory  provisions;  fidu¬ 
ciary  returns. 

Sec.  142.  Fiduciary  returns — (a)  Require¬ 
ment  of  return.  Every  fiduciary  (exoept  a 
receiver  appointed  by  authority  of  law  in 
possession  of  part  only  of  the  property  of  an 
individual)  shall  make  under  oath  a  return 
for  any  of  the  following  individuals,  estates, 
or  trusts  for  which  he  acts,  stating  specifically 
the  items  of  gross  income  thereof  and  the 
deductions  and  credits  allowed  under  this 
chapter  and  such  other  information  for  the 
purpose  of  carrying  out  the  provisions  of  this 
chapter  as  the  Commissioner  with  the  ap¬ 
proval  of  the  Secretary  may  by  regulations 
prescribe — 

( 1 )  Every  individual  having  a  gross  income 
for  the  taxable  year  of  $600  or  over; 

(2)  Every  estate  the  gross  income  of  which 
for  the  taxable  year  is  $600  or  over; 

(3)  Every  trust  the  net  income  of  which 
for  the  taxable  year  is  $100  or  over,  or  the 
gross  income  of  which  for  the  taxable  year 
is  $600  or  over,  regardless  of  the  amount  of 
net  income; 

(4)  Every  estate  or  trust  of  which  any 
beneficiary  is  a  nonresident  alien. 

(b)  Joint  fiduciaries.  Under  such  regula¬ 
tions  as  the  Commissioner  with  the  approval 
of  the  Secretary  may  prescribe  a  return  made 
by  one  of  two  or  more  Joint  fiduciaries  and 
filed  in  the  office  of  the  collector  of  the  dis¬ 
trict  where  such  fiduciary  resides  shall  be 
sufficient  compliance  with  the  above  require¬ 
ment.  Such  fiduciary  shall  make  oath  (1) 
that  he  has  sufficient  knowledge  of  the  affairs 
of  the  individual,  estate,  or  trust  for  which  the 
return  is  made,  to  enable  him  to  make  the  re¬ 
turn,  and  (2)  that  the  return  is,  to  the  best 
of  his  knowledge  and  belief,  true  and  correct. 

(c)  Law  applicable  to  fiduciaries.  Any 
fiduciary  required  to  make  a  return  under 
this  chapter  shall  be  subject  to  all  the  pro¬ 
visions  of  law  which  apply  to  individuals. 

|Sec.  142  as  amended  by  sec.  7  (b).  Rev.  Act 
1940;  sec.  112  (b),  Rev.  Act  1941;  sec.  131 
(c)  (2),  Rev.  Act  1942;  sec.  11  (c).  Individual 
Income  Tax  Act  1944;  sec.  202  (c),  Rev.  Act 
1948] 

§  39.142-1  Fiduciary  returns.  (a) 
Every  fiduciary,  or  at  least  one  of  joint 
fiduciaries,  must  make  a  return  of  in¬ 
come — 

(1)  Returns  for  individuals.  For  the 
Individual  whose  income  is  in  his  charge, 
if  the  gross  income  of  such  individual  is 


$600  or  over.  The  return  shall  be  on 
Form  1040. 

(2)  Returns  for  estates  and  trusts. 
For  the  estate  for  which  he  acts  if  the 
gross  income  of  such  estate  is  $600  or 
over,  and  for  the  trust  for  which  he  acts 
if  the  gross  income  of  sOch  trust  is  $600 
or  over,  or  the  net  income  of  such  trust, 
as  computed  under  section  162,  is  $100  or 
over,  or  if  any  beneficiary  of  such  estate 
or  trust  is  a  nonresident  alien.  The  re¬ 
turn  shall  be  on  Form  1041. 

(b)  In  cases  in  which  the  gross  income 
of  the  estate  or  trust  is  $5,000  or  over,  a 
copy  of  the  will  or  trust  instrument, 
sworn  to  by  the  fiduciary  as  a  true  and 
complete  copy,  must  be  filed  with  the 
fiduciary  return  of  the  estate  or  trust, 
together  with  a  statement  by  the  fiduci¬ 
ary  indicating  the  provisions  of  the  will 
or  trust  instrument  which,  in  his  opinion, 
determine  the  extent  to  which  the  in¬ 
come  of  the  estate  or  trust  is  taxable  to 
the  estate  or  trust,  the  beneficiaries,  or 
the  grantor,  respectively.  If,  however,  a 
copy  of  the  will  or  trust  instrument,  and 
statement  relating  to  the  provisions  of 
the  will  or  trust  instrument,  have  once 
been  filed,  they  need  not  again  be  filed 
if  the  fiduciary  return  contains  a  state¬ 
ment  showing  when  and  where  they  were 
filed.  If  the  trust  instrument  is  amended 
in  any  way  after  such  copies  have  been 
filed,  a  copy  of  the  amendment,  together 
with  a  statement  by  the  fiduciary,  indi¬ 
cating  the  effect,  if  any,  in  his  opinion,  of 
such  amendment  on  the  extent  to  which 
the  income  of  the  estate  or  trust  is  taxa¬ 
ble  to  the  estale  or  trust,  the  benefici¬ 
aries,  or  the  grantor,  respectively,  must 
be  filed  with  the  return  for  the  taxable 
year  in  which  the  amendment  was  made. 

(c)  See  §  39.142-5  for  returns  in  cases 
where  any  beneficiary  is  a  nonresident 
alien.  For  returns  on  Form  990-T  by 
certain  trusts  otherwise  exempt  from  tax 
under  section  101  (6),  which  trusts  are 
subject  to  the  tax  imposed  by  section  421 
(a)  (2)  upon  Supplement  U  net  income, 
see  §  39.421-3.  For  information  returns 
required  to  be  made  by  fiduciaries  under 
section  147,  see  §  39.147-1.  As  to  further 
duties  and  liabilities  of  fiduciaries,  see 
section  312. 

§  39.142-2  Return  by  guardian  or 
committee.  A  fiduciary  acting  as  the 
guardian  of  a  minor,  or  as  the  guardian 
or  committee  of  an  insane  person,  hav¬ 
ing  a  gross  income  of  $600  or  more  for 
the  taxable  year,  must  make  a  return 
for  such  person  on  Form  1040  and  pay 
the  tax  unless,  in  the  case  of  a  minor, 
the  minor  himself  makes  a  return  or 
causes  it  to  be  made.  As  to  the  use  of 
the  optional  return,  see  §  39.51-2. 

§  39.142-3  Returns  in  case  of  two 
trusts.  In  the  case  of  two  or  more 
trusts  the  income  of  which  is  taxable  to 
the  beneficiaries,  which  were  created  by 
the  same  person  and  for  which  the  same 
trustee  acts,  the  trustee  shall  make  a 
single  return  on  Form  1041  for  all  such 
trusts,  notwithstanding  that  they  may 
arise  from  different  instruments.  If. 
however,  one  person  acts  as  trustee  for 
trusts  created  by  different  persons  for 
the  benefit  of  the  same  beneficiary,  he 
shall  make  a  return  on  Form  1041  for 
each  trust  separately. 
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§  39.142-4  Return  by  receiver.  A  re¬ 
ceiver  who  stands  in  the  place  of  an  in¬ 
dividual  or  corporation  must  render  a 
return  of  income  and  pay  the  tax  for  his 
trust,  but  a  receiver  of  only  part  of  the 
property  of  an  individual  or  corporation 
need  not.  If  the  receiver  acts  for  an  in¬ 
dividual,  the  return  shall  be  on  Form 
1040  or  1040A.  When  acting  for  a  cor¬ 
poration  a  receiver  is  not  treated  as  a 
fiduciary,  and  in  such  a  case  the  return 
shall  be  made  as  if  by  the  corporation 
itself.  See  section  52.  A  receiver  in 
charge  of  the  business  of  a  partnership 
shall  render  a  return  on  Form  1065.  A 
receiver  of  the  rents  and  profits  ap¬ 
pointed  to  hold  and  operate  a  mortgaged 
parcel  of  real  estate,  but  not  in  control 
of  all  the  property  or  business  of  the 
mortgagor,  and  a  receiver  in  partition 
proceedings,  are  not  required  to  render 
returns  of  income.  In  general,  statutory 
receivers  and  common-law  receivers  of 
all  the  property  or  business  of  an  indi¬ 
vidual  or  corporation  must  make  returns. 
See  also  sections  147  and  148  (a). 

1 39.142-5  Return  for  nonresident 
alien  beneficiary — (a)  United  States 
business.  If  a  citizen  or  resident  fidu¬ 
ciary  has  the  distribution  of  the  income 
of  an  estate  or  trust  any  beneficiary  of 
which  is  a  nonresident  alien  engaged  in 
trade  or  business  within  the  United 
States  at  any  time  within  the  taxable 
year,  the  fiduciary  shall  make  a  return 
on  Form  1040B  for  such  nonresident 
alien  and  pay  any  tax  shown  thereon  to 
be  iue.  See  sections  143  and  211.  Un¬ 
less  such  return  is  a  true  and  accurate 
return  of  the  nonresident  alien  bene¬ 
ficiary's  income  from  all  sources  within 
the  United  States,  the  benefits  of  the 
credits  and  deductions  to  which  the 
beneficiary  is  entitled  cannot  be  ob¬ 
tained  in  the  return  filed  by  the  fidu¬ 
ciary.  See  sections  215  and  251.  If  the 
beneficiary  appoints  a  person  in  the 
United  States  to  act  as  his  agent  for  the 
purpose  of  rendering  income  tax  returns, 
the  fiduciary  shall  be  relieved  from  the 
necessity  of  filing  Form  1040B  in  behalf 
of  the  beneficiary  and  from  paying  the 
tax.  In  such  a  case  the  fiduciary  shall 
make  a  return  on  Form  1041  and  attach 
l  thereto  a  copy  of  the  notice  of  appoint¬ 
ment.  If  the  sole  beneficiary  of  an 
estate  or  trust  is  a  nonresident  alien  en¬ 
gaged  in  trade  or  business  within  the 
United  States  at  any  time  within  the 
taxable  year,  the  fiduciary  shall  make  a 
return  on  Form  1041,  as  well  as  on  Form 
1040B.  if  there  are  two  or  more  such 
nonresident  alien  beneficiaries,  the  fidu¬ 
ciary  shall  render  a  return  on  Form  1041 
and  also  a  return  on  Form  1040B  for 
each  nonresident  alien  beneficiary.  See 
further  §  39.217-1. 

(b)  No  United  States  business.  A  cit¬ 
izen  or  resident  fiduciary  having  the 
distribution  of  the  income  of  an  estate  or 
frust  will  not  be  required  to  make  a 
return  for  any  beneficiary  of  the  estate 
or  trust  who  is  a  nonresident  alien  not 
engaged  in  trade  or  business  within  the 
United  States  at  any  time  within  the 
pxable  year  if  the  entire  amount  of  the 
iax  on  the  income  payable  to  such  bene- 
Seiary  has  been  withheld  at  the  source 
(see  sections  143  and  211  (a)).  A  citi¬ 


zen  or  resident  fiduciary  having  the 
distribution  of  the  income  of  an  estate  or 
trust  shall  make  a  return  on  Form 
1040NB-a  if  a  beneficiary  has  gross  in¬ 
come  for  the  taxable  year  of  more  than 
$15,400  from  the  sources  specified  in  sec¬ 
tion  211  (a),  regardless  of  the  amount  of 
tax  withheld  at  the  source.  If  the  gross 
income  from  such  sources  is  $15,400  or 
less,  the  return  (if  a  return  is  required  to 
be  filed)  for  the  beneficiary  shall  be  on 
Form  1040MB.  If  a  return  is  required  to 
be  filed  for  a  beneficiary  who  is  a  resident 
of  Canada,  such  return  also  shall  be  on 
Form  1040NB.  If  the  beneficiary  ap¬ 
points  a  person  in  the  United  States  to 
act  as  his  agent  for  the  purpose  of  ren¬ 
dering  income  tax  returns,  the  fiduciary 
shall  be  relieved  from  the  necessity  of 
filing  a  return  in  behalf  of  the  beneficiary 
and  from  paying  the  tax.  In  such  a  case 
the  fiduciary  shall  make  a  return  on 
Form  1041  and  attach  thereto  a  copy  of 
the  notice  of  appointment.  The  fiduci¬ 
ary  shall  make  a  return  on  Form  1042  of 
the  tax  on  the  entire  amount  of  the 
income  payable  to  the  beneficiary.  In 
addition  to  such  return  or  returns,  the 
fiduciary  shall  make  a  return  on  Form 
1041  for  the  estate  or  trust,  irrespective 
of  the  number  of  beneficiaries. 

§  39.142-6  Time  for  filing  return  upon 
death,  or  termination  of  trust,  (a) 
Under  the  provisions  of  section  47  (g), 
the  return  by  a  taxpayer  which  was  not  in 
existence  throughout  a  taxable  period  of 
12  months  is  a  return  for  the  fractional 
part  of  a  year  during  which  the  taxpayer 
was  in  existence.  If  a  return  is  required 
under  the  provisions  of  §§  39.47-1  and 
39.142-1  for  the  last  taxable  year  of  a 
decedent,  the  executor  or  administrator 
of  the  decedent  shall  file  such  return  at 
the  time  prescribed  in  §  39.53-1.  If  a 
return  for  the  last  taxable  year  of  an 
estate  or  trust  is  required  to  be  filed 
under  the  provisions  of  §  39.142-1,  such 
return  shall  be  filed  at  the  time  pre¬ 
scribed  in  §  39.53-1,  and  the  last  date 
prescribed  for  such  filing  shall  also  be 
the  due  date  for  payment  of  the  tax 
or  the  first  installment  thereof  if  pay¬ 
ment  is  made  under  the  provisions  of 
section  56  (b). 

(b)  The  domiciliary  representative  is 
required  to  include  in  the  return  ren¬ 
dered  by  him  as  such  domiciliary  repre¬ 
sentative  the  entire  income  of  the  estate. 
Consequently,  the  only  return  required 
to  be  filed  by  the  ancillary  representative 
is  on  Form  1041,  which  shall  be  filed  with 
the  district  director  of  internal  revenue 
for  his  internal  revenue  district  and 
shall  show  the  name  and  address  of  the 
domiciliary  representative,  the  amount 
of  gross  income  received  by  the  ancillary 
representative,  and  the  deductions  to  be 
claimed  against  such  income,  including 
any  amount  of  income  properly  paid  or 
credited  by  the  ancillary  representative 
to  any  legatee,  heir,  or  other  beneficiary. 
If  the  ancillary  representative  for  the 
estate  of  a  nonresident  alien  is  a  citizen 
or  resident  of  the  United  States,  and  the 
domiciliary  representative  is  a  nonresi¬ 
dent  alien,  such  ancillary  representative 
is  required  to  render  the  return  other¬ 
wise  required  of  the  domiciliary  repre¬ 
sentative. 


§  39.143  Statutory  provisions;  with¬ 
holding  of  tax  at  source. 

Sec.  143.  Withholding  of  tax  at  source — 
(a)  Tax-free  covenant  bonds — (1)  Require¬ 
ment  of  withholding.  In  any  case  where 
bonds,  mortgages,  or  deeds  of  trust,  or  other 
similar  obligations  of  a  corporation,  issued 
before  January  1,  1934,  contain  a  contract  or 
provision  by  which  the  obligor  agrees  to  pay 
any  portion  of  the  tax  imposed  by  this  chap¬ 
ter  upon  the  obligee,  or  to  reimburse  the 
obligee  for  any  portion  of  the  tax,  or  to  pay 
the  interest  without  deduction  for  any  tax 
which  the  obligor  may  be  required  or  per¬ 
mitted  to  pay  thereon,  or  to  retain  therefrom 
under  any  law  of  the  United  States,  the 
obligor  shall  deduct  and  withhold  a  tax  equal 
to  2  per  centum  of  the  interest  upon  such 
bonds,  mortgages,  deeds  of  trust,  or  other 
obligations,  whether  such  interest  is  payable 
annually  or  at  shorter  or  longer  periods,  if 
payable  to  an  individual,  a  partnership,  or  a 
foreign  corporation  not  engaged  in  trade  or 
business  within  the  United  States :  Provided, 
That  if  the  liability  assumed  by  the  obligor 
does  not  exceed  2  per  centum  of  the  interest, 
then  the  deduction  and  withholding  shall  be 
at  the  following  rates:  (A)  30  per  centum  in 
the  case  of  a  nonresident  alien  individual 
(except  that  such  rate  shall  be  reduced,  in 
the  case  of  a  resident  of  any  country  in  North, 
Central,  or  South  America,  or  in  the  West 
Indies,  or  of  Newfoundland,  to  such  rate,  not 
less  than  5  per  centum,  as  may  be  provided 
by  treaty  with  such  country) ,  or  of  any  part¬ 
nership  not  engaged  In  trade  or  business 
within  the  United  States  and  composed  in 
whole  or  In  part  of  nonresident  aliens,  (B) 
in  the  case  of  such  a  foreign  corporation,  30 
per  centum,  and  (C)  2  per  centum  in  the 
case  of  other  individuals  and  partnerships: 
Provided  further,  That  if  the  owners  of  such 
obligations  are  not  known  to  the  withholding 
agent  the  Commissioner  may  authorize  such 
deduction  and  withholding  to  be  at  the  rate 
of  2  per  centum,  or,  if  the  liability  assumed 
by  the  obligor  does  not  exceed  2  per  centum 
of  the  interest,  then  at  the  rate  of  30  per 
centum.  As  used  in  this  subsection  the  term 
"nonresident  alien  individual”  includes  an 
alien  resident  of  Puerto  Rico. 

(2)  Benefit  of  credits  against  net  income. 
Such  deduction  and  withholding  shall  not  be 
required  in  the  case  of  a  citizen  or  resident 
entitled  to  receive  such  interest,  if  he  files 
with  the  withholding  agent  on  or  before  Feb¬ 
ruary  1  a  signed  notice  in  writing  claiming 
the  benefit  of  the  exemptions  provided  in 
section  25  (b);  nor  in  the  case  of  a  nonresi¬ 
dent  alien  Individual  if  so  provided  for  in 
regulations  prescribed  by  the  Commissioner 
under  section  215. 

(3)  Income  or  obligor  and  obligee.  The 
obligor  shall  not  be  allowed  a  deduction  for 
the  payment  of  the  tax  imposed  by  this 
chapter,  or  any  other  tax  paid  pursuant  to 
the  tax-free  covenant  clause,  nor  shall  such 
tax  be  included  in  the  gross  income  of  the 
obligee. 

(b)  Nonresident  aliens.  All  persons,  In 
whatever  capacity  acting,  including  lessees 
or  mortgagors  of  real  or  personal  property, 
fiduciaries,  employers,  and  all  officers  and 
employees  of  the  United  States,  having  the 
control,  receipt,  custody,  disposal,  or  pay¬ 
ment  of  interest  (except  interest  on  deposits 
with  persons  carrying  on  the  banking  busi¬ 
ness  paid  to  persons  not  engaged  in  business 
In  the  United  States),  dividends,  rent,  sal¬ 
aries,  wages,  premiums,  annuities,  compen¬ 
sations,  renumerations,  emoluments,  or 
other  fixed  or  determinable  annual  or  pe¬ 
riodical  gains,  profits,  and  income  (but  only 
to  the  extent  that  any  of  the  above  Items 
constitutes  gross  income  from  sources  within 
the  United  States),  of  any  nonresident  alien 
Individual,  or  of  any  partnership  not  engaged 
In  trade  or  business  within  the  United  States 
and  composed  in  whole  or  in  part  of  nonresi¬ 
dent  aliens,  shall  (except  in  the  cases  pro* 
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vided  for  in  subsection  (a)  of  this  section  and 
except  as  otherwise  provided  in  regulations 
prescribed  by  the  Commissioner  under  sec¬ 
tion  215)  deduct  and  withhold  from  such 
annual  or  periodical  gains,  profits,  and  in¬ 
come  a  tax  equal  to  30  per  centum  thereof, 
except  that  such  rate  shall  be  reduced,  in  the 
case  of  a  nonresident  alien  individual  a  resi¬ 
dent  of  any  country  in  North,  Central,  or 
South  America,  or  in  the  West  Indies,  or  of 
Newfoundland,  to  such  rate  (not  less  than  5 
per  centum)  as  may  be  provided  by  treaty 
with  such  country:  Provided,  That  no  such 
deduction  or  withholding  shall  be  required  in 
the  case  of  dividends  paid  by  a  foreign  corpo¬ 
ration  unless  ( 1 )  such  corporation  is  engaged 
in  trade  or  business  within  the  United  States, 
and  (2)  more  than  85  per  centum  of  the  gross 
income  of  such  corporation  for  the  three-year 
period  ending  with  the  close  of  its  taxable 
year  preceding  the  declaration  of  such  divi¬ 
dends  (or  for  such  part  of  such  period  as  the 
corporation  has  been  in  existence)  was  de¬ 
rived  from  sources  within  the  United  States 
as  determined  under  the  provisions  of  section 
119:  Provided  further.  That  the  Commis¬ 
sioner  may  authorize  such  tax  to  be  deducted 
and  withheld  from  the  Interest  upon  any 
securities  the  owners  of  which  are  not  known 
to  the  withholding  agent:  Provided  further. 
That  the  deduction  and  withholding  in  the 
case  of  interest  on  bonds,  mortgages,  or  deeds 
of  trust  or  other  similar  obligations  of  a  cor¬ 
poration,  within  the  provisions  of  subsection 
(a)  (1)  of  this  section  were  it  not  for  the 
fact  that  the  maturity  date  of  such  obliga¬ 
tions  has  been  extended  on  or  after  January 
1,  1934,  and  the  liability  assumed  by  the 
debtor  exceeds  27  y2  per  centum  of  the  inter¬ 
est,  shall  not  exceed  the  rate  of  27 1/2  per 
centum  per  annum.  Under  regulations  pre¬ 
scribed  by  the  Commissioner,  with  the  ap¬ 
proval  of  the  Secretary,  there  may  be  ex¬ 
empted  from  such  deduction  and  withhold¬ 
ing  the  compensation  for  personal  services 
of  nonresident  alien  Individuals  who  enter 
and  leave  the  United  States  at  frequent  in¬ 
tervals.  In  respect  of  the  compensation  for 
services  performed  by  nonresident  alien  in¬ 
dividuals  brought  into  the  United  States  un¬ 
der  the  authority  of  the  War  Manpower  Com¬ 
mission  for  temporary  employment  essential 
to  the  war  effort  and  subject  to  withholding 
under  this  subsection,  the  deduction  and 
withholding  shall  be  at  the  rate  of  10  per 
centum,  and  there  shall  be  no  deduction  or 
withholding  under  section  1622.  As  used  in 
this  subsection,  the  term  “nonresident  alien 
individual”  includes  an  alien  resident  of 
Puerto  Rico. 

(c)  Return  and  payment.  Every  person 
required  to  deduct  and  withhold  any  tax  un¬ 
der  this  section  shall,  on  or  before  March  15 
of  each  year,  make  return  thereof  and  pay 
the  tax  to  the  collector  designated  in  section 
53  (b).  Every  such  person  is  hereby  made 
liable  for  such  tax  and  is  hereby  indemnified 
against  the  claims  and  demands  of  any  per¬ 
son  for  the  amount  of  any  payments  made 
in  accordance  with  the  provisions  of  this 
section. 

(d)  Income  of  recipient.  Income  upon 
which  any  tax  is  required  to  be  withheld  at 
the  source  under  this  section  shall  be  in¬ 
cluded  in  the  return  of  the  recipient  of  such 
income,  but  any  amount  of  tax  so  withheld 
shall  be  credited  against  the  amount  of  in¬ 
come  tax  as  computed  in  such  return. 

(e)  Tax  paid  by  recipient.  If  any  tax  re¬ 
quired  under  this  section  to  be  deducted  and 
withheld  is  paid  by  the  recipient  of  the  in¬ 
come.  it  shall  not  be  re-collected  from  the 
withholding  agent;  nor  in  cases  in  which  the 
tax  is  so  paid  shall  any  penalty  be  imposed 
upon  or  collected  from  the  recipient  of  the 
income  or  the  withholding  agent  for  failure 
to  return  or  pay  the  same,  unless  such  failure 
was  fraudulent  and  for  the  purpose  of  evad¬ 
ing  payment. 


RULES  AND  REGULATIONS 

(f)  Refunds  and  credits.  Where  there  has 
been  an  overpayment  of  tax  under  this  sec¬ 
tion  any  refund  or  credit  made  under  the 
provisions  of  section  322  shall  be  made  to 
the  withholding  agent  unless  the  amount  of 
such  tax  was  actually  withheld  by  the  with¬ 
holding  agent. 

(g)  Cross  reference.  For  definition  of 
“withholding  agent,”  see  section  3797  (a) 
(16). 

(h)  Withholding  on  certain  foreign  tax- 
exempt  organizations.  In  the  case  of  income 
of  a  foreign  organization  subject  to  the  tax 
imposed  by  section  421  (a),  the  provisions  of 
this  section  and  section  144  shall  apply  to 
rents  includible  under  section  422  in  comput¬ 
ing  its  unrelated  business  net  income,  but 
only  to  the  extent  and  subject  to  such  con¬ 
ditions  as  may  be  provided  under  regulations 
prescribed  by  the  Secretary. 

| Sec.  143  as  amended  by  secs.  5  (a)  and  202, 
Rev.  Act  1940;  secs.  107  and  109  (a),  Rev. 
Act  1941;  secs.  108  and  160  (a),  Rev.  Act  1942; 
sec.  132,  Rev.  Act  1943;  sec.  10  (d),  Individual 
Income  Tax  Act  1944;  sec.  102  (b)  (5),  Rev. 
Act  1945;  secs.  219,  221  (e),  301  (c)  (4)..  Rev. 
Act  1950] 

§  39.143-1  Withholding  tax  at 
source — (a)  Withholding  in  general. 

(1)  Withholding  of  a  tax  of  30  percent 
is  required  in  the  case  of  fixed  or  deter¬ 
minable  annual  or  periodical  income  paid 
to  a  nonresident  alien  individual,  even 
though  such  individual  is  engaged  in 
trade  or  business  within  the  United 
States,  or  to  a  nonresident  partnership, 
composed  in  whole  or  in  part  of  nonresi¬ 
dent  alien  individuals,  except — 

(i)  Income  from  sources  without  the 
United  States,  including  interest  on  de¬ 
posits  with  persons  carrying  on  the 
banking  business  paid  to  persons  not 
engaged  in  business  in  the  United  States, 

(ii)  Interest  upon  bonds  or  other  obli¬ 
gations  of  a  corporation  containing  a 
tax-free  covenant  and  issued  before  Jan¬ 
uary  1,  1934  (but  see  paragraph  (b)  of 
this  section), 

(iii)  Dividends  paid  by  a  foreign  cor¬ 
poration  unless  (a)  such  corporation  is 
engaged  in  trade  or  business  within  the 
United  States,  and  (b)  more  than  85  per¬ 
cent  of  the  gross  income  of  such  corpo¬ 
ration  for  the  3-year  period  ending  with 
the  close  of  its  taxable  year  preceding  the 
declaration  of  such  dividends  (or  for 
such  part  of  such  period  as  the  corpora¬ 
tion  has  been  in  existence)  was  derived 
from  sources  within  the  United  States,  as 
determined  under  the  provisions  of  sec¬ 
tion  119,  and 

(iv)  Dividends  distributed  by  a  corpo¬ 
ration  organized  under  the  China  Trade 
Act,  1922  (15  U.  S.  C.,  c.  4)  to  a  resident 
of  China. 

Such  rate  of  30  percent  shall  be  reduced 
as  may  be  provided  by  treaty  with  any 
country.  See  section  22  (b)  (7).  With¬ 
holding  is  required  in  the  case  of  interest 
paid  on  obligations  issued  on  or  after 
March  1,  1941,  by  the  United  States  or 
any  agency  or  instrumentality  thereof. 
See  §§  39.22  (b>  (4)-4  and  39.22  (b) 
(4) -6,  relating  to  the  taxation  of  such 
interest,  and  §  39.143-4,  relating  to 
ownership  certificates. 

(2)  The  rate  of  withholding  provided 
with  respect  to  compensation  for  services 
performed  by  a  nonresident  alien  indi¬ 
vidual,  or  by  a  citizen  of  a  possession  of 
the  United  States  not  otherwise  a  citizen 


of  the  United  States,  brought  into  the 
United  States  under  proper  authority 
for  temporary  employment  essential  to 
the  war  effort  shall  be  at  the  reduced 
rate  of  10  percent.  In  applying  such 
reduced  rate  of  withholding,  however, 
to  the  compensation  of  a  nonresident 
alien  or  other  individual  coming  within 
the  scope  of  this  subparagraph,  the  pro¬ 
ration  of  the  exemptions  provided  in 
§  39.143-3,  is  not  applicable.  The  rate 
of  10  percent  provided  in  this  subpara¬ 
graph  should,  therefore,  be  applied 
against  the  gross  amount  of  the  com¬ 
pensation  derived  from  labor  or  per¬ 
sonal  services  by  such  an  individual. 
The  provisions  of  this  subparagraph 
shall  not  be  construed  as  cancelling  or 
affecting  any  exemption  from  withhold¬ 
ing  in  the  case  of  any  nonresident  alien 
individual  under  existing  law,  regula¬ 
tions,  or  ruling,  nor  do  such  provisions 
affect  the  tax  liability  of  such  a  nonresi¬ 
dent  alien  individual. 

(3)  Under  the  provisions  of  section 
143  (b),  the  rate  of  tax  withheld  at  the 
source  shall  not  exceed  27*4  percent  in 
the  case  of  interest  on  bonds,  mortgages, 
or  deeds  of  trust  or  other  similar  ob¬ 
ligations  of  a  corporation  within  the 
provisions  of  section  143  (a)  (1)  were 
it  not  for  the  fact  that  the  maturity  date 
of  such  obligations  has  been  extended  on 
or  after  January  1,  1934. 

(4)  The  tax  must  be  withheld  at  the 
source  from  the  gross  amount  of  any  dis¬ 
tribution  made  by  a  corporation,  other 
than  a  nontaxable  distribution  payable 
in  stock  or  stock  rights  or  a  distribution 
in  partial  or  complete  liquidation,  with¬ 
out  regard  to  any  claim  that  all  or  a  por¬ 
tion  of  such  distribution  is  not  taxable. 
Appropriate  adjustments,  if  any,  will  be 
made  upon  the  filing  of  claims  for  re¬ 
fund. 

<5>  The  tax  need  not  be  withheld  on 
accrued  interest  paid  in  connection  with 
the  sale  of  bonds  between  interest  dates. 

(6)  A  tax  of  30  percent'  must  be 
withheld  from  interest  on  bonds  or  secu¬ 
rities  not  containing  a  tax-free  cove¬ 
nant,  or  containing  a  tax-free  covenant 
and  issued  on  or  after  January  1,  1934, 
if  the  owner  is  unknown  to  the  withhold¬ 
ing  agent,  except  where  such  interest 
represents  income  from  sources  without 
the  United  States. 

(7)  The  gross  amount  of  rents  paid 
under  a  Supplement  U  lease  to  an  or¬ 
ganization  subject  to  the  tax  imposed  1 
by  section  421  (a)  with  respect  to  rents 
includible  under  section  422  in  comput¬ 
ing  unrelated  business  net  income  is 
subject  to  withholding. 

(8)  For  withholding  in  the  case  of 
income  paid  to  nonresident  foreign  cor¬ 
porations,  see  §  39.144-1. 

(9)  Resident  or  domestic  fiduciaries 
are  required  to  deduct  the  income  tax 
at  the  source  from  all  fixed  or  deter¬ 
minable  annual  or  periodical  gains- 
profits,  and  income  of  nonresident  alien 
beneficiaries,  to  the  extent  that  such  I 
items  constitute  gross  income  fro® 
sources  within  the  United  States.  Bond  I 
interest,  dividends,  or  other  fixed  or  de¬ 
terminable  annual  or  periodical  income 
paid  to  a  nonresident  alien  fiduciary  b 
subject  to  withholding  even  though  the 
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beneficiaries  of  the  estate  or  trust  are 
citizens  or  residents  of  the  United  States. 

(10)  The  income  of  a  trust  created  by 
a  nonresident  alien  individual  and  tax¬ 
able  to  the  grantor  under  the  provisions 
of  section  166  or  167  is  subject  to  with¬ 
holding  even  though  the  beneficiaries  of 
such  trust  are  citizens  or  residents  of 
the  United  States,  and  regardless  of 
whether  the  beneficiaries  are  exempt 
from  income  tax. 

(11)  A  debtor  corporation  having  an 
issue  of  bonds  or  other  similar  obliga¬ 
tions  which  appoints  a  duly  authorized 
agent  to  act  in  its  behalf  under  the  with¬ 
holding  provisions  of  the  Internal  Reve¬ 
nue  Code,  is  required  to  file  notice  of 
such  appointment  with  the  Commis¬ 
sioner  of  Internal  Revenue,  Washington 
25,  D.  C.,  giving  the  name  and  address  of 
the  agent;  except  that,  on  and  after  July 
19,  1953,  such  notice  shall  be  filed  with 
the  District  Director  of  Internal  Revenue, 
Baltimore  2,  Maryland. 

(12)  If,  in  connection  with  the  sale 
of  its  property,  payment  of  the  bonds  or 
other  obligations  of  a  corporation  is 
assumed  by  the  assignee,  such  assignee, 
whether  an  individual,  partnership,  or 
corporation,  must  deduct  and  withhold 
such  taxes  as  would  be  required  to  oe 
withheld  by  the  assignor  had  no  such 
sale  or  transfer  been  made. 

(13)  For  determining  income  from 
sources  within  the  United  States,  see  sec¬ 
tion  119. 

(14)  As  to  who  are  nonresident  alien 
individuals,  see  §§  39.211-2  and  39.3797-8. 
For  the  purpose  of  section  143  (a)  (1) 
and  (b),  the  term  “nonresident  alien  in¬ 
dividual’’  includes  an  alien  resident  of 
Puerto  Rico.  For  classification  of  for¬ 
eign  corporations,  see  §§  39.231-2  and 
39.3797—8.  As  to  what  partnerships  are 
deemed  to  be  nonresident  partnerships, 
see  5  39.3797-8. 

(15)  For  withholding  in  the  case  of 
dividends  distributed  by  a  corporation 
organized  under  the  China  Trade  Act, 
1922  (15  U.  S.  C.,  c.  4),  see  §§  39.143-3 
and  39.262-4. 

(b)  Tax-free  covenant  bonds  issued 
before  January  1,  1934.  (1)  The  with¬ 

holding  provisions  of  section  143  (a)  (1) 
are  applicable  only  to  bonds,  mortgages, 
or  deeds  of  trust,  or  other  similar  obliga¬ 
tions  of  a  corporation  which  were  issued 
before  January  1,  1934,  and  which  con¬ 
tain  a  tax-free  covenant.  For  the  pur¬ 
pose  of  section  143  (a)  (1),  bonds,  mort¬ 
gages,  or  deeds  of  trust,  or  other  similar 
obligations  of  a  corporation,  are  issued 
vhen  delivered.  If  a  broker  or  other 
Person  acts  as  selling  agent  of  the  ob¬ 
ligor,  the  obligation  is  issued  when  deliv¬ 
ered  by  the  agent  to  the  purchaser.  If 
a  broker  or  other  person  purchases  the 
obligation  outright  for  the  purpose  of 
holding  or  reselling  it,  the  obligation  is 
issued  when  delivered  to  such  broker  or 
other  person. 

(2»  in  order  that  the  date  of  issue  of 
bonds,  mortgages,  or  deeds  of  trust,  or 
other  similar  obligations  of  corporations, 
containing  a  tax-free  covenant  may  be 
readily  determined  by  the  owner,  for  the 
,  Purpose  of  preparing  the  ownership  cer¬ 
tificates  required  by  the  regulation  under 
^tion  143,  the  “issuing”  or  debtor  cor¬ 


poration  shall  indicate,  by  an  appropriate 
notation,  the  date  of  issue  or  use  the 
phrase  “Issued  on  or  after  January  1, 
1934,”  on  each  such  obligation  or  in  a 
statement  accompanying  the  delivery  of 
such  obligation. 

(3)  In  cases  where  on  or  after  January 
1,  1934,  the  maturity  date  of  bonds  or 
other  obligations  of  a  corporation  is  ex¬ 
tended,  the  bonds  or  other  obligations 
shall  be  considered  to  have  been  issued 
on  or  after  January  1,  1934.  The  inter¬ 
est  on  such  obligations  is  not  subject  to 
the  withholding  provisions  of  section  143 
(a)  but  falls  within  the  class  of  interest 
described  in  section  143  (b) . 

(4)  In  the  case  of  interest  upon  bonds 
or  other  obligations  of  a  corporation  con¬ 
taining  a  tax-free  covenant  and  issued 
before  January  1,  1934,  paid  to  an  indi¬ 
vidual,  a  fiduciary,  or  a  partnership, 
whether  resident  or  nonresident,  with¬ 
holding  of  a  tax  of  2  percent  is  required, 
except  that  if  the  liability  assumed  by 
the  obligor  in  connection  wTith  such  a 
covenant  does  not  exceed  2  percent  of 
the  interest,  withholding  is  required  at 
the  rate  of  30  percent  in  the  case  of  a 
nonresident  alien,  or  a  nonresident  part¬ 
nership  composed  in  whole  or  in  part  of 
nonresident  alien  individuals,  or  if  the 
owner  is  unknown  to  the  withholding 
agent.  The  rates  of  withholding  appli¬ 
cable  to  the  interest  on  bonds  or  other 
obligations  of  a  corporation  containing 
a  tax-free  covenant,  and  issued  before 
January  1,  1934,  are  applicable  to  inter¬ 
est  on  such  obligations  issued  by  a  do¬ 
mestic  corporation  or  a  resident  foreign 
corporation.  How’ever,  withholding  is 
not  required  in  the  case  of  interest  pay¬ 
ments  on  such  bonds  or  obligations  if 
such  interest  is  not  to  be  treated  as  in¬ 
come  from  sources  within  the  United 
States  under  section  119  (a)  (1)  (B) 
and  the  payments  are  made  to  a  non¬ 
resident  alien  or  a  partnership  composed 
wholly  of  nonresident  aliens.  A  non¬ 
resident  foreign  corporation  having  a 
fiscal  or  paying  agent  in  the  United 
States  is  required  to  withhold  a  tax  of 
2  percent  upon  the  interest  on  its  tax-free 
covenant  bonds  issued  before  January  1, 
1934,  paid  to  an  individual  or  fiduciary 
who  is  a  citizen  or  resident  of  the  United 
States,  or  to  a  partnership  any  member 
of  which  is  a  citizen  or  resident,  or  to  an 
unknown  owner. 

(5)  For  withholding  in  the  case  of  in¬ 
terest  upon  bonds  or  other  obligations  of 
a  corporation  containing  a  tax-free  cov¬ 
enant  and  issued  before  January  1,  1934, 
paid  to  nonresident  foreign  corporations, 
see  §  39.144-1. 

(6)  Bonds  issued  under  a  trust  deed 
containing  a  tax-free  covenant  are 
treated  as  if  they  contain  such  a  cove¬ 
nant.  If  neither  the  bonds  nor  the  trust 
deeds  given  by  the  obligor  to  secure  them 
contained  a  tax-free  covenant,  but  the 
original  trust  deeds  were  modified  before 
January  1,  1934,  by  supplemental  agree¬ 
ments  containing  a  tax-free  covenant 
executed  by  the  obligor  corporation  and 
the  trustee,  the  bonds  issued  before  Janu¬ 
ary  1,  1934,  are  subject  to  the  provisions 
of  section  143  (a) ,  provided  appropriate 
authority  existed  for  the  modification  of 
the  trust  deeds  in  this  manner.  The 


authority  must  have  been  contained  in 
the  original  trust  deeds  or  actually 
secured  from  the  bondholders. 

(7)  In  the  case  of  corporate  bonds  or 
other  obligations  containing  a  tax-free 
covenant,  issued  before  January  1.  1934, 
the  corporation  paying  a  Federal  tax, 
or  any  part  of  it,  for  someone  else  pur¬ 
suant  to  its  agreement  is  not  entitled  to 
deduct  such  payment  from  its  gross  in¬ 
come  on  any  ground  nor  shall  the  tax 
so  paid  be  included  in  the  gross  income 
of  the  bondholder.  The  amount  of  the 
tax  may  nevertheless  be  claimed  by  the 
bondholder  as  a  credit  against  the  total 
amount  of  income  tax  due  in  accordance 
with  section  143  (d).  The  tax  withheld 
at  the  source  upon  tax-free  covenant 
bond  interest  included  in  the  income  of 
an  estate  or  trust  and  taxable  to  the 
beneficiaries  thereof  (including  the 
grantor  of  a  trust  subject  to  section  166 
or  167)  is  allowable,  pro  rata,  as  a  credit 
against  (i)  the  tax  required  to  be  with¬ 
held  by  the  fiduciary  from  the  income 
of  nonresident  alien  beneficiaries  and 
(ii)  the  total  tax  computed  in  the  re¬ 
turns  of  the  beneficiaries  required  to 
make  returns.  In  the  case,  however,  of 
corporate  bonds  or  other  obligations  con¬ 
taining  an  appropriate  tax-free  cove¬ 
nant,  the  corporation  paying  for  some¬ 
one  else,  pursuant  to  its  agreement,  a 
State  tax  or  any  tax  other  than  a  Fed¬ 
eral  tax  may  deduct  such  payment  as 
interest  paid  on  indebtedness. 

§  39.143-2  Fixed  or  determinable  an¬ 
nual  or  periodical  income,  (a)  Only 
fixed  or  determinable  annual  or  period¬ 
ical  income  is  subject  to  withholding. 
The  Internal  Revenue  Code  specifically 
includes  in  such  income,  interest,  divi¬ 
dends.  rent,  salaries,  wages,  premiums, 
annuities,  compensations,  remunerations, 
and  emoluments.  But  other  kinds  of  in¬ 
come  are  included,  as,  for  instance, 
royalties. 

(b)  Income  is  fixed  when  it  is  to  be 
paid  in  amounts  definitely  predeter¬ 
mined.  Income  is  determinable  when¬ 
ever  there  is  a  basis  of  calculation  by 
which  the  amount  to  be  paid  may  be 
ascertained.  The  income  need  not  be 
paid  annually  if  it  is  paid  periodically; 
that  is  to  say,  from  time  to  time,  whether 
or  not  at  regular  intervals.  That  the 
length  of  time  during  which  the  pay¬ 
ments  are  to  be  made  may  be  increased 
or  diminished  in  accordance  with  some¬ 
one’s  will  or  with  the  happening  of  an 
event  does  not  make  the  payments  any 
the  less  determinable  or  periodical.  A 
salesman  working  by  the  month  for  a 
commission  on  sales  which  is  paid  or 
credited  monthly  receives  determinable 
periodical  income.  The  share  of  the 
fixed  or  determinable  annual  or  peri¬ 
odical  income  of  an  estate  or  trust  from 
sources  within  the  United  States  which 
is  distributable,  whether  distributed  or 
not,  or  which  has  been  paid  or  credited 
during  the  taxable  year  to  a  nonresi¬ 
dent  alien  beneficiary  of  such  estate  or 
trust  constitutes  fixed  or  determinable 
annual  or  periodical  income  within  the 
meaning  of  section  143  (b) .  The  income 
derived  from  the  sale  in  the  United  States 
of  property,  whether  real  or  personal,  is 
not  fixed  or  determinable  annual  or  pe- 
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riodical  income.  Such  items  as  taxes, 
interest  on  mortgages,  or  premiums  on 
insurance  paid  to  or  for  the  account  of 
a  nonresident  alien  landlord  by  a  tenant, 
pursuant  to  the  terms  of  the  lease,  con¬ 
stitute  fixed  or  determinable  annual  or 
periodical  income. 

§  39.143-3  Exemption  from  withhold¬ 
ing.  (a)  Withholding  from  interest  on 
bonds  or  other  obligations  of  corpora¬ 
tions  issued  before  January  1,  1934,  con¬ 
taining  a  tax-free  covenant,  shall  not  be 
required  if  there  is  filed  with  the  with¬ 
holding  agent  when  presenting  coupons 
for  payment,  or  not  later  than  February 
1  of  the  following  year,  an  ownership 
certificate  on  Form  1000  stating — 

( 1 )  In  the  case  of  a  citizen  or  resident 
of  the  United  States,  that  his  net  income 
does  not  exceed  his  exemptions  under 
section  25  (b) ;  or 

(2)  In  the  case  of  an  estate  or  trust, 
that  the  net  income  does  not  exceed  the 
credit  allowed  under  section  163  (a)  (1). 

To  avoid  inconvenience,  a  resident  alien 
should  file  a  certificate  of  residence  on 
Form  1078  with  withholding  agents,  who 
shall  forward  such  certificates  to  the 
Commissioner  of  Internal  Revenue, 
Washington  25,  D.  C.,  with  a  letter  of 
transmittal;  except  that,  on  and  after 
July  19,  1953,  such  certificates  shall  be 
forwarded  to  the  District  Director  of  In¬ 
ternal  Revenue,  Baltimore  2,  Maryland. 

(b)  The  income  of  domestic  corpora¬ 
tions  and  of  resident  foreign  corpora¬ 
tions  is  free  from  withholding. 

(c)  No  withholding  from  dividends 
paid  by  a  corporation  organized  under 
the  China  Trade  Act,  1922  (15  U.  S.  C., 
c.  4),  is  required  unless  the  dividends 
are  treated  as  income  from  sources  with¬ 
in  the  United  States  under  section  119 
and  are  distributed  to — 

(1)  A  nonresident  alien  other  than  a 
resident  of  China  at  the  time  of  such 
distribution ; 

(2)  A  nonresident  partnership  com¬ 
posed  in  whole  or  in  part  of  nonresident 
aliens  (other  than  a  partnership  resident 
in  China  > ;  or 

(3)  A  nonresident  foreign  corporation 
(other  than  a  corporation  resident  in 
China  > . 

<d)  The  salary  or  other  compensation 
for  personal  services  of  a  nonresident 
alien  individual  who  enters  or  leaves  the 
United  States  at  frequent  intervals  shall 
not  be  subject  to  deduction  and  with¬ 
holding  of  income  tax  at  the  source  if — 

(1)  Such  nonresident  alien  is  a  resi¬ 
dent  of  Canada  or  Mexico,  or 

(2)  Such  nonresident  alien  is  engaged 
in  agricultural  labor  as  defined  in  sec¬ 
tion  1426  <h). 

(e)  A  nonresident  alien  individual  not 
engaged  in  trade  or  business  within  the 
United  States  at  any  time  within  the 
taxable  year  is  subject  to  the  tax  imposed 
by  section  211  (a)  on  gross  income  and 
is  not  entitled  to  the  exemptions  under 
section  25  (b).  A  nonresident  alien  in¬ 
dividual  who  is  engaged  in  trade  or  busi¬ 
ness  within  the  United  States  at  any 
time  during  the  taxable  year  is  entitled 
to  the  exemption  allowed  by  section  25 
< b>  (1)  (A).  If  such  nonresident  alien 
is  a  resident  of  Canada  or  Mexico,  he 
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is  also  entitled  to  the  exemptions  allowed 
by  section  25  (b)  (1)  (B),  (C),  or  (D). 
The  benefit  of  such  exemptions  may 
not  be  received  by  filing  a  claim  therefor 
with  the  withholding  agent.  However, 
in  the  determination  of  the  tax  to  be 
withheld  at  the  source  under  section  143 
(b)  with  respect  to  remuneration  paid 
for  labor  or  personal  services  performed 
within  the  United  States  by  a  nonresi¬ 
dent  alien,  the  benefit  of  the  exemption 
for  both  normal  tax  and  surtax  shall 
be  allowed,  prorated  upon  a  daily  basis 
for  the  period  of  employment  during  any 
portion  of  which  labor  or  personal  serv¬ 
ices  are  performed  within  the  United 
States  by  such  alien.  Such  proration 
is  on  a  basis  of  $1.70  per  day.  Thus, 
if  A,  a  nonresident  alien  seaman  em¬ 
ployed  by  X  Shipping  Corporation,  is 
paid  in  1952  upon  the  termination  of 
a  voyage  covering  100  days  and  A  per¬ 
forms  personal  services  wTithin  the 
United  States  during,  or  incident  to  such 
voyage,  the  amount  of  $170  will  be  allo¬ 
cated  as  the  portion  of  the  exemption 
to  be  allowed  as  a  credit  against  the 
remuneration  of  A  for  personal  services 
performed  within  the  United  States  dur¬ 
ing  such  voyage,  and  withholding  shall 
be  applied  against  the  balance,  if  any, 
of  such  remuneration.  If,  for  example, 
the  total  remuneration  paid  to  A  for 
such  voyage  is  $800,  of  which  the  amount 
of  $120  is  allocable  to  sources  within  the 
United  States,  there  is  no  withholding. 
As  to  what  constitutes  remuneration  for 
labor  or  personal  services  performed 
within  the  United  States,  see  section 
119  (a)  (3)  and  §39.119  (a)-3.  The 
amount  of  the  compensation  allocable 
to  labor  or  personal  services  performed 
within  the  United  States  together  with 
the  amount  of  the  exemption  for  both 
normal  tax  and  surtax,  prorated  as  set 
forth  above,  shall  be  shown  on  the  an¬ 
nual  withholding  return,  Form  1042. 

§  39.143-4  Ownership  certificates  for 
bond  interest,  (a)  In  accordance  with 
the  provisions  of  section  147  (b),  citizens 
and  resident  individuals  and  fiduciaries, 
resident  partnerships  and  nonresident 
partnerships  all  of  the  members  of 
which  are  citizens  or  residents,  owning 
bonds,  mortgages,  or  deeds  of  trust,  or 
other  similar  obligations  issued  by  a 
domestic  corporation,  a  resident  foreign 
corporation,  or  a  nonresident  foreign 
corporation  having  a  fiscal  agent  or  a 
paying  agent  in  the  United  States,  when 
presenting  interest  coupons  for  payment 
shall  file  ownership  certificates,  regard¬ 
less  of  the  amount  of  the  coupons,  for 
each  issue  of  such  obligations  issued  be¬ 
fore  January  1,  1934,  and  containing  a 
tax-free  covenant. 

(b)  In  the  case  of  interest  payments 
on  overdue  coupon  bonds,  the  interest 
coupons  of  which  have  been  exhausted, 
ownership  certificates  are  required  to  be 
filed  when  collecting  the  interest  in  the 
same  manner  as  if  interest  coupons 
were  presented  for  collection. 

(c)  In  all  cases  where  the  owmer  of 
bonds,  mortgages,  or  deeds  of  trust,  or 
other  similar  obligations  of  a  corpora¬ 
tion  is  a  nonresident  alien,  a  nonresi¬ 
dent  partnership  composed  in  whole  or 


in  part  of  nonresident  aliens,  a  nonresi¬ 
dent  foreign  corporation,  or  where  the 
owner  is  unknowm,  an  ownership  certifi¬ 
cate  for  each  issue  of  such  obligations 
shall  be  filed  when  interest  coupons  for 
any  amount  are  presented  for  payment. 
The  ownership  certificate  is  required  in 
such  cases  whether  or  not  the  obligation 
contains  a  tax-free  covenant.  However, 
ownership  certificates  need  not  be  filed 
by  a  nonresident  alien,  a  partnership 
composed  wholly  of  nonresident  aliens, 
or  a  nonresident  foreign  corporation  in 
connection  with  interest  payments  on 
such  bonds,  mortgages,  or  deeds  of  trust, 
or  other  similar  obligations  of  a  domes¬ 
tic  or  resident  foreign  corporation  quali¬ 
fying  under  section  119  (a)  (1)  (B),  or 
of  a  nonresident  foreign  corporation. 
Ownership  certificates  (Form  1001) 
shall  also  be  filed  in  the  case  of  interest 
paid  on  obligations  of  the  United  States 
or  any  agency  or  instrumentality  there¬ 
of,  regardless  of  the  date  of  issuance  of 
such  obligations,  if  such  obligations  are 
owned  by  the  persons  described  in  the 
first  sentence  of  this  paragraph. 

(d)  The  ownership  certificate  shall 
show  the  name  and  address  of  the 
obligor,  the  name  and  address  of  the 
owner  of  the  obligations,  a  description  of 
the  obligations,  the  amount  of  interest 
and  its  due  date,  the  rate  at  which  tax 
is  to  be  withheld,  and  the  date  upon 
which  the  interest  coupons  were  pre¬ 
sented  for  payment. 

(e)  Ownership  certificates  need  not  be 
filed  in  the  case  of  interest  payments  on 
obligations  of  a  State,  Territory,  or  any 
political  subdivision  thereof,  or  the  Dis¬ 
trict  of  Columbia;  or  the  obligations  of 
possessions  of  the  United  States.  See 
section  22  (b)  (4).  Ownership  certifi¬ 
cates  are  not  required  to  be  filed  in 
connection  with  interest  payments  on 
bonds,  mortgages,  or  deeds  of  trust,  or 
other  similar  obligations  issued  by  an 
individual  or  a  partnership.  Ownership 
certificates  are  not  required  where  the 
owner  is  a  domestic  corporation,  a  res¬ 
ident  foreign  corporation,  or  a  foreign 
government. 

(f)  When  interest  coupons  detached 
from  corporate  bonds,  or  from  obliga¬ 
tions  of  the  United  States  or  of  any 
agency  or  instrumentality  thereof,  are 
received  unaccompanied  by  ownership 
certificates,  unless  the  owner  of  the 
bonds  is  know  n  to  the  first  bank  to  which 
the  coupons  are  presented  for  payment, 
and  the  bank  is  satisfied  that  the  owner 
is  a  person  who  is  not  required  to  file 
an  ownership  certificate,  the  bank  shall 
require  of  the  payee  a  statement  show¬ 
ing  the  name  and  address  of  the  person 
from  whom  the  coupons  were  received 
by  the  payee,  and  alleging  that  the 
owner  of  the  bonds  is  unknown  to  the 
payee.  Such  statement  shall  be  for¬ 
warded  to  the  Commissioner  with  the 
quarterly  return  on  Form  1012;  except 
that,  on  and  after  July  19,  1953,  such 
statement  and  return  shall  be  forwarded 
to  the  District  Director  of  Internal 
Revenue,  Baltimore  2,  Maryland.  The 
bank  shall  also  require  the  payee  to  pre¬ 
pare  a  certificate  on  Form  1001,  crossing 
out  “owner”  and  inserting  “payee"  and 
entering  the  amount  of  the  interest,  and 
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shall  stamp  or  write  across  the  face  of 
the  certificate  “Statement  furnished,” 
adding  the  name  of  the  bank. 

(g)  Ownership  certificates  are  re¬ 
quired  in  connection  with  interest  pay¬ 
ments  on  registered  bonds  as  in  the  case 
of  coupon  bonds,  except  that  if  owner¬ 
ship  certificates  are  not  furnished  by  the 
owner  of  such  bonds,  ownership  certifi¬ 
cates  must  be  prepared  by  the  withhold¬ 
ing  agent. 

§  39.143-5  Form  of  certificate  for 
citizens  or  residents.  For  the  purpose 
of  §  39.143-4,  Form  1000  shall  be  used 
in  preparing  ownership  certificates  of 
citizens  or  residents  of  the  United  States 
(individual  or  fiduciary),  resident  part¬ 
nerships,  and  nonresident  partnerships 
all  of  the  members  of  which  are  citizens 
or  residents.  If  the  obligations  are  is¬ 
sued  by  a  nonresident  foreign  corpora¬ 
tion  having  a  fiscal  or  paying  agent  in 
the  United  States,  Form  1000  should  be 
modified  to  show  the  name  and  address 
of  the  fiscal  agent  or  the  paying  agent 
in  addition  to  the  name  and  address  of 
the  debtor  corporation. 


§  39.143-6  Form  of  certificate  for 
nonresident  aliens,  nonresident  foreign 
corporations,  and  unknown  owners. 
For  the  purpose  of  §  39.143-4,  Form  1001 
shall  be  used  in  preparing  ownership 
certificates  (a)  of  nonresident  aliens, 

(b)  of  nonresident  partnerships  com¬ 
posed  in  whole  or  in  part  of  nonresident 
aliens,  (c)  of  nonresident  foreign  corpo¬ 
rations,  and  (d)  where  the  owner  is 
unknown. 


Commissioner  of  the  Public  Debt  for  in¬ 
terest  paid  by  checks  issued  through  the 
Bureau  of  the  Public  Debt;  (2)  the 
Treasurer  of  the  United  States  for  all 
interest  paid  by  him,  whether  by  check 
or  otherwise;  and  (3)  each  Federal  re¬ 
serve  bank  for  all  interest  paid  by  it, 
whether  by  check  or  otherwise. 

(b)  Every  person  required  to  deduct 
and  withhold  any  tax  from  income  other 
than  such  bond  interest  shall  make  an 
annual  return  thereof  to  the  district  di¬ 
rector  of  internal  revenue  for  the  inter¬ 
nal  revenue  district  in  which  such  person 
is  located  on  or  before  March  15  on  Form 
1042,  showing  the  amount  of  tax  required 
to  be  withheld  from  each  nonresident 
alien,  nonresident  partnership  composed 
in  whole  or  in  part  of  nonresident  aliens, 
or  nonresident  foreign  corporation  to 
which  income  other  than  bond  interest 
was  paid  during  the  previous  taxable 
year.  There  shall  be  reported  on  Form 
1042B  not  only  such  items  of  income 
listed  on  Torm  1042,  but  also  such  items 
of  interest  listed  on  quarterly  returns 
on  Form  1012,  including  items  of  interest 
where  the  liability  for  withholding  is 
only  2  percent. 

(c)  In  every  case  the  tax  withheld 
must  be  paid  to  the  district  director  of  in¬ 
ternal  revenue  on  or  before  March  15  of 
the  following  year.  For  penalties  and 
additions  to  the  tax  attaching  upon  fail¬ 
ure  to  make  such  returns  or  such  pay¬ 
ments,  see  sections  145  and  291. 

(d)  If  a  debtor  corporation  has  desig¬ 
nated  a  person  to  act  for  it  as  withhold¬ 
ing  agent,  and  such  person  has  not 
withheld  any  tax  from  the  income  nor 
received  any  funds  from  the  debtor  cor¬ 
poration  to  pay  the  tax  which  the 
debtor  corporation  assumed  in  connec¬ 
tion  with  its  tax-free  covenant  bonds, 
such  person  cannot  be  held  liable  for 
the  tax  assumed  by  the  debtor  corpora¬ 
tion  merely  by  reason  of  such  person’s 
appointment  as  withholding  agent.  If 
a  duly  authorized  withholding  agent  has 
become  insolvent  or  for  any  other  reason 
fails  to  make  payment  to  the  district 
director  of  internal  revenue  of  money 
deposited  with  it  by  the  debtor  corpora¬ 
tion  to  pay  taxes,  or  money  withheld 
from  bondholders,  the  debtor  corpora¬ 
tion  is  not  discharged  of  its  liability 
under  section  143  (a)  (1),  since  the 
withholding  agent  is  merely  the  agent 
of  the  debtor  corporation. 

(e)  In  any  case  where  income  is  pay¬ 
able  in  any  medium  other  than  money, 
the  withholding  agent  shall  not  release 
the  property  so  received  until  it  has  been 
placed  in  funds  sufficient  to  enable  it 
to  pay  over  in  money  the  tax  required 
to  be  withheld  with  respect  to  such 
income. 

§  39.143-8  Ownership  certificates  in 
the  case  of  fiduciaries  and  joint  owners. 
If  fiduciaries  have  the  control  and  cus¬ 
tody  of  more  than  one  estate  or  trust, 
and  such  estates  and  trusts  have  as 
assets  bonds  of  corporations  and  other 
securities,  a  certificate  of  ownership 
shall  be  executed  for  each  estate  or 
trust,  regardless  of  the  fact  that  the 
bonds  are  of  the  same  issue.  The  owner¬ 
ship  certificate  should  show  the  name 
of  the  estate  or  trust,  in  addition  to 


the  name  and  address  of  the  fiduciary. 
If  bonds  are  owned  jointly  by  two  or 
more  persons,  a  separate  ownership 
certificate  must  be  executed  in  behalf 
of  each  of  the  owners. 

§  39.143-9  Return  of  income  from 
which  tax  was  withheld,  (a)  The  entire 
amount  of  the  income  from  which  the 
tax  was  withheld  shall  be  included  in 
gross  income  in  the  return  required  to  be 
made  by  the  recipient  of  the  income 
without  deduction  for  such  payment  of 
the  tax  but  any  tax  so  withheld  shall  be 
credited  against  the  total  income  tax  as 
computed  in  the  taxpayer's  return. 
See,  however,  §  39.142-5.  If  the  tax  is 
paid  by  the  recipient  of  the  income  or  by 
the  withholding  agent  it  shall  not  be  re¬ 
collected  from  the  other,  regardless  of 
the  original  liability  therefor,  and  in 
such  event  no  penalty  will  be  asserted 
against  either  person  for  failure  to  re¬ 
turn  or  pay  the  tax  where  no  fraud  or 
purpose  to  evade  payment  is  involved. 

(b)  Tax  withheld  at  the  source  upon 
fixed  or  determinable  annual  or  period¬ 
ical  income  paid  to  nonresident  alien 
fiduciaries  is  deemed  to  have  been  paid 
by  the  persons  ultimately  liable  for  the 
tax  upon  such  income.  Accordingly,  if 
a  person  is  subject  to  the  taxes  imposed 
by  section  11,  12,  13,  or  15  upon  any 
portion  of  the  income  of  a  nonresident 
alien  estate  or  trust,  the  part  of  any  tax 
withheld  at  the  source  which  is  properly 
allocable  to  the  income  so  taxed  to  such 
person  shall  be  credited  against  the 
amount  of  the  income  tax  computed 
upon  his  return,  and  any  excess  shall 
be  credited  against  any  income,  war- 
profits,  or  excess-profits  tax,  or  install¬ 
ment  thereof,  then  due  from  such  per¬ 
son,  and  any  balance  shall  be  refunded. 

§  39.144  Statutory  provisions;  pay¬ 
ment  of  corporation  income  tcx  at  source. 

Sec.  144.  Payment  of  corporation  income 
tax  at  source.  In  the  case  of  foreign  corpo¬ 
rations  subject  to  taxation  under  this  chapter 
not  engaged  in  trade  or  business  within  the 
United  States,  there  shall  be  deducted  and 
withheld  at  the  source  in  the  same  manner 
and  upon  the  same  items  of  income  as  is 
provided  in  section  143  a  tax  equal  to  30  per 
centum  thereof,  except  that  In  the  case  of 
corporations  organized  under  the  laws  of  any 
country  in  North,  Central,  or  South  America, 
or  in  the  West  Indies,  or  of  Newfoundland, 
such  rate  with  respect  to  dividends  shall  be 
reduced  to  such  rate  (not  less  than  5  per 
centum)  as  may  be  provided  by  treaty  with 
such  country;  and  such  tax  shall  be  returned 
and  paid  in  the  same  manner  and  subject  to 
the  same  conditions  as  provided  in  that  sec¬ 
tion:  Provided,  That  in  the  case  of  interest 
described  in  subsectlpn  (a)  of  that  section 
(relating  to  tax-free  covenant  bonds)  the 
deduction  and  withholding  shall  be  at  the 
rate  specified  in  such  subsection. 

jSec.  144  as  amended  by  sec.  5  (b),  Rev.  Act 
1940;  secs.  107  (a)  and  109  (a).  Rev.  Act 
1941;  secs.  108  (a)  and  160  (a)  (3),  Rev.  Act 
1942  J 

§  39.144-1  Withholding  in  the  case  of 
nonresident  foreign  corporations,  (a) 
A  tax  of  30  percent  is  required  to  be 
withheld  in  the  case  of  fixed  or  deter¬ 
minable  annual  or  periodical  income 
paid  to  a  nonresident  foreign  corpora¬ 
tion  except  (1)  income  from  sources 
without  the  United  States,  including  in- 

§  39.144-1 


§  39.143-7  Return  and  payment  of  tax 
withheld,  (a)  Every  withholding  agent 
shall  make  on  or  before  March  15  an 
annual  return  on  Form  1013  of  the  tax 
withheld  from  interest  on  bonds  or  other 
obligations  of  corporations  and  interest 
on  obligations  issued  by  the  United  States 
or  any  agency  or  instrumentality  thereof 
on  or  after  March  1,  1941.  This  return 
should  be  filed  with  the  district  director 
for  the  internal  revenue  district  in  which 
the  withholding  agent  is  located.  The 
withholding  agent  also  shall  make  a 
quarterly  return  on  Form  1012  on  or  be¬ 
fore  the  last  day  of  the  month  following 
the  termination  of  the  quarter  for  which 
the  return  is  made.  The  ownership  cer¬ 
tificates,  Forms  1000  and  1001,  must  be 
forwarded  to  the  Commissioner  with 
the  quarterly  return;  except  that,  on  and 
after  July  19,  1953,  such  certificates  and 
return  shall  be  forwarded  to  the  District 
Director  of  Internal  Revenue,  Balti¬ 
more  2,  Maryland.  Forms  1001  should 
be  listed  on  the  quarterly  return.  While 
Forms  1000  need  not  be  listed  on  the 
return,  the  number  of  such  forms  sub¬ 
mitted  and  the  total  amount  of  interest 
paid  and  of  the  tax  withheld  on  such 
of  the  forms  as  report  interest  from 
which  the  tax  is  to  be  withheld  should  be 
entered  in  the  spaces  provided.  If  Form 
1000  is  modified  to  show  the  name  and 
address  of  a  fiscal  or  paying  agent  in  the 
United  States  (see  §  39.143-5),  Forms 
1012  and  1013  should  be  likewise  modi¬ 
fied.  In  the  case  of  interest  on  obliga¬ 
tions  of  the  United  States  or  of  any 
agency  or  instrumentality  thereof  the 
withholding  agents  shall  be;  (1)  The 
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tcrest  on  deposits  with  persons  carrying 
on  the  banking  business  paid  to  such 
corporation,  and  (2)  interest  upon  bonds 
or  other  obligations  of  a  corporation 
containing  a  tax-free  covenant  and  is¬ 
sued  before  January  1,  1934,  where  the 
liability  assumed  by  the  obligor  exceeds 
2  percent  of  the  interest.  Such  rate 
shall  be  reduced  as  may  be  provided  by 
treaty  with  any  country, 

<b>  Withholding  is  required  in  the 
case  of  interest  paid  on  obligations 
issued  on  or  after  March  1,  1941,  by  the 
United  "States  or  any  agency  or  instru¬ 
mentality  thereof.  See  §§  39.22  (b) 

(4) -4  and  39.22  (b)  (4) -6,  relating  to 
the  taxation  of  such  interest,  and 
5  39.143-4,  relating  to  ownership  cer¬ 
tificates. 

(c)  Withholding  of  a  tax  at  the  rate  of 
2  percent  is  required  in  the  case  of  in¬ 
terest  paid  to  a  nonresident  foreign  cor¬ 
poration,  upon  bonds  or  other  obliga¬ 
tions  of  a  corporation  issued  before 
January  1,  1934.  and  containing  a  tax- 
free  covenant,  if  the  liability  assumed 
by  the  obligor  exceeds  2  percent  of  the 
interest  and  the  interest  is  treated  as 
income  from  sources  within  the  United 
States. 

(d)  A  tax  of  30  percent  is  required  to 
be  withheld  from  dividends  (other  than 
dividends  distributed  by  a  corporation 
organized  under  the  China  Trade  Act, 
1922  (15  U.  S.  C.,  c.  4),  to  a  resident  of 
China)  from  sources  within  the  United 
States  paid  to  a  nonresident  foreign  cor¬ 
poration,  except  that  such  rate  of  30  per¬ 
cent  shall  be  reduced  as  may  be  provided 
by  treaty  with  any  country.  Dividends 
paid  by  a  foreign  corporation  are  not, 
however,  subject  to  withholding  unless 
such  corporation  is  engaged  in  trade  or 
business  within  the  United  States  and 
more  than  85  percent  of  the  gross  income 
of  such  foreign  corporation  for  the  3-year 
period  ending  with  the  close  of  its  taxable 
year  preceding  the  declaration  of  such 
dividends  (or  for  such  part  of  such  period 
as  the  corporation  has  been  in  existence) 
was  derived  from  sources  within  the 
United  States  as  determined  under  the 
provisions  of  section  119.  See  also  sec¬ 
tion  143. 

(e)  For  withholding  in  the  case  of 
dividends  distributed  by  a  corporation 
organized  under  the  China  Trade  Act, 
1922  (15U.S.  C.,c.  4) ,  see  §§  39.143-3  and 
39.262-4. 

(f)  For  withholding  in  the  case  of 
rents  under  a  Supplement  U  lease  paid 
to  a  foreign  corporation  subject  to  the 
tax  imposed  by  section  421  (a),  see  sec¬ 
tion  143  (h)  and  §  39.143-1  (a). 

(g)  Under  the  provisions  of  section 
143  (b),  the  rate  of  tax  withheld  at 
the  source  shall  not  exceed  27  Vi  percent 
in  the  case  of  interest  on  bonds,  mort¬ 
gages,  or  deeds  of  trust  or  other  similar 
obligations  of  a  corporation  within  the 
provisions  of  section  143  (a)  (1)  w’ere 
it  not  for  the  fact  that  the  maturity 
date  of  such  obligations  has  been  ex¬ 
tended  on  or  after  January  1,  1934. 

§  39.144-2  Aids  to  withholding  agents 
in  determining  liability  for  withholding 
of  tax.  (a)  Since  no  withholding  of 
tax  on  bond  interest,  dividends,  or  other 
income  is  required  in  the  case  of  a 


resident  foreign  corporation  (see 
§  39.143-3),  the  person  paying  such  in¬ 
come  should  be  notified  by  a  letter  from 
such  corporation  that  it  is  not  subject 
to  the  withholding  provisions  of  the 
Internal  Revenue  Code,  The  letter  from 
the  corporation  shall  contain  the  address 
of  its  office  or  place  of  business  in  the 
United  States  and  be  signed  by  an  officer 
of  the  corporation  giving  his  official 
title.  Such  letter  of  notification,  or 
copy  thereof,  should  be  immediately 
forwarded  by  the  recipient  to  the  Com¬ 
missioner  of  Internal  Revenue,  Re¬ 
turns  Section.  Washington  25,  D.  C.; 
except  that,  on  and  after  July  19,  1953, 
such  letter,  or  a  copy  thereof,  shall  be 
forwarded  to  the  District  Director  of  In¬ 
ternal  Revenue,  Baltimore  2,  Maryland. 
The  same  procedure  should  be  followed 
in  the  case  of  resident  partnerships, 
composed  in  whole  or  in  part  of  non¬ 
resident  aliens,  not  subject  to  the  with¬ 
holding  provisions  of  the  Code  except 
in  the  case  of  interest  on  tax-free  cove¬ 
nant  bonds.  The  letter  should  be  signed 
by  a  member  of  the  firm. 

(b)  When  a  payor  corporation,  or  any 
other  person  (including  a  nominee), 
having  the  control,  receipt,  custody, 
disposal,  or  payment  of  dividends  has 
no  definite  knowledge  of  the  status  of  a 
shareholder,  the  tax  should  be  withheld 
if  the  shareholder’s  address  is  outside 
the  United  States.  If  the  shareholder’s 
address  is  within  the  United  States,  it 
may  be  assumed  that  such  shareholder 
is  a  citizen  or  a  resident  thereof.  Unless 
the  name  and  style  of  the  shareholder 
are  such  as  to  indicate  clearly  that  he 
is  a  nonresident  alien,  an  address  in 
care  of  another  person  in  the  United 
States  does  not  of  itself  warrant  the 
treating  of  the  shareholder  as  a  non¬ 
resident  alien.  If  a  shareholder  changes 
his  address  from  a  place  without  the 
United  States  to  a  place  within  the 
United  States,  the  tax  should  be  with¬ 
held  unless  proof  is  furnished  showing 
that  he  is  a  citizen  or  a  resident  of  the 
United  States.  A  person’s  written  state¬ 
ment  that  he  is  a  citizen,  or  resident 
of  the  United  States,  may  be  relied  upon 
by  the  payor  of  income  as  proof  that 
such  person  is  a  citizen  or  resident  of  the 
United  States. 

§  39.145  Statutory  provisions;  pen¬ 
alties. 

Sec.  145.  Penalties — (a)  Failure  to  file  re¬ 
turns,  submit  information,  or  pay  estimated 
tax  or  tax.  Any  person  required  under  this 
chapter  to  pay  any  estimated  tax  or  tax,  or 
required  by  law  or  regulations  made  under 
authority  thereof  to  make  a  return  or  dec¬ 
laration,  keep  any  records,  or  supply  any  in¬ 
formation,  for  the  purposes  of  the  computa¬ 
tion,  assessment,  or  collection  of  any  esti¬ 
mated  tax  or  tax  Imposed  by  this  chapter, 
who  willfully  fails  to  pay  such  estimated  tax 
or  tax,  make  such  return  or  declaration,  keep 
such  records,  or  supply  such  information,  at 
the  time  or  times  required  by  law  or  regu¬ 
lations,  shall,  in  addition  to  other  penalties 
provided  by  law,  be  guilty  of  a  misdemeanor 
and,  upon  conviction  thereof,  be  fined  not 
more  than  (10,000,  or  imprisoned  for  not 
more  than  one  year,  or  both,  together  with 
the  costs  of  prosecution. 

(b)  Failure  to  collect  and  pay  over  tax,  or 
attempt  to  defeat  or  evade  tax.  Any  person 


required  under  this  chapter  to  collect,  ac¬ 
count  for,  and  pay  over  any  tax  imposed 
by  this  chapter,  who  willfully  fails  to  collect 
or  truthfully  account  for  and  pay  over  such 
tax,  and  any  person  who  willfully  attempts 
in  any  manner  to  evade  or  defeat  any  tax  im¬ 
posed  by  this  chapter  or  the  payment  thereof, 
shall,  in  addition  to  other  penalties  provided 
by  law,  be  guilty  of  a  felony  and,  upon  con¬ 
viction  thereof,  be  fined  not  more  than 
$10,000,  or  imprisoned  for  not  more  than  five 
years,  or  both,  together  with  the  costs  of 
prosecution. 

(c)  •  •  •  [Repealed — see  sec.  3809  (a) 
for  corresponding  provision  of  law.  | 

(d)  Person  defined.  The  term  “person"  as 
used  in  this  section  includes  an  officer  or  em¬ 
ployee  of  a  corporation  or  a  member  or  em¬ 
ployee  of  a  partnership,  who  as  such  officer, 
employee,  or  member  is  under  a  duty  to  per¬ 
form  the  act  in  respect  of  which  the  violation 
occurs. 

(e)  •  •  •  [Relates  to  taxable  years  be¬ 
ginning  before  October  1,  1950,  and  ending 
after  September  30,  1950.] 

(f)  •  •  •  [Relates  to  taxable  years  be¬ 
ginning  before  November  1,  1951,  and  end¬ 
ing  after  October  31,  1951.] 

(g)  Cross  reference.  For  penalties  fot 
failure  to  file  information  returns  with  re¬ 
spect  to  foreign  personal  holding  companies 
and  foreign  corporations,  see  section  340. 

[Sec.  145  as  amended  by  secs.  136  and  172 
(f)  (3),  Rev.  Act  1942;  sec.  (5)  (c).  Current 
Tax  Payment  Act  1943:  sec.  6  (b)  (6),  In¬ 
dividual  Income  Tax  Act  1944;  6ec.  4  (b), 
Pub.  Law  271  (81st  Cong.);  sec.  1,  Pub.  Law 
907  (81st  Cong.);  sec.  103  (a),  Rev.  Act 
1951] 

§  39.145-1  Penalties.  The  penalties 
provided  for  in  section  145  cannot  he 
assessed  but  are  enforceable  only  by  suit 
or  prosecution.  For  limitations  on  pros¬ 
ecutions,  see  section  3748.  The  willful 
failure  of  a  taxpayer  to  give  information 
required  in  his  return  as  to  advice  or 
assistance  rendered  in  the  preparation 
of  the  return,  and  the  willful  failure  of 
the  person  preparing  a  return  for  another 
to  execute  the  statement  required  with 
reference  thereto,  make  such  persons 
subject  to  the  penalties  imposed  by  sec¬ 
tion  145  (a).  Any  person  who  willfully 
makes  and  subscribes  any  return,  state¬ 
ment,  or  other  document,  which  contains 
or  is  verified  by  a  written  declaration 
that  it  is  made  under  the  penalties  of 
perjury,  and  which  he  does  not  believe  to 
be  true  and  correct  as  to  every  material 
matter,  shall  be  guilty  of  a  felony,  and, 
if  convicted,  shall  be  fined  not  more 
than  $2,000  or  imprisoned  not  more 
than  five  years  or  both  (see  section 
3809).  The  privilege  against  incrimi¬ 
nation  in  the  fifth  amendment  to 
the  Constitution  is  not  a  defense  to  a 
charge  of  failure  to  file  a  return,  and 
does  not  authorize  a  refusal  to  state  the 
amount  of  income,  though  the  taxpayer  s 
income  was  made  through  crime. 

§  39.146  Statutory  provisions;  closing 
by  Commissioner  of  taxable  year. 

Sec.  146.  Closing  by  Commissioner  of  tax¬ 
able  year — (a)  Tax  in  jeopardy — (1)  De¬ 
parture  of  taxpayer  or  removal  of  property 
from  United  States.  It  the  Commissioner 
finds  that  a  taxpayer  designs  quickly  to  de¬ 
part  from  the  United  States  or  to  remove 
his  property  therefrom,  or  to  conceal  him¬ 
self  or  his  property  therein,  or  to  do  any 
other  act  tending  to  prejudice  or  to  render 
wholly  or  partly  ineffectual  proceedings  to 
collect  the  tax  for  the  taxable  year  then 
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last  past  or  the  taxable  year  then  current 
unless  such  proceedings  be  brought  without 
delay,  the  Commissioner  shall  declare  the 
taxable  period  for  such  taxpayer  immediate¬ 
ly  terminated  and  shall  cause  notice  of  such 
finding  and  declaration  to  be  given  the  tax¬ 
payer,  together  with  a  demand  for  immedi¬ 
ate  payment  of  the  tax  for  the  taxable  period 
so  declared  terminated  and  of  the  tax  for 
the  preceding  taxable  year  or  so  much  of 
such  tax  as  is  unpaid,  whether  or  not  the 
time  otherwise  allowed  by  law  for  filing  re¬ 
turn  and  paying  the  tax  has  expired;  and 
such  taxes  shall  thereupon  become  immedi¬ 
ately  due  and  payable.  In  any  proceeding 
in  court  brought  to  enforce  payment  of 
taxes  made  due  and  payable  by  virtue  of 
the  provisions  of  this  section  the  finding  of 
the  Commissioner,  made  as  herein  provided, 
whether  made  after  notice  to  the  taxpayer 
or  not,  shall  be  for  all  purposes  presumptive 
evidence  of  the  taxpayer’s  design. 

(2)  Corporation  in  liquidation.  If  the 
Commissioner  finds  that  the  collection  of 
the  tax  of  a  corporation  for  the  current  or 
last  preceding  taxable  year  will  be  jeopard¬ 
ized  by  the  distribution  of  all  or  a  portion 
of  the  assets  of  such  corporation  in  the 
liquidation  of  the  whole  or  any  part  of  its 
capital  stock,  the  Commissioner  shall  de¬ 
clare  the  taxable  period  for  such  taxpayer 
immediately  terminated  and  shall  cause 
notice  of  such  finding  and  declaration  to  be 
given  the  taxpayer,  together  with  a  demand 
for  immediate  payment  of  the  tax  for  the 
taxable  period  so  declared  terminated  and 
of  the  tax  for  the  last  preceding  taxable 
year  or  so  much  of  such  tax  as  Is  unpaid, 
whether  or  not  the  time  otherwise  allowed 
by  law  for  filing  return  and  paying  the  tax 
has  expired;  and  such  taxes  shall  thereupon 
become  immediately  due  and  payable. 

(b)  Security  for  payment.  A  taxpayer 
who  is  not  in  default  in  making  any  return 
or  paying  income,  w'ar-proflts,  or  excess- 
profits  tax  under  any  Act  of  Congress  may 
furnish  to  the  United  States,  under  regula¬ 
tions  to  be  prescribed  by  the  Commissioner, 
with  the  approval  of  the  Secretary,  security 
approved  by  the  Commissioner  that  he  will 
duly  make  the  return  next  thereafter  re¬ 
quired  to  be  filed  and  pay  the  tax  next  there¬ 
after  required  to  be  paid.  The  Commissioner 
may  approve  and  accept  in  like  manner 
security  for  return  and  payment  of  taxe3 
made  due  and  payable  by  virtue  of  the 
provisions  of  this  section,  provided  the  tax¬ 
payer  has  paid  in  full  all  other  income,  war- 
profits,  or  excess-profits  taxes  due  from  him 
under  any  Act  of  Congress, 

(c)  Same — Exemption  from  section.  If 
security  is  approved  and  accepted  pursuant  to 
the  provisions  of  this  section  and  such  fur¬ 
ther  or  other  security  with  respect  to  the 
tax  or  taxes  covered  thereby  is  given  as  the 
Commissioner  shall  from  time  to  time  find 
necessary  and  require,  payment  of  such  taxes 
shall  r.ot  be  enforced  by  any  proceedings 
under  the  provisions  of  this  section  prior  to 
the  expiration  of  the  time  otherwise  allowed 
for  paying  such  respective  taxes. 

(d)  Citizens.  In  the  case  of  a  citizen  of 
the  United  States  or  of  a  possession  of  the 
United  States  about  to  depart  from  the 
United  States  the  Commissioner  may,  at  his 
discretion,  waive  any  or  all  of  the  require¬ 
ments  placed  on  the  taxpayer  by  this  section. 

(e)  Departure  of  aliem.  No  alien  shall 
depart  from  the  United  States  unless  he 
first  procures  from  the  collector  or  agent  in 
charge  a  certificate  that  he  has  complied 
with  all  the  obligations  imposed  upon  him 
by  the  income,  war-profits,  and  excess-profits 
tax  laws. 

(f)  Addition  to  tax.  If  a  taxpayer  violates 
0r  attempts  to  violate  this  section  there  shall, 
In  addition  to  all  other  penalties,  be  added 
as  part  of  the  tax  25  per  centum  of  the  total 
amount  of  the  tax  or  deficiency  in  the  tax, 


together  with  interest  at  the  rate  of  6  per 
centum  per  annum  from  the  time  the  tax 
became  due. 

§  39.146-1  Termination  of  the  tax¬ 
able  period  by  Commissioner,  (a)  Sec¬ 
tion  146  provides  that  in  the  case  of  a 
taxpayer  who  designs  by  immediate  de¬ 
parture  from  the  United  States  or 
otherwise  to  avoid  the  payment  of  the 
tax  for  the  preceding  or  current  taxable 
year,  the  Commissioner  may  upon 
evidence  satisfactory  to  him,  declare 
the  taxable  period  for  such  taxpayer 
immediately  terminated  and  cause  to  be 
served  upon  him  notice  and  demand  for 
immediate  payment  of  the  tax  for  the 
taxable  period  declared  terminated,  and 
of  the  tax  for  the  preceding  taxable  year, 
or  so  much  of  such  tax  as  is  unpaid.  In 
such  a  case  the  taxpayer  is  entitled  to 
the  exemptions  for  both  normal  tax  and 
surtax  provided  by  section  25  (b),  if 
otherwise  allowable,  but  the  amount  of 
such  exemptions  shall  be  reduced  pro¬ 
portionately  to  the  length  of  the  period 
for  which  the  return  is  made.  If  suit  is 
necessary  to  collect  a  tax  made  due  and 
payable  by  the  provisions  of  section  146 

(a)  (1>,  the  Commissioner’s  finding  is 
presumptive  evidence  of  the  taxpayer’s 
design.  Section  146  (a)  (2)  provides 
for  a  similar  termination  of  the  taxable 
period  of  a  corporation  if  the  Commis¬ 
sioner  finds  that  the  collection  of  the  tax 
of  the  corporation  for  the  current  or 
preceding  taxable  year  will  be  jeopard¬ 
ized  by  the  distribution  of  all  or  a 
portion  of  the  assets  of  such  corporation 
in  the  liquidation  of  the  w’hole  or  any 
part  of  its  capital  stock.  Such  finding 
of  the  Commissioner  is  considered  prima 
facie  correct.  A  taxpayer  who  is  not  in 
default  in  making  the  returns  or  in  pay¬ 
ing  other  taxes  may  procure  the  post¬ 
ponement  until  the  usual  time  of  the 
payment  of  taxes  which  are  or  may  be 
due  pursuant  to  this  section  by  deposit¬ 
ing,  with  the  Commissioner,  United 
States  bonds  of  a  principal  amount  not 
exceeding  double  the  amount  of  taxes 
due  for  the  taxable  period,  or  by  furnish¬ 
ing  such  other  security  as  may  be  ap¬ 
proved  by  the  Commissioner. 

(b)  Except  as  provided  in  paragraph 

(c)  of  this  section,  an  alien  who  intends 
to  depart  from  the  United  States  will 
be  required  to  file  a  return  of  income 
on  Form  1040C  and  to  obtain  a  certif¬ 
icate  of  compliance  with  income  tax 
obligations  from  the  district  director  of 
internal  revenue.  A  certificate  of  com¬ 
pliance  is  attached  to  and  made  a  part 
of  Form  1040C.  An  alien,  whether  resi¬ 
dent  or  nonresident,  who  intends  to  de¬ 
part  from  the  United  States  should 
appear  before  the  district  director  of  in¬ 
ternal  revenue  for  the  internal  revenue 
district  in  which  he  resides  and  satisfy 
all  income  tax  obligations  with  respect 
to  income  received  or  to  be  received, 
determined  as  nearly  as  may  be,  up  to 
and  including  the  date  of  his  intended 
departure.  Upon  payment  of  such  obli¬ 
gations,  or  upon  the  furnishing  of  such 
security  as  may  be  approved  by  the  Com¬ 
missioner  for  the  payment  of  such  obli¬ 
gations,  or  upon  satisfactory  evidence 
that  no  tax  is  due  and  payable,  the  dis¬ 
trict  director  of  internal  revenue  will 


issue  a  certificate  of  compliance  to  the 
applicant.  A  properly  executed  certif¬ 
icate  of  compliance  issued  by  the  district 
director  of  internal  revenue  must  be  pre¬ 
sented  at  the  point  of  departure.  An 
alien  presenting  himself  at  the  point 
of  departure  without  such  certificate  of 
compliance  will  be  examined  by  an  in¬ 
ternal  revenue  officer  at  that  point  and 
such  taxes  as  appear  to  be  due  and 
owing  will  be  collected.  Citizens  of  the 
United  States  or  of  possessions  of  the 
United  States  departing  from  the  United 
States  will  not  be  required  to  procure 
certificates  of  compliance  or  to  present 
any  other  evidence  of  compliance  with 
income  tax  obligations. 

(c)  An  alien  who  intends  to  depart 
from  the  United  States  and  whose  tax¬ 
able  year  has  not  been  terminated  by  the 
Commissioner  as  provided  in  section  146 
(a) ,  and  who  is  not  in  default  in  making 
any  return,  or  paying  income,  war- 
profits,  or  excess-profits  tax  under  any 
Act  of  Congress,  may  procure  a  certifi¬ 
cate  of  compliance  as  provided  in  section 
146  (e)  by  (1)  appointing  in  writing  on 
Form  934  an  attorney  in  fact,  resident  in 
the  United  States,  to  make  his  income 
tax  return  or  returns  for  the  taxable  year 
current  at  the  time  of  his  intended  de¬ 
parture  and  for  the  preceding  taxable 
year  (if  not  already  made),  (2)  making 
on  Form  1040D  a  return  of  information 
for  his  taxable  year  current  at  the  time 
of  his  intended  departure  and  a  return 
on  that  form  for  the  preceding  taxable 
year  where  the  period  for  making  the 
income  tax  return  for  the  preceding  tax¬ 
able  year  has  not  expired,  and  (3)  either 
paying  the  estimated  tax  as  shown  on 
the  information  return  (Form  1040D), 
which  will  be  credited  on  account  for  the 
year  covered  by  such  return,  or  furnish¬ 
ing  security  approved  by  the  Commis¬ 
sioner  that  he  will  make  the  required 
return  or  returns  and  pay  the  tax  or 
taxes  required  to  be  paid.  If  such  secur¬ 
ity  is  approved  and  accepted  and  such 
further  security  with  respect  to  the  tax  or 
taxes  covered  thereby  is  given  as  the 
Commissioner  shall  from  time  to  time 
find  necessary  and  require,  payment  of 
such  taxes  may  be  postponed  until  the 
expiration  of  the  time  otherwise  allowed 
for  their  payment.  The  departing  alien 
may  furnish  as  security  a  surety  bond  on 
Form  1133  in  an  amount  not  exceeding 
double  the  amount  of  tax  for  his  taxable 
year  current  at  the  time  of  his  intended 
departure,  and  for  the  preceding  taxable 
year  (if  not  already  paid),  conditioned 
upon  the  making  of  his  return  or  returns 
for  such  year  or  years  (if  not  already 
made),  and  the  payment  of  any  tax  or 
taxes  that  may  become  payable  for  such 
year  or  years  together  with  any  penalty 
and  interest  that  may  accrue  thereon, 
such  bond  to  be  executed  by  a  surety  or 
sureties  approved  by  the  Commissioner. 
In  lieu  of  such  a  surety  bond,  the  tax¬ 
payer  may  furnish  as  security  a  penal 
bond  (Form  1133),  approved  by  the 
Commissioner,  secured  by  deposit  of 
bonds  or  notes  of  the  United  States  equal 
in  their  total  par  value  to  an  amount  not 
exceeding  double  the  amount  of  the  tax 
or  taxes  in  respect  of  which  the  bond  is 
furnished.  A  form  of  a  “certificate  of 
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compliance”  is  made  a  part  of  Form 
1040D.  Bonds  complying  with  the  pro¬ 
visions  of  this  section,  if  properly  exe¬ 
cuted  and  with  adequate  surety,  are 
approved,  and  may  be  accepted  in  the 
name  of  the  Commissioner,  by  the  dis¬ 
trict  director  of  internal  revenue  by 
signing  the  Form  1133  as  follows: 


Commissioner  of  Internal  Revenue 

By - 

( District  Director  of  Internal  Revenue) 

( d )  A  corporation  will  not  be  accepted 
as  a  surety  on  a  bond  unless  the  corpo¬ 
ration  holds  a  certificate  of  authority 
from  the  Secretary  of  the  Treasury  as 
an  acceptable  surety  on  Federal  bonds. 
If  the  surety  on  the  bond  is  an  individual 
or  individuals,  such  bond  shall  not  be 
accepted  until  an  investigation  is  made 
as  to  the  financial  and  other  respon¬ 
sibility  of  such  surety  or  sureties  and 
such  investigation  shows  that  the  collec¬ 
tion  of  the  tax  is  amply  secured  by  the 
bond. 

§  39.147  Statutory  provisions;  infor¬ 
mation  at  source. 

Sue.  147.  Information  at  source — (a) 
Payments  of  $600  or  more.  All  persons,  in 
whatever  capacity  acting,  including  lessees 
or  mortgagors  of  real  or  personal  property, 
fiduciaries,  and  employers,  making  payment 
to  another  person,  of  rent,  salaries,  wages, 
premiums,  annuities,  compensations,  re¬ 
munerations,  emoluments,  or  other  fixed 
or  determinable  gains,  profits,  and  income 
(other  than  payments  described  in  section 
148  (a)  or  149),  of  $600  or  more  in  any 
taxable  year,  or,  in  the  case  of  such  pay¬ 
ments  made  by  the  United  States,  the  officers 
or  employees  of  the  United  States  having 
information  as  to  such  payments  and  re¬ 
quired  to  make  returns  in  regard  thereto 
by  the  regulations  hereinafter  provided  for, 
shall  render  a  true  and  accurate  return  to  the 
Commissioner,  under  such  regulations  and  in 
such  form  and  manner  and  to  such  extent  as 
may  be  prescribed  by  him  with  the  approval 
of  the  Secretary,  setting  forth  the  amount 
of  such  gains,  profits,  and  Income,  and  the 
name  and  address  of  the  recipient  of  such 
payment. 

(b)  Returns  regardless  of  amount  of  pay¬ 
ment.  Such  returns  may  be  required,  re¬ 
gardless  of  amounts,  (1)  in  the  case  of 
payments  of  Interest,  and  (2)  in  the  case 
of  collections  of  items  (not  payable  in  the 
United  States)  of  interest  upon  the  bonds 
of  foreign  countries  and  interest  upon  the 
bonds  of  and  dividends  from  foreign  cor¬ 
porations  by  persons  undertaking  as  a  matter 
of  business  or  for  profit  the  collection  of 
foreign  payments  of  such  interest  or  divi¬ 
dends  by  means  of  coupons,  checks,  or  bills 
of  exchange. 

(c)  Recipient  to  furnish  name  and  ad¬ 
dress.  When  necessary  to  make  effective  the 
provisions  of  this  section  the  name  and 
address  of  the  recipient  of  income  shall  be 
furnished  upon  demand  of  the  person  pay¬ 
ing  the  Income. 

|  Sec.  147  as  amended  by  sec.  7  (c).  Rev.  Act 
1940;  secs.  112  (c)  and  116,  Rev.  Act  1941; 
sec.  131  (c)  (3),  Rev  Act  1942;  sec.  202  (c) 
(3),  Rev.  Act  1948;  sec.  333,  Rev.  Act  1931] 

§  39.147-1  Return  of  information  as 
to  payments  of  $600  or  more,  (a)  All 
persons  making  payment  to  another 
person  of  fixed  or  determinable  income 
of  $600  or  more  in  any  calendar  year 
must  render  a  return  thereof  for  such 
year  on  or  before  February  28  of  the 
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following  year  except  as  specified  in 
§§  39.147-3  to  39.147-5,  inclusive.  A  re¬ 
turn  shall  be  made  in  each  case  on  Form 
1099,  accompanied  by  transmittal  Form 
1096  showing  the  number  of  returns 
filed,  except  that  the  return  with  respect 
to  distributions  to  beneficiaries  of  a 
trust  or  of  an  estate  shall  be  made  on 
Form  1041  in  lieu  of  Forms  1099  and 
1096.  Returns  of  information  on  Forms 
1096  and  1099  should  be  filed  with  the 
Commissioner  of  Internal  Revenue, 
Processing  Division,  C.  C.  Station,  Kan¬ 
sas  City  2,  Missouri.  For  place  of  filing 
Form  1041,  see  section  53.  The  street 
and  number  where  the  recipient  of  the 
payment  lives  should  be  stated,  if  pos¬ 
sible.  If  no  present  address  is  available, 
the  last  known  post-office  address  must 
be  given.  Although  to  make  necessary 
a  return  of  information  the  income  must 
be  fixed  or  determinable,  it  need  not 
be  annual  or  periodical.  See  section 
39.143-2. 

(b)  Sums  paid  in  respect  of  life  insur¬ 
ance,  endowment,  or  annuity  contracts 
which  are  required  to  be  included  in 
gross  income  under  §§  39.22  <b)  ( 1 )  — 1, 
39.22  (b)  (2)-l,  and  39.22  (b)  (2)-2come 
within  the  meaning  of  the  term  “fixed 
or  determinable  income”  and  are  re¬ 
quired  to  be  reported  in  returns  of  infor¬ 
mation  as  required  by  this  section,  except 
that  payments  in  respect  of  policies  sur¬ 
rendered  before  maturity  and  lapsed 
policies  need  not  be  reported. 

<c)  Fees  for  professional  services  paid 
to  attorneys,  physicians,  and  members 
of  other  professions  come  within  the 
meaning  of  the  term  “fixed  or  deter¬ 
minable  income”  and  are  required  to  be 
reported  in  returns  of  information  as 
required  by  this  section. 

(d)  For  the  purposes  of  a  return  of 
information,  an  amount  is  deemed  to 
have  been  paid  when  it  is  credited  or 
set  apart  to  the  taxpayer  without  any 
substantial  limitation  or  restriction  as 
to  the  time  or  manner  of  payment  or 
condition  upon  which  payment  is  to  be 
made,  and  which  is  made  available  to 
him  so  that  it  may  be  drawn  at  any  time, 
and  its  receipt  brought  within  his  own 
control  and  disposition. 

§  39.147-2  Return  of  information  as 
to  payments  to  employees,  (a)  The 
names  of  all  employees  to  whom  pay¬ 
ments  are  made  of  $600  or  more  in  any 
calendar  year,  whether  such  total  sum  is 
made  up  of  W’ages,  salaries,  annuities, 
commissions,  or  compensation  in  any 
other  form,  must  be  reported.  In  the 
case  of  any  such  payments  of  $600  or 
more,  if  a  portion  thereof  constitutes 
wages  subject  to  withholding  under  sec¬ 
tion  1622  and  such  portion  is  reported  on 
Form  W-2,  the  remainder  of  such  pay¬ 
ments  must  be  reported  on  Form  1099. 
For  example,  if  such  payments  made  to 
an  employee  by  his  employer  in  1952 
amount  to  $700  and  $400  thereof  repre¬ 
sents  w’ages  subject  to  withholding  un¬ 
der  section  1622,  and  the  remaining  $300 
represents  compensation  not  subject  to 
withholding,  for  instance,  advances  or 
reimbursements  for  traveling  or  other 
expenses,  or  insurance  premiums  which 
in  accordance  with  §  39.165-6  are  income 
to  the  employee  for  the  year  in  which  the 


insurance  is  purchased,  the  $400  must  be 
reported  on  Form  W-2  and  the  $300  must 
be  reported  on  Form  1099.  Heads  of 
branch  offices  and  subcontractors  em¬ 
ploying  labor,  who  keep  the  only  com¬ 
plete  record  of  payments  therefor,  shall 
file  returns  of  information  in  regard  to 
such  payments  with  the  Commissioner 
of  Internal  Revenue,  Processing  Division, 
C.  C.  Station,  Kansas  City  2,  Missouri. 
When  both  main  office  and  branch  of¬ 
fice  have  adequate  records,  the  return 
shall  \je  filed  by  the  main  office. 

<b)  Amounts  distributed  or  made 
available  in  any  calendar  year  under  an 
employees’  trust  governed  by  the  pro¬ 
visions  of  section  165,  or  under  an  an¬ 
nuity  plan  to  which  §  39.22  (b)  ( 2  >  — 5 
relates,  to  a  beneficiary  shall  be  reported 
to  the  extent  such  amounts  are  includible 
in  the  gross  income  of  such  beneficiary 
where  the  amounts  so  includible  are  $600 
or  more. 

(c)  In  the  case  of  payments  made  by 
the  United  States  to  persons  in  its  service 
(civil  or  armed  forces)  of  wages,  salaries, 
or  compensation  in  any  other  form,  the 
returns  of  information  shall  be  made  by 
heads  of  the  executive  departments  and 
other  United  States  Government  estab¬ 
lishments. 

(d)  For  cases  where  no  returns  of  in¬ 
formation  are  required,  see  §  39.147-3, 
See  also  §  39.22  (a) -3. 

§  39.147-3  Cases  where  no  return  of 
information  required.  (a)  Payments 
of  the  following  character,  although 
amounting  to  $600  or  more  during  a 
calendar  year,  need  not  be  reported  in 
returns  of  information  on  Form  1099: 

(1)  Payments  by  a  broker  to  his 
customers ; 

(2)  Payments  of  any  type  made  to 
corporations; 

(3)  Bills  paid  for  merchandise,  tele¬ 
grams,  telephone,  freight,  storage,  and 
similar  charges; 

(4)  Payments  of  rent  made  to  real 
estate  agents  (but  the  agent  must  report 
payments  to  the  landlord  if  the  amount 
paid  during  the  calendar  year  was  $600 
or  more) ; 

(5)  Payments  representing  earned  in¬ 
come  for  services  rendered  without  the 
United  States  made  to  a  citizen  of  the 
United  States,  if  it  is  reasonable  to  be¬ 
lieve  that  such  amounts  will  be  excluded 
from  gross  income  under  the  provisions 
of  section  116  (a)  and  the  regulations 
thereunder ; 

(6)  Salaries  and  profits  paid  or  dis¬ 
tributed  by  a  partnership  to  the  indi¬ 
vidual  partners ; 

(7)  Payments  of  commissions  made 
by  fire  insurance  companies,  or  other 
companies  insuring  property,  to  general 
agents,  except  when  specifically  di¬ 
rected  by  the  Commissioner  to  be  filed; 

(8)  Payments  of  income  upon  which 
income  tax  has  been  withheld  at  the 
source  and  reported  on  Forms  1012. 1013, 
and  1042,  or  Forms  941,  W-2,  and  W-3; 

(9)  Amounts  paid  by  the  United 
States  to  persons  in  its  service  (civil  or 
armed  forces)  as  an  allowance  for  travel¬ 
ing  expenses,  including  an  allowance 
for  meals  and  lodgings,  as,  for  example, 
a  per  diem  allowance  in  lieu  of  sub- 
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sistence,  and  amounts  paid  as  reim¬ 
bursements  for  traveling  expenses; 

(10)  Payments  of  interest  on  obliga¬ 
tions  of  the  United  States  or  any  agency 
or  instrumentality  thereof; 

(11)  Payments  of  interest  on  corpo¬ 
rate  bonds,  except  in  the  case  of  interest 
on  bonds,  mortgages,  deeds  of  trust,  or 
other  similar  obligations  issued  before 
January  1,  1934,  and  containing  a  tax- 
free  covenant;  and 

(12)  Payments  made  to  employees 
for  services  performed  in  Puerto  Rico. 

(b>  The  provisions  of  this  section 
shall  not  be  applicable  with  respect  to 
returns  of  information  as  to  patronage 
dividends,  rebates,  or  refunds  required 
under  section  148  (f).  See  §  39.148 
(f)-l. 

§  39.147—4  Return  of  information  as  to 
certain  interest.  In  the  case  of  pay¬ 
ments  of  interest,  regardless  of  amount, 
upon  bonds  and  similar  obligations  of 
corporations,  and  interest  on  obligations 
of  the  United  States  or  any  agency  or 
instrumentality  thereof,  the  ownership 
certificates,  when  duly  filed,  shall  con¬ 
stitute  and  be  treated  as  returns  of  in¬ 
formation  and  in  such  cases  no  return 
of  information  on  Form  1099  is  required. 
See  §  39.143-5.  As  to  the  requirements 
of  filing  ownership  certificates  for  bond 
interest  generally  in  the  case  of  a  non¬ 
resident  alien,  a  nonresident  partnership 
composed  in  whole  or  in  part  of  non¬ 
resident  aliens,  a  nonresident  foreign 
corporation  or  where  the  owner  is  un¬ 
known,  and  with  respect  only  to  interest 
on  obligations  containing  a  tax-free 
covenant  and  issued  before  January  1, 
1934,  in  the  case  of  a  citizen  or  resident 
of  the  United  States,  a  resident  partner¬ 
ship  and  nonresident  partnership  all  the 
members  of  which  are  citizens  or  resi¬ 
dents  of  the  United  States,  see  §  39.143-4. 

§  39.147-5  Return  of  information  as 
to  payments  to  other  than  citizens  or 
residents.  In  the  case  of  payments  of 
fixed  or  determinable  annual  or  period¬ 
ical  income  to  nonresident  aliens  (indi¬ 
vidual  or  fiduciary ) ,  to  nonresident 
partnerships  composed  in  whole  or  in 
part  of  nonresident  aliens,  or  to  non¬ 
resident  foreign  corporations  (see 
§  39.3797-8),  the  returns  filed  by  with¬ 
holding  agents  on  Form  1042  shall  con¬ 
stitute  and  be  treated  as  returns  of  in¬ 
formation.  See  sections  143  and  144. 

§  39.147-6  Foreign  items.  The  term 
‘foreign  items,”  as  used  in  the  regula¬ 
tions  in  this  part,  means  any  item  of 
interest  upon  the  bonds  of  a  foreign 
country  or  of  a  nonresident  foreign  cor¬ 
poration  not  having  a  fiscal  or  paying 
agent  in  the  United  States  (including 
Puerto  Rico  as  if  a  part  of  the  United 
States),  or  any  item  of  dividends  upon 
the  stock  of  such  corporation. 

§  39.147—7  Return  of  information  as 
to  foreign  items.  In  the  case  of  foreign 
items,  an  information  return  on  Form 
1099  is  required  to  be  filed  by  the  bank 
or  collecting  agent  accepting  the  items 
for  collection,  if  the  foreign  item  is  paid 
to  a  citizen  or  resident  of  the  United 
States  (individual  or  fiduciary),  or  a 
Partnership  any  member  of  which  is  a 
citizen  or  resident,  and  if  the  amount 


of  the  foreign  items  paid  in  any  taxable 
year  to  an  individual,  a  partnership,  or 
a  fiduciary  is  $600  or  more.  Such  forms 
accompanied  by  transmittal  Form  1096 
should  be  forwarded  to  the  Commis¬ 
sioner  of  Internal  Revenue,  Processing 
Division,  C.  C.  Station,  Kansas  City  2, 
Missouri,  on  or  before  F'ebruary  28  of 
each  year.  The  term  “collection”  in¬ 
cludes  the  following:  (a)  The  payment 
by  the  licensee  of  the  foreign  item  in 
cash;  (b)  the  crediting  by  the  licensee 
of  the  account  of  the  person  presenting 
the  foreign  item;  (c)  the  tentative  cred¬ 
iting  by  the  licensee  of  the  account  of 
the  person  presenting  the  foreign  item 
until  the  amount  of  the  foreign  item  is 
received  by  the  licensee  from  abroad; 
and  (d)  the  receipt  of  foreign  items  by 
the  licensee  for  the  purpose  of  trans¬ 
mitting  them  abroad  for  deposits.  See 
§§  39.147-1  and  39.147-3. 

§  39.147-8  Information  as  to  actual 
owner,  (a)  When  the  person  receiving 
a  payment  falling  within  the  provisions 
of  the  Internal  Revenue  Code  for  infor¬ 
mation  at  the  source  is  not  the  actual 
owner  of  the  income  received,  the  name 
and  address  of  the  actual  owner  or  payee 
shall  be  furnished  upon  demand  of  the 
individual,  corporation,  or  partnership 
paying  the  income,  and  in  default  of  a 
compliance  with  such  demand  the  payee 
becomes  liable  for  the  penalties  provided. 
See  section  145.  Dividends  on  stock  are 
prima  facie  the  income  of  the  record 
owner  of  the  stock.  Upon  receipt  of 
dividends  by  a  record  owner,  he  should 
execute  Form  1087  to  disclose  the  name 
and  address  of  the  actual  owner  or  payee. 
Form  1087  should  be  filed  with  the  Com¬ 
missioner  of  Internal  Revenue,  Proces¬ 
sing  Division,  C.  C.  Station,  Kansas  City 
2,  Missouri,  not  later  than  February  28 
of  the  succeeding  year.  Unless  such  a 
disclosure  is  made,  the  record  owner  will 
be  held  liable  for  any  tax  based  upon 
such  dividends.  See  §  39.148  (a)-l. 

(b)  The  filing  or  Form  1087  is  not  re¬ 
quired  ( 1 )  if  the  record  owner  is  required 
to  file  a  fiduciary  return  on  Form  1041, 
or  a  withholding  return  on  Form  1042, 
disclosing  the  name  and  address  of  the 
actual  owner  or  payee,  or  (2)  if  the 
actual  owner  or  payee  is  a  nonresident 
alien  individual,  foreign  partnership,  or 
foreign  corporation  and  the  tax  has  been 
withheld  at  the  source  before  receipt  of 
the  aividends  by  the  record  owner.  See 
§  39.143-1. 

§  39.148  (a)  Statutory  provisions ;  in¬ 

formation  by  corporations;  dividend 
payments. 

Sec.  148.  Information  by  corporations — 
(a)  Dividend  payments.  Every  corporation 
shall,  when  required  by  the  Commissioner, 
render  a  correct  return,  duly  verified  under 
oath,  of  its  payments  of  dividends,  stating 
the  name  and  address  of  each  shareholder, 
the  number  of  shares  owned  by  him,  and  the 
amount  of  dividends  paid  to  him. 

§  39.148  (a)-l  Return  of  information 
as  to  payments  of  dividends,  (a)  Sec¬ 
tion  148  provides  that  every  corporation 
shall,  when  required  by  the  Commis¬ 
sioner,  render  a  correct  return,  duly 
verified  under  oath,  of  its  payments  of 
dividends,  stating  the  name  and  address 
of  each  shareholder,  the  number  of 


shares  owned  by  him,  and  the  amount 
of  dividends  paid  to  him.  In  accordance 
with  that  section,  returns  of  information 
in  respect  of  dividend  payments  shall  be 
rendered  for  each  calendar  year  as 
follows : 

(1)  Except  as  provided  in  paragraph 
(b)  of  this  section,  every  domestic  cor¬ 
poration  or  foreign  corporation  engaged 
in  business  within  the  United  States  or 
having  an  office  or  place  of  business  or 
a  fiscal  or  paying  agent  in  the  United 
States,  making  payments  of  dividends 
and  distributions  (other  than  distribu¬ 
tions  in  liquidation)  to  any  shareholder 
who  is  an  individual  (citizen  or  resident 
of  the  United  States) ,  a  resident  fidu¬ 
ciary.  or  a  resident  partnership  any 
member  of  which  is  a  citizen  or  resident, 
amounting  to  $10  or  more  during  the 
calendar  year,  shall  render  an  informa¬ 
tion  return  on  Forms  1096  and  1099. 
A  separate  Form  1099  must  be  prepared 
for  each  shareholder,  upon  which  shall 
be  shown  the  name  and  address  of  the 
shareholder  to  whom  such  payment  was 
made,  and  the  amount  paid.  These 
forms,  accompanied  by  transmittal  Form 
1096  showing  the  number  of  Forms  1099 
filed  therewith,  shall  be  filed  with  the 
Commissioner  of  Internal  Revenue, 
Processing  Division,  C.  C.  Station,  Kan¬ 
sas  City  2,  Missouri,  on  or  before  Feb¬ 
ruary  28  of  the  following  year. 

(2)  The  periodical  distributions  of 
earnings  on  running  installment  shares 
of  stock  paid  or  credited  by  a  building 
and  loan  association  to  its  holders  of 
that  class  of  stock  are  dividends  within 
the  meaning  of  section  115  (a).  The 
sum  received  upon  withdrawal  from  a 
building  and  loan  association  in  excess 
of  the  amounts  paid  in  on  account  of 
membership  fees  and  stock  subscriptions, 
consisting  of  accumulated  profits,  con¬ 
stitutes  a  dividend  within  the  meaning 
of  section  115  (a).  As  to  when  a  stock 
dividend  is  taxable  as  a  dividend,  see 
section  115  (f). 

(b)  In  the  case  of  a  distribution  which 
is  made  from  a  depletion  or  depreciation 
reserve,  or  which  for  any  other  reason 
is  deemed  by  the  corporation  to  be  non- 
taxable  or  partly  nontaxable  to  its  share¬ 
holders,  the  corporation  shall  fill  in  the 
information  on  both  sides  of  Form  1096 
and  forward  this  form,  together  with 
Forms  1099,  to  the  Commissioner  of  In¬ 
ternal  Revenue,  Processing  Division,  C. 
C.  Station,  Kansas  City  2,  Missouri,  not 
later  than  February  1  of  the  following 
year.  Upon  receipt  of  this  information 
the  Commissioner  will  advise  the  cor¬ 
poration  by  letter  as  to  any  apparent 
errors  made  by  the  corporation  in  com¬ 
puting  the  nontaxable  portion  of  the 
distribution  in  order  that  the  corpora¬ 
tion  may,  if  time  permits,  furnish  such 
advice  to  its  shareholders  before  the 
shareholders  file  their  income  tax  re¬ 
turns  for  the  year  in  which  the  distribu¬ 
tion  was  made.  In  the  case  of  a  corpora¬ 
tion  described  in  section  101  (10),  (11), 
(12),  or  (13),  making  a  payment  of  a 
dividend  or  a  distribution  to  any  share¬ 
holder,  the  information  return  on  Forms 
1096  and  1099  shall  be  rendered  only  in 
the  case  of  payments  amounting  to  $100 
or  more  during  the  calendar  year.  In 
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the  case  of  a  savings  and  loan  associa¬ 
tion,  a  cooperative  bank,  a  homestead 
association,  a  credit  union,  or  a  building 
and  loan  association  an  information  re¬ 
turn  is  required  to  be  filed  with  respect 
to  dividends  or  distributions  to  a  share¬ 
holder  only  if  an  information  return 
would  have  been  required  under  the  pro¬ 
visions  of  §  39.147-1  had  the  dividends 
or  distributions  been  payments  of  in¬ 
terest,  except  that,  for  years  prior  to 
1953,  such  an  organization  is  required  to 
file  an  information  return  where  the 
payments  to  a  shareholder  amount  to 
$100  or  more  during  the  calendar  year. 

(c)  In  any  case  in  which  it  is  impos¬ 
sible  to  file  the  return  within  the  time 
prescribed  in  this  section,  the  corpora¬ 
tion  may,  upon  a  showing  of  such  fact, 
obtain  a  reasonable  extension  of  time 
for  filing  the  return.  Authority  for 
granting  extensions  of  time  for  filing 
the  return  of  information  is  hereby  dele¬ 
gated  to  the  various  district  directors  of 
internal  revenue.  Applications  for  such 
extensions  shall  be  addressed  to  the  dis¬ 
trict  director  of  internal  revenue  for 
the  internal  revenue  district  in  which  the 
corporation  files  its  income  tax  returns, 
must  contain  a  full  recital  of  the  causes 
for  the  delay,  and  must  be  submitted 
on  or  before  the  date  prescribed  for  filing 
the  return  of  information.  No  extension 
may  be  granted  for  more  than  six 
months. 

§  39.148  (b)-(d)  Statutory  provisions; 
information  by  corporations ;  profits  de¬ 
clared  as  dividends;  accumulated  earn¬ 
ings  and  profits;  contemplated  dissolution 
or  liquidation. 

Sec.  148.  Information  by  corporations. 

•  •  * 

(b)  Profits  declared  as  dividends.  Every 
corporation  shall,  when  required  by  the  Com¬ 
missioner,  furnish  him  a  statement  of  6ueh 
facts  as  will  enable  him  to  determine  the 
portion  of  the  earnings  or  profits  of  the 
corporation  (including  gains,  profits,  and 
Income  not  taxed)  accumulated  during  such 
periods  as  the  Commssioner  may  specify, 
which  have  been  distributed  or  ordered  to 
be  distributed,  respectively,  to  its  share¬ 
holders  during  such  taxable  years  as  the 
Commissioner  may  specify. 

(c)  Accumulated  earnings  and  profits. 
When  requested  by  the  Commissioner,  or 
any  collector,  every  corporation  shall  forward 
to  him  a  correct  statement  of  accumulated 
earnings  and  profits  and  the  names  and  ad¬ 
dresses  of  the  indivduals  or  shareholders 
who  would  be  entitled  to  the  same  if  divided 
or  distributed,  and  of  the  amounts  that 
would  be  payable  to  each. 

(d)  Contemplated  dissolution  or  liquida¬ 
tion.  Every  corporation  shall,  within  thirty 
days  after  the  adoption  by  the  corporation 
of  a  resolution  or  plan  for  the  dissolution  of 
the  corporation  or  for  the  liquidation  of  the 
whole  or  any  part  of  its  capital  stock,  render 
a  correct  return  to  the  Commissioner,  veri¬ 
fied  under  oath,  setting  forth  the  terms  of 
such  resolution  or  plan  and  such  other  Infor¬ 
mation  as  the  Commissioner  shall,  with  the 
approval  of  the  Secretary,  by  regulations 
prescribe. 

§  39.148  (d)-l  Return  of  information 
respecting  contemplated  dissolution  or 
liquidation — (a)  Making  and  filing  of  re¬ 
turns.  Within  30  days  after  the  adoption 
of  any  resolution  or  plan  for  or  in  respect 
of  the  dissolution  of  a  corporation  or  the 
liquidation  of  the  whole  or  any  part  of 


its  capital  stock,  the  corporation  shall 
file  with  the  district  director  of  internal 
revenue  (Commissioner  of  Internal 
Revenue,  Washington  25,  D.  C.,  prior  to 
the  date  of  publication  of  this  section  in 
the  Federal  Register  )  a  correct  return  on 
Form  966,  containing  the  information  re¬ 
quired  by  paragraph  (b)  of  this  section 
and  by  such  form.  A  like  return  shall  be 
filed  by  the  corporation  in  the  case  of  any 
amendment  of,  or  supplement  to,  a  reso¬ 
lution  or  plan  for  or  in  respect  of  the 
dissolution  of  the  corporation  or  the 
liquidation  of  the  whole  or  any  part  of 
its  capital  stock.  A  return  must  be  filed 
under  section  148  (d)  in  respect  of  a 
liquidation  whether  or  not  any  part  of 
the  gain  or  loss  to  the  shareholders  upon 
the  liquidation  is  recognized  under  the 
provisions  of  section  112. 

(b)  Contents  of  return — (1)  General. 
There  shall  be  attached  to  and  made  a 
part  of  the  return  required  by  section 
148  (d)  and  paragraph  (a)  of  this  sec¬ 
tion  a  certified  copy  of  the  resolution  or 
plan,  together  with  any  amendments 
thereof  or  supplements  thereto,  and  such 
return  shall  in  addition  contain  the  fol¬ 
lowing  information: 

(1)  The  name  and  address  of  the  cor¬ 
poration; 

(ii)  The  place  and  date  of  incorpo¬ 
ration; 

(iii)  The  date  of  the  adoption  of  the 
resolution  or  plan  and  the  dates  of  any 
amendments  thereof  or  supplements 
thereto;  and 

(iv)  The  collection  district  in  w?hich 
the  last  income  tax  return  of  the  cor¬ 
poration  was  filed  and  the  taxable  year 
covered  thereby. 

(2)  Liquidation  within  one  calendar 
month.  In  the  event  that  the  cor¬ 
poration  is  a  domestic  corporation 
and  the  plan  of  liquidation  provides  for 
a  distribution  in  complete  cancellation 
or  redemption  of  all  the  capital  stock 
of  the  corporation,  and  for  the  trans¬ 
fer  of  all  the  property  of  the  corporation 
under  the  liquidation  entirely  within 
some  one  calendar  month  pursuant  to 
section  112  (b)  ,rl) ,  and  any  shareholder 
claims  the  benefit  of  such  section, 
such  return  shall,  in  addition  to  the  in¬ 
formation  required  by  subparagraph  (1) 
of  this  paragraph,  contain  the  follow¬ 
ing: 

(i)  A  statement  showing  the  number 
of  shares  of  each  class  of  stock  out¬ 
standing  at  the  time  of  the  adoption  of 
the  plan  of  liquidation,  together  with  a 
description  of  the  voting  power  of  each 
such  class; 

(ii)  A  list  of  all  the  shareholders  owning 
stock  at  the  time  of  the  adoption  of  the 
plan  of  liquidation,  together  with  the 
number  of  shares  of  each  class  of  stock 
owned  by  each  shareholder,  the  certifi¬ 
cate  numbers  thereof,  and  the  total  num¬ 
ber  of  votes  to  w'hich  entitled  on  the 
adoption  of  the  plan  of  liquidation;  and 

(iii)  A  list  of  all  corporate  sharehold¬ 
ers  as  of  August  15,  1950,  together  with 
the  number  of  shares  of  each  class  of 
stock  owned  by  each  such  shareholder, 
the  certificate  numbers  thereof,  the  total 
number  of  votes  to  which  entitled  on  the 
adoption  of  the  plan  of  liquidation,  and 
a  statement  of  all  changes  in  ownership 


of  stock  by  corporate  shareholders  be-  I 
tween  August  15,  1950,  and  the  date  of  I 
the  adoption  of  the  plan  of  liquidation, 
both  dates  inclusive. 

(3)  Returns  in  respect  of  amendments 
or  supplements.  If  a  return  in  respect  ' 
of  any  resolution  or  plan  for  or  in  re¬ 
spect  of  the  dissolution  of  a  corporation 
or  the  liquidation  of  the  whole  or  any  I 
part  of  its  capital  stock  has  already  been  | 
filed  pursuant  to  section  148  (d),  a  re-  I 
turn  in  respect  of  any  amendment  there-  I 
of  or  supplement  thereto  will  be  deemed  I 
sufficient  if  it  gives  the  date  such  prior  I 
return  was  filed  and  contains  a  duly  I 
certified  copy  of  such  amendment  or  I 
supplement  and  all  other  information  I 
required  by  this  section  and  by  Form  I 
966  w7hich  was  not  given  in  such  prior  I 
return.  If  no  return  was  filed  relative  I 
to  the  resolution  or  plan  which  is  being 
amended  or  supplemented,  the  return 
relative  to  the  amendment  thereof  or 
supplement  thereto  shall  contain  a  duly 
certified  copy  of  the  resolution  or  plan 
which  is  being  amended  or  supple¬ 
mented,  together  with  all  amendments  I 
thereof  and  supplements  thereto,  and  I 
all  other  information  required  by  this  I 
section  and  by  Form  966. 

§  39.143  (e)  Statutory  provisions;  in - 
formation  by  corporations;  distributions 
in  liquidation. 

Sec.  148.  Information  by  corpora • 
tions.  •  •  * 

(e)  Distributions  in  liquidation.  Every 
corporation  shall,  when  required  by  the 
Commissioner,  render  a  correct  return,  duly 
verified  under  oath,  of  its  distributions  in 
liquidation,  stating  the  name  and  address 
of  each  shareholder,  the  number  and  class 
of  shares  owned  by  him,  and  the  amount 
paid  to  him  or,  if  the  distribution  is  in 
property  other  than  money,  the  fair  market 
value  (as  of  the  date  the  distribution  is 
made)  of  the  property  distributed  to  him. 

5  39.148  (e)-l  Return  of  information 
respecting  distributions  in  liquidation. 

(a)  Unless  the  distribution  is  one  in 
respect  of  which  information  is  required 
to  be  filed  pursuant  to  §  39.112  <b)  <6>-5 

(b) ,  §39.112  (g )  —6  (a),  or  §  39.371-11, 
every  corporation  making  any  distribu¬ 
tion  of  $600  or  more  during  a  calendar 
year  to  any  shareholder  in  liquidation  of 
the  whole  or  any  part  of  its  capital  stock 
shall  file  a  return  of  information  on 
Forms  1096  and  1099L,  giving  all  the 
information  required  by  such  forms  and 
by  the  regulations  in  this  part.  A  sepa¬ 
rate  Form  1099L  must  be  prepared  for 
each  shareholder  to  whom  such  distribu- 1 
tion  w'as  made,  showing  the  name  and 
address  of  such  shareholder,  the  number  I 
and  class  of  shares  owmed  by  him  ini 
liquidation  of  which  such  distribution 
was  made,  and  the  total  amount  distrib¬ 
uted  to  him  on  each  class  of  stock.  If 
the  amount  distributed  to  such  share- 1 
holder  on  any  class  of  stock  consisted  in  I 
whole  or  in  part  of  property  other  than 
money,  the  return  on  such  form  shall  in 
addition  show  the  amount  of  money  dis¬ 
tributed,  if  any,  and  shall  list  separately 
each  class  of  property  other  than  money 
distributed,  giving  a  description  of  the 
property  in  each  such  class  and  a  state¬ 
ment  of  its  fair  market  value  at  the  time 
of  the  distribution.  Such  forms,  accom- 
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paniod  by  transmittal  Form  1096  showing 
the  number  of  Forms  1099L  filed  there¬ 
with.  shall  be  filed  with  the  Commis¬ 
sioner  of  Internal  Revenue,  Processing 
Division,  C.  C.  Station,  Kansas  City  2, 
Missouri,  on  or  before  February  28  of  the 
year  following  the  calendar  year  in  which 
such  distribution  was  made. 

(b>  If  the  distribution  is  in  complete 
liquidation  of  a  domestic  corporation 
pursuant  to  a  plan  of  liquidation  in  ac¬ 
cordance  with  which  all  the  capital  stock 
of  the  corporation  is  canceled  or  re¬ 
deemed  and  the  transfer  of  all  the  prop¬ 
erty  under  the  liquidation  occurs  within 
some  one  calendar  month  pursuant  to 
section  112  (b)  (7),  and  any  shareholder 
claims  the  benefit  of  such  section,  the 
return  on  Form  1096  shall  show  (1)  the 
amount  of  earnings  and  profits  of  the 
corporation  accumulated  after  February 
28.  1913,  determined  as  of  the  close  of 
such  calendar  month,  without  diminution 
by  reason  of  distributions’  made  during 
such  calendar  month,  but  including  in 
such  computation  all  items  of  income  and 
expense  accrued  up  to  the  date  on  which 
the  transfer  of  all  the  property  under  the 
liquidation  is  completed,  (2)  the  ratable 
share  of  such  earnings  and  profits  of  each 
share  of  stock  canceled  or  redeemed  in 
the  liquidation,  and  (3)  the  date  and 
circumstances  of  the  acquisition  by  the 
corporation  of  any  stock  or  securities  dis¬ 
tributed  to  shareholders  in  the  liquida¬ 
tion. 

§39.143  (f)  Statutory  provisions ;  in- 
lormation  by  corporations ;  patronage 
dividends. 

Sec.  148.  Information  by  corporations. 

•  •  • 

(f)  Patronage  dividends.  Any  corpora¬ 
tion  allocating  amounts  as  patronage  divi¬ 
dends,  rebates,  or  refunds  (whether  In  cash, 
merchandise,  capital  stock,  revolving  fund 
certificates,  retain  certificates,  certificates  of 
indebtedness,  letters  of  advice,  or  in  some 
other  manner  that  discloses  to  each  patron 
the  amount  of  such  dividend,  refund,  or  re¬ 
bate)  shall  render  a  correct  return  stating  (1) 
the  name  and  address  of  each  patron  to  whom 
it  has  made  such  allocations  amounting  to 
1100  or  more  during  the  calendar  year,  and 

(2)  the  amount  of  such  allocations  to  each 
patron.  If  required  by  the  Secretary,  any 
wch  corporation  shall  render  a  correct  return 
of  all  patronage  dividends,  rebates,  or  refunds 
made  during  the  calendar  year  to  its  patrons. 
This  subsection  shall  not  apply  in  the  case  of 
any  corporation  (including  any  cooperative 
or  nonprofit  corporation  engaged  in  rural 
electrification)  exempt  from  taxation  under 
•ection  101  (10)  or  (11)  or  in  the  case  of  any 
corporation  subject  to  a  tax  imposed  by  sup¬ 
plement  G. 

(Sec.  148  (f)  as  amended  by  sec.  407,  Rev. 
Act  1939;  sec.  5.  Pub.  Law  271  (81st  Cong.); 
*ec-  314  (c),  Rev.  Act  1951) 

§39.148  (f)-l  Returns  of  informa¬ 
tion  as  to  patronage  dividends,  rebates, 
w refunds — (a)  In  general.  Any  corpo¬ 
ration  allocating  to  any  patron  amounts 
aggregating  $100  or  more  during  the  cal¬ 
endar  year  as  patronage  dividends,  re¬ 
bates,  or  refunds  (whether  in  cash,  mer¬ 
chandise,  capital  stock,  revolving  fund 
certificates,  retain  certificates,  letters  of 
advice,  or  in  some  other  manner  that 
discloses  to  each  patron  the  amount  of 
such  dividend,  rebate,  or  refund)  shall 
tot  each  calendar  year  render  a  return 


of  information  with  respect  to  such  allo¬ 
cation  on  Forms  1096  and  1099.  The 
allocation  shall  be  reported  for  the  cal¬ 
endar  year  during  which  the  allocation 
is  made,  regardless  of  whether  the  allo¬ 
cation  is  deemed  for  the  purpose  of  sec¬ 
tion  101  (12)  (B)  to  be  made  at  the  close 
of  a  preceding  taxable  year  of  the  cor¬ 
poration. 

(b)  Contents  of  return;  manner  of 
making  and  filing.  A  separate  Form 
1099  shall  be  prepared  for  each  patron 
showing  the  name  and  address  of  the 
patron  to  whom  such  allocation  is  made, 
and  the  amount  of  the  allocation.  These 
forms,  accompanied  by  transmittal  Form 
1096,  showing  the  number  of  Forms  1099 
filed  therewith,  shall  be  filed  with  the 
Commissioner  of  Internal  Revenue, 
Processing  Division,  C.  C.  Station, 
Kansas  City  2,  Missouri,  on  or  before 
February  28  of  the  following  year. 

(c)  Extension  of  time  for  filing.  In 
any  case  in  which  it  is  impossible  to  file 
the  return  within  the  time  prescribed  in 
this  section,  the  corporation  may,  upon 
a  showing  of  such  fact,  obtain  a  reason¬ 
able  extension  of  time  for  filing  the  re¬ 
turn.  Authority  for  granting  extensions 
of  time  for  filing  the  return  of  informa¬ 
tion  is  hereby  delegated  to  the  various 
district  directors  of  internal  revenue. 
Applications  for  such  extensions  shall  be 
addressed  to  the  district  director  of  in¬ 
ternal  revenue  for  the  internal  revenue 
district  in  which  the  corporation  is  re¬ 
quired  to  file  its  income  tax  return,  must 
contain  a  full  recital  of  the  causes  for 
the  delay,  and  must  be  submitted  on  or 
before  the  date  prescribed  for  filing  the 
return  of  information.  No  extension 
may  be  granted  for  more  than  six 
months. 

(d)  Definitions.  The  terms  “coopera¬ 
tive  association”,  “patron”,  “patronage 
dividends,  rebates,  and  refunds”,  and 
“allocation"  are  defined,  for  the  purpose 
of  this  section,  in  §  39.101  (12) -2  (b). 

§  39.149 — 150  Statutory  provisions; 
returns  of  brokers;  collection  of  foreign 
items. 

Sec.  149.  Returns  of  brokers.  Every  per¬ 
son  doing  business  as  a  broker  shall,  when 
required  by  the  Commissioner,  render  a  cor¬ 
rect  return  duly  verified  under  oath,  under 
such  rules  and  regulations  as  the  Commis¬ 
sioner,  with  the  approval  of  the  Secretary, 
may  prescribe,  showing  the  names  of  custom¬ 
ers  for  whom  such  person  has  transacted 
any  business,  with  such  details  as  to  the 
profits,  losses,  or  other  information  which 
the  Commissioner  may  require,  as  to  each 
of  such  customers,  as  will  enable  the  Com- 
sioner  to  determine  whether  all  income  tax 
due  on  profits  or  gains  of  such  customers  has 
been  paid. 

Sec.  150.  Collection  of  foreign  items.  All 
persons  undertaking  as  a  matter  of  business 
or  for  profit  the  collection  of  foreign  pay¬ 
ments  of  interest  or  dividends  by  means  of 
coupons,  checks,  or  bills  of  exchange  shall 
obtain  a  license  from  the  Commissioner  and 
shall  be  subject  to  such  regulations  enabling 
the  Government  to  obtain  the  information 
required  under  this  chapter  as  the  Commis¬ 
sioner,  with  the  approval  of  the  Secretary, 
shall  prescribe;  and  whoever  knowingly  un¬ 
dertakes  to  collect  such  payments  without 
having  obtained  a  license  therefor,  or  with¬ 
out  complying  with  such  regulations,  shall 
be  guilty  of  a  misdemeanor  and  shall  be 
fined  not  more  than  $5,000  or  imprisoned 
for  not  more  than  one  year,  or  both. 


5  39.150-1  License  to  collect  foreign 
items.  Banks  or  agents  collecting  for¬ 
eign  items,  as  defined  in  §  39.147-6.  and 
required  by  §  39.147-7  to  make  returns 
of  information  with  respect  thereto, 
must  obtain  a  license  from  the  Commis¬ 
sioner  to  engage  in  such  business. 
Application  Form  1017  for  such  license 
may  be  procured  from  district  directors 
of  internal  revenue.  The  license  is  is¬ 
sued  without  cost  on  Form  1010.  Any 
person  holding  a  license  under  the  Rev¬ 
enue  Act  of  1938  or  any  prior  act  will  not 
be  required  to  renew  such  license. 

§  39.151-153  Statutory  provisions ; 
foreign  personal  holding  companies; 
Pan-American  trade  corporations;  in¬ 
formation  required  from  certain  tax- 
exempt  organizations  and  certain  trusts. 

Sec.  151.  Foreign  personal  holding  com¬ 
panies.  For  information  returns  by  officers, 
directors,  and  large  shareholders,  with 
respect  to  foreign  personal  holding  com¬ 
panies,  see  sections  338,  339,  and  340. 

For  information  returns  by  attorneys, 
accountants,  and  so  forth,  as  to  formation, 
and  so  forth,  of  foreign  croporations,  see 
section  3604. 

Sec.  152.  Pan-American  trade  corporations. 
[Made  inapplicable  to  taxable  years  begin¬ 
ning  after  December  31,  1941,  by  sec.  159  (b). 
Rev.  Act  1942] 

Sec.  153.  Information  required  from  cer¬ 
tain  tax-exempt  organizations  and  certain 
trusts — (a)  Certain  tax-exempt  organiza¬ 
tions.  Every  organization  described  in  sec¬ 
tion  101  (6)  which  is  subject  to  the  require¬ 
ments  of  section  54  (f)  shall  furnish  an¬ 
nually  information,  at  such  time  and  in  such 
manner  as  the  Secretary  may  by  regulations 
prescribe,  setting  forth — 

(1)  Its  gross  income  for  the  year, 

(2)  Its  expenses  attributable  to  such  In¬ 
come  and  incurred  within  the  year, 

(3)  Its  disbursements  out  of  income 
within  the  year  for  the  purposes  for  which 
it  is  exempt, 

(4)  Its  accumulation  of  Income  within 
the  year, 

(5)  Its  aggregate  accumulations  of  In¬ 
come  at  the  beginning  of  the  year, 

(6)  Its  disbursements  out  of  principal  In 
the  current  and  prior  years  for  the  purposes 
for  which  it  is  exempt,  and 

(7)  A  balance  sheet  showing  its  assets, 
liabilities  and  net  worth  as  of  the  beginning 
of  such  year. 

(b)  Trusts  claiming  charitable,  etc.,  de¬ 
ductions  under  section  162  (a).  Every 

trust  claiming  a  charitable,  etc.,  deduction 
under  section  162  (a)  for  the  taxable  year 
shall  furnish  information  with  respect  to 
such  taxable  year,  at  such  time  and  in  such 
manner  as  the  Secretary  may  by  regulations 
prescribe,  setting  forth — ■ 

(1)  The  amount  of  the  charitable,  etc.,  de¬ 
duction  taken  under  section  162  (a)  within 
such  year  (showing  separately  the  amount 
of  such  deduction  which  was  paid  out  and 
the  amount  which  was  permanently  set  aside 
for  charitable,  etc.,  purposes  during  such 
year) , 

(2)  The  amount  paid  out  within  such  year 
which  represents  amounts  for  which  chari¬ 
table,  etc.,  deductions  under  section  162  (a) 
have  been  taken  in  prior  years, 

(3)  The  amount  for  which  charitable,  etc., 
deductions  have  been  taken  in  prior  years 
but  which  has  not  been  paid  out  at  the  be- 
gining  of  such  year, 

(4)  The  amount  paid  out  of  principal  in 
the  current  and  prior  years  for  charitable, 
etc.,  purposes. 
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(5)  The  total  Income  of  the  trust  within 
such  year  and  the  expenses  attributable 
thereto,  and 

(6)  A  balance  sheet  showing  the  assets, 
liabilities,  and  net  worth  ol  the  trust  as  of 
the  beginning  of  such  year. 

This  subsection  shall  not  apply  In  the  case 
of  a  taxable  year  if  all  the  net  income  for 
such  year,  determined  under  the  applicable 
principles  of  the  law  of  trusts,  is  required 
to  be  distributed  currently  to  the  benefici¬ 
aries. 

(c)  Information  available  to  the  public. 
The  information  required  to  be  furnished 
by  subsections  (a)  and  (b),  together  with 
the  names  and  addresses  of  such  organiza¬ 
tions  and  trusts,  shall  be  made  available  to 
the  public  at  such  times  and  in  such  places 
as  the  Secretary  may  prescribe. 

(d)  Penalties.  In  the  case  of  a  willful 
failure  to  iurnish  the  information  required 
under  this  section,  the  penalties  provided 
in  section  145  (a)  shall  be  applicable. 

(Sec.  153  as  added  by  sec.  341  (a),  Rev.  Act 
1950;  amended  by  Pub.  Law  35  (82d  Cong.)  J 

§  39.153-1  Information  required  from 
certain  tax-exempt  organizations,  (a) 
Every  organization  described  in  section 
101  (6),  except  organizations  specifically 
exempt  from  filing  annual  returns  under 
section  54  (f)  (see  §  39.101-1  (h) ),  shall 
file  a  return  of  information  on  Form 
990-A.  The  return  shall  be  on  the  basis 
of  the  established  annual  accounting 
period  of  the  organization.  Where  the 
organization  has  no  established  annual 
accounting  period,  the  return  shall  be 
made  on  the  basis  of  the  calendar  year. 
The  return  shall  be  filed  on  or  before 
the  fifteenth  day  of  the  fifth  full  calen¬ 
dar  month  following  the  close  of  the 
period  for  which  the  return  is  required 
to  be  filed,  and  it  shall  be  filed  with  the 
district  director  of  internal  revenue  for 
the  internal  revenue  district  in  which 
is  located  the  principal  place  of  business 
or  principal  office  of  the  organization. 

<b>  Pages  3  and  4  of  the  return  shall 
set  forth  the  name  and  address  of  the 
organization,  and  the  following  informa¬ 
tion  concerning  the  organization  in  such 
detail  as  may  be  prescribed  by  the  Com¬ 
missioner  in  the  instructions  on  the  form 
or  issued  by  him  therewith: 

(1)  Its  gross  income  for  the  year  in 
sufficient  detail  to  show  the  different 
categories  of  income, 

(2)  Its  expenses  attributable  to  such 
Income  and  incurred  within  the  year, 
in  sufficient  detail  to  show  the  different 
categories  of  expense, 

(3>  Its  disbursements  made  within 
the  year  out  of  current  or  accumulated 
income  for  the  purpose  for  which  it  is 
exempt,  separately  listing  the  total 
amount  of  disbursements  for  each  classi¬ 
fication  of  the  exempt  purposes  of  the 
organization, 

(4)  Its  accumulation  of  income  within 
the  year, 

(5)  Its  aggregate  accumulation  of  in¬ 
come  at  the  beginning  of  the  year, 

(6)  (i)  Its  disbursements  made  out  of 
principal  during  the  current  year  for  the 
purpose  for  which  it  is  exempt,  sepa¬ 
rately  listing  the  total  amount  of  dis¬ 
bursements  for  each  classification  of  the 
exempt  purposes  of  the  organization, 

(ii)  Its  disbursements  made  out  of 
principal  during  prior  years  for  the  pur¬ 
pose  for  which  it  is  exempt. 


(7)  The  total  of  its  administrative  and 
operating  expenses  disbursed  out  of  both 
principal  and  income, 

(8)  A  balance  sheet  showing  its  as¬ 
sets,  liabilities,  and  net  worth  as  of  the 
beginning  of  the  year. 

§  39.153-2  Information  required  of 
certain  trusts  claiming  charitable  or 
other  deductions  under  section  1C2  (a)  — 
(a)  In  general.  Every  trust  (other  than 
a  trust  described  in  paragraph  (b)  of 
this  section)  claiming  a  charitable  or 
other  deduction  under  section  1G2  (a) 
shall  file,  with  respect  to  the  taxable 
year  for  which  such  deduction  is 
claimed,  a  return  of  information  on 
Form  1041-A.  The  return  shall  be  filed 
on  or  before  the  fifteenth  day  of  the 
fourth  month  following  the  close  of  the 
taxable  year  of  the  trust  with  the  district 
director  of  internal  revenue  for  the  in¬ 
ternal  revenue  district  in  which  the 
fiduciary  resides  or  has  his  principal 
place  of  business.  The  return  shall  set 
forth  the  name  and  address  of  the  trust 
and  the  following  information  concern¬ 
ing  the  trust  in  such  detail  as  may  be 
prescribed  by  the  Commissioner  in  the 
instructions  on  the  form  or  issued 
by  him  therewith: 

(1)  The  amount  of  the  charitable  or 
other  deduction  taken  under  section  162 
(a)  for  the  taxable  year,  showing  sepa¬ 
rately  for  each  class  of  activity  for  which 
disbursements  were  made  (or  amounts 
were  permanently  set  aside)  the  amounts 
which,  during  such  year,  w7ere  paid  out 
(or  which  were  permanently  set  aside) 
for  charitable  or  other  purposes  under 
section  162  (a), 

(2)  The  amount  paid  out  during  the 
taxable  year  which  represents  amounts 
permanently  set  aside  in  prior  years  for 
which  charitable  or  other  deductions 
have  been  taken  under  section  162  (a), 
and  separately  listing  for  each  class  of 
activity,  for  which  disbursements  were 
made,  the  total  amount  paid  out, 

(3)  The  amount  for  which  charitable 
or  other  deductions  have  been  taken  in 
prior  years  under  section  162  (a)  and 
which  had  not  been  paid  out  at  the 
beginning  of  the  taxable  year, 

(4)  (i)  The  amount  paid  out  of  prin¬ 
cipal  in  the  taxable  year  for  charitable, 
etc.,  purposes,  and  separately  listing  for 
each  such  class  of  activity,  for  which 
disbursements  were  made,  the  total 
amount  paid  out, 

(ii)  The  total  amount  paid  out  of 
principal  in  prior  years  for  charitable, 
etc.,  purposes, 

(5)  The  gross  income  of  the  trust  for 
the  taxable  year  and  the  expenses  attrib¬ 
utable  thereto,  in  sufficient  detail  to 
show  the  different  categories  of  income 
and  of  expense,  and 

(6)  A  balance  sheet  showing  the  as¬ 
sets,  liabilities,  and  net  worth  of  the  trust 
as  of  the  beginning  of  the  taxable  year. 

(b)  Exception.  The  provisions  of  par¬ 
agraph  (a)  of  this  section  with  respect 
to  the  filing  of  information  returns  shall 
not  be  applicable  to  the  taxable  year  of 
a  trust  if  the  trustee  is  bound  by  the 
instrument  creating  the  trust  to  distrib¬ 
ute  each  year  to  the  beneficiaries  all  the 
net  income  of  the  trust  (such  net  income 


being  determined  under  the  applicable 
principles  of  the  law  of  trusts). 

§  39.153-3  Publicity  of  returns.  The 
Information  furnished  on  pages  3  and  4 
of  Form  990-A  and  the  information  fur- 
nished  on  Form  1041-A  shall  be  a  matter 
of  public  record,  and  shall  be  open  to 
public  inspection,  during  regular  hours 
of  business,  in  the  office  of  the  district 
director  of  internal  revenue  for  the  in- 
ternal  revenue  district  in  which  the 
forms  are  filed.  The  Commissioner  may 
use  such  information  for  the  purpose  of 
making  and  publishing  statistical  or 
other  studies. 

§  39.153-4  Penalties.  In  the  case  of  a 
willful  failure  to  furnish  the  informa¬ 
tion  required-  under  section  153  and 
§§  39.153-1  and  39.153-2,  the  penalties 
provided  in  section  145  (a)  shall  be  ap¬ 
plicable. 

§  39.154  Statutory  provisions;  income 
taxes  of  members  of  armed  forces  upon 
death. 

Sec.  154.  Income  taxes  of  members  of 
Armed  forces  upon  death.  In  the  case  of 
any  individual  who  dies  after  June  24.  1950, 
and  prior  to  January  1,  1954,  while  in  active 
service  as  a  member  of  the  Armed  Forces 
of  the  United  States,  if  such  death  occurred 
while  serving  in  a  combat  zone  (as  deter¬ 
mined  under  section  22  (b)  (13))  or  as  a 
result  of  wounds,  disease,  or  injury  incurred 
while  so  serving — 

(a)  The  tax  imposed  by  this  chapter  shall 
not  apply  with  respect  to  the  taxable  year 
in  which  falls  the  date  of  his  death,  or  with 
respect  to  any  prior  taxable  year  ending  on 
or  after  the  first  day  he  so  served  in  a  com¬ 
bat  zone  after  June  24,  1950;  and 

(b)  The  tax  under  this  chapter  and  under 
the  corresponding  title  of  each  prior  revenue 
law'  for  taxable  years  preceding  those  speci¬ 
fied  in  clause  (a)  which  is  unpaid  at  the 
date  of  his  death  (including  interest,  addi¬ 
tions  to  the  tax,  and  additional  amounts) 
shall  not  be  assessed,  and  if  assessed  the 
assessment  shall  be  abated,  and  if  collected 
shall  be  credited  or  refunded  as  an  over¬ 
payment. 

I  Sec.  154  as  added  by  sec.  334,  Rev.  Act  1951] 

§  39.154-1  Abatement  of  income  taxes 
of  certain  members  of  the  armed  forces 
of  the  United  States  upon  death,  (a) 
If  an  individual  dies  after  June  24. 1950, 
and  before  January  1,  1954,  while  in 
active  service  as  a  member  of  the  armed 
forces  of  the  United  States,  and  such 
death  occurs  while  serving  in  a  combat 
zone,  as  determined  under  section  22  (b) 
(13),  or  at  any  place  as  a  result  of 
wounds,  disease,  or  injury  incurred  while 
so  serving,  then — 

(1)  The  tax  liability  of  such  individual 

under  chapter  1  for  the  taxable  year  end¬ 
ing  on  the  date  of  his  death,  or  for  any 
prior  taxable  year  ending  on  or  after 
the  first  day  he  so  served  in  a  combat 
zone  after  June  24,  1950,  is  cancelled 
and  if  the  tax  (including  interest,  addi¬ 
tions  to  the  tax,  and  additional  amounts' 
is  assessed,  the  assessment  shall  be 
abated,  and  if  the  amount  of  such  tax 
is  collected  (regardless  of  the  date  of 
collection)  the  amount  so  collected  shad 
be  credited  or  refunded  as  an  overpay* 
ment;  and  .  : 

(2)  That  amount  of  tax  of  such  ind* 
vidual  for  taxable  years  preceding  those 
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specified  in  subparagraph  (1)  of  this 
paragraph  under  chapter  1,  or  cor¬ 
responding  provisions  of  prior  revenue 
laws,  which  remains  unpaid  as  of  the 
date  of  death  shall  not  be  assessed,  and 
if  any  such  unpaid  tax  (including  inter¬ 
est,  additions  to  the  tax,  and  additional 
amounts)  has  been  assessed,  such  assess¬ 
ment  shall  be  abated,  and  if  the  amount 
of  any  such  unpaid  tax  is  collected  sub¬ 
sequent  to  the  date  of  death,  the  amount 
so  collected  shall  be  credited  or  refunded 
as  an  overpayment. 

(b)  If  such  an  individual  and  his 
spouse  have  for  any  such  year  filed  a 
joint  return,  the  tax  abated,  credited,  or 
refunded  pursuant  to  the  provisions  of 
section  154  for  such  year  shall  be  an 
amount  equal  to  that  portion  of  the  joint 
tax  liability  which  is  the  same  percentage 
of  such  joint  tax  liability  as  a  tax  com¬ 
puted  upon  the  separate  income  of  such 
individual  is  of  the  sum  of  the  taxes  com¬ 
puted  upon  the  separate  income  of  such 
individual  and  his  spouse,  but  with  re¬ 
spect  to  taxable  years  ending  before 
June  24, 1950,  and  with  respect  to  taxable 
years  ending  before  the  first  day  such 
individual  served  in  a  combat  zone,  as 
determined  under  section  22  (b)  (13), 
the  amount  so  abated,  credited,  or  re¬ 
funded  shall  not  exceed  the  amount  un¬ 
paid  at  the  date  of  death.  For  such  pur¬ 
pose,  the  separate  tax  of  each  spouse 
shall  be  the  tax  computed  under  chapter 
1  before  the  application  of  sections  32. 
35, and  322  (a),  but  after  the  application 
of  section  31,  as  if  such  spouse  were  re¬ 
quired  to  make  a  separate  return. 

(c)  If  such  an  individual  and  his 
spouse  filed  a  joint  declaration  of  esti¬ 
mated  tax  for  the  taxable  year  ending 
with  the  date  of  his  death,  the  estimated 
tax  paid  pursuant  to  such  declaration 
may  be  treated  as  the  estimated  tax  of 
either  such  individual  or  his  spouse,  or 
may  be  divided  between  them,  in  such 
manner  as  his  legal  representative  and 
such  spouse  may  agree.  Should  they 
agree  to  treat  such  estimated  tax,  or  any 
portion  thereof,  as  the  estimated  tax  of 
such  individual,  the  estimated  tax  so 
paid  shall  be  credited  or  refunded  as  an 
overpayment  for  the  taxable  year  ending 
with  the  date  of  his  death. 

(d)  For  the  purpose  of  determining 
the  tax  which  is  unpaid  at  the  date  of 
death,  amounts  deducted  and  withheld 
under  subchapter  D  of  chapter  9  consti¬ 
tute  payment  of  a  tax  imposed  under 
chapter  1. 

(e)  This  section  shall  have  no  appli¬ 
cation  whatsoever  with  respect  to  the 
liability  of  an  individual  as  a  transferee 
of  property  of  a  taxpayer  where  such 
liability  relates  to  the  tax  imposed  upon 
the  taxpayer  by  chapter  1. 

(f)  As  to  what  constitutes  active  serv¬ 
ice  as  a  member  of  the  armed  forces, 
service  in  a  combat  zone,  and  wounds, 
disease,  or  injury  incurred  while  serving 
in  a  combat  zone,  see  §  39.22  (b)  ( 13)  —1 . 
As  to  who  are  members  of  the  armed 
forces,  see  §  39.3797-11. 

SUPPLEMENT  E — ESTATES  AND  TRUSTS 

§  39.161  Statutory  provisions;  estates 
and  trusts;  imposition  of  tax. 

Sec.  161.  Imposition  of  tax — (a)  Applica¬ 
tion  of  tax.  The  taxes  imposed  by  this  chap¬ 


ter  (other  than  the  tax  imposed  by  subchap¬ 
ter  E,  relating  to  tax  on  self-employment  in¬ 
come)  upon  individuals  shall  apply  to  the 
income  of  estates  or  of  any  kind  of  property 
held  in  trust,  including — 

(1)  Income  accumulated  in  trust  for  the 
benefit  of  unborn  or  unascertained  persons 
or  persons  with  contingent  interests,  and  in¬ 
come  accumulated  or  held  for  future  distri¬ 
bution  under  the  terms  of  the  will  or  trust; 

(2)  Income  which  is  to  be  distributed  cur¬ 
rently  by  the  fiduciary  to  the  beneficiaries, 
and  income  collected  by  a  guardian  of  an 
infant  which  is  to  be  held  or  distributed  as 
the  court  may  direct; 

(3)  Income  received  by  estates  of  deceased 
persons  during  the  period  of  administration 
or  settlement  of  the  estate;  and 

(4)  Income  which,  in  the  discretion  of  the 
fiduciary,  may  be  either  distributed  to  the 
beneficiaries  or  accumulated. 

(b)  Computation  and  payment.  The  tax 
shall  be  computed  upon  the  net  income  of 
the  estate  or  trust,  and  shall  be  paid  by  the 
fiduciary,  except  as  provided  in  section  166 
(relating  to  revocable  trusts)  and  section  167 
(relating  to  income  for  benefit  of  the 
grantor). 

(c)  Cross  reference.  For  return  made  by 
beneficiary,  see  section  142. 

[Sec.  161  as  amended  by  sec.  208  (d)  (7), 
Social  Security  Act  Amendments  1950] 

§  39.161-1  Imposition  of  the  tax — 
(a)  Scope.  (1)  Supplement  E  (sections 
161  to  172,  inclusive)  prescribes  that  the 
taxes  imposed  upon  individuals  by  chap¬ 
ter  1  (other  than  the  tax  on  self-em¬ 
ployment  income  imposed  by  section  460  > 
shall  be  applicable  to  the  income  of 
estates  or  of  any  kind  of  property  held 
in  trust.  The  rate  of  tax,  the  statutory 
provisions  respecting  gross  income,  and, 
with  certain  exceptions,  the  deductions 
and  credits  allowed  to  individuals  apply 
also  to  estates  and  trusts. 

(2)  The  several  classes  of  income 
enumerated  and  described  in  the  para¬ 
graphs  of  section  161  (a)  do  not  exclude 
others  which  also  may  come  within  the 
general  purpose  of  section  161  (a). 

(3)  A  guardian,  whether  of  an  infant 
or  other  person,  is  a  fiduciary  (see  sec¬ 
tion  3797  (a)  (6)),  and.  as  such,  is  re¬ 
quired  to  make  and  file  the  return  for 
his  ward  and  pay  the  tax,  or  the  return 
may  be  made  by  the  ward.  See  §§  39.51- 
3  and  39.142-2.  The  estate  of  a  ward  is 
not  a  taxable  entity,  in  that  respect  dif¬ 
fering  from  the  estate  of  a  deceased 
person  or  of  a  trust. 

(4)  The  provisions  of  sections  161, 162, 
and  163  (relating  to  estates  and  trusts, 
fiduciaries,  and  beneficiaries)  contem¬ 
plate  that  the  corpus  of  the  trust,  or  the 
income  therefrom,  is,  within  the  mean¬ 
ing  of  the  Internal  Revenue  Code,  no 
longer  to  be  regarded  as  that  of  the 
grantor.  If,  by  virtue  of  the  nature  and 
purpose  of  the  trust,  the  corpus  or  in¬ 
come  therefrom  remains  attributable  to 
the  grantor,  these  provisions  do  not 
apply.  Thus,  the  provisions  of  sections 
166  and  167  deal  with  certain  trusts 
which  are  excluded  from  the  scope  of 
sections  161,  162,  and  163.  Other  trusts 
not  specified  in  sections  166  and  167 
where  the  income  is  attributable  to  the 
grantor  are  likewise  excluded  from  the 
scope  of  sections  161,  162,  and  163.  For 
example,  a  grantor  is  taxable  under  sec¬ 
tion  22  (a)  on  the  income  of  a  trust  if 
he  is  still  in  practical  effect  the  owner 


of  the  income.  See  §  39.22  (a) -21.  A 
grantor  is  also  taxable  under  section 
22  (a)  on  the  income  of  a  trust  providing 
for  the  payment  and  application  of  such 
income  in  satisfaction  of  his  legal  obli¬ 
gations.  So-called  alimony  trusts  to 
which  section  22  (k)  or  section  171 
applies  may  be  of  a  type  to  which  the 
provisions  of  sections  161,  162,  and  163 
also  apply,  or  of  a  type  which  is  ex¬ 
cluded  from  the  provisions  of  sections 
161,  162,  and  163.  Except  to  the  extent 
that  section  22  (k)  or  section  171  governs 
the  taxability  of  amounts  paid,  credited, 
or  to  be  distributed  attributable  to  trust 
property,  the  treatment  of  such  trusts 
under  sections  161,  162,  and  163  or  under 
sections  22  (a),  166,  and  167  is  not 
affected  by  section  22  (k)  or  section  171. 

See  section  165  as  to  the  exemptions  of 
employees’  trusts. 

(b)  Taxability  of  the  income.  The 
fiduciary  is  required  to  make  and  file 
the  return  and  pay  the  tax  on  the  net 
income  of  the  estate  or  trust  except 
as  otherwise  provided  in  sections  22  (a), 

165,  166,  and  167.  and  §§  39.22  (a)-21, 

39.22  (a)-22,  39.166-1,  and  39.167-1.  In 
determining  whether  there  is  any  net 
income  subject  to  tax  and  the  amount 
thereof,  consideration  is  to  be  given  to 
the  additional  deductions  authorized  in 
section  162. 

§  39.162  Statutory  provisions;  estates 
and  trusts;  net  income. 

Sec.  162.  Net  income.  The  net  Income  of 
the  estate  or  trust  shall  be  computed  in  the 
same  manner  and  on  the  same  basis  as  in 
the  case  of  an  individual,  except  that — 

(a)  Subject  to  the  provisions  of  subsec¬ 
tion  (g),  there  shall  be  allowed  as  a  deduc¬ 
tion  (in  lieu  of  the  deduction  for  charitable,  • 
etc.,  contributions  authorized  by  section  23 

(o))  any  part  of  the  gross  income,  without 
limitation,  which  pursuant  to  the  terms  of 
the  will  or  deed  creating  the  trust,  is  during 
the  taxable  year  paid  or  permanently  set 
aside  for  the  purposes  and  in  the  manner 
specified  in  section  23  (o),  or  is  to  be  used 
exclusively  for  religious,  charitable,  scientific, 
literary,  or  educational  purposes,  or  for  the 
prevention  of  cruelty  to  children  or  animals, 
or  for  the  establishment,  acquisition,  mainte¬ 
nance  or  operation  of  a  public  cemetery  not 
operated  for  profit.  Where  any  amount  of 
the  income  so  paid  or  set  aside  is  attributable 
to  gain  from  the  sale  or  exchange  of  capital 
assets  held  for  more  than  six  months,  proper 
adjustment  of  the  deduction  otherwise  allow¬ 
able  under  this  subsection  shall  be  made  for 
any  deduction  allowable  to  the  trust  under 
section  23  (ee); 

(b)  There  shall  be  allowed  as  an  additional 
deduction  in  computing  the  net  income  of 
the  estate  or  trust  the  amount  of  the  income 
of  the  estate  or  trust  for  its  taxable  year 
which  Is  to  be  distributed  currently  by  the 
fiduciary  to  the  legatees,  heirs,  or  benefici¬ 
aries,  but  the  amount  so  allowed  as  a  deduc¬ 
tion  shall  be  included  in  computing  the 
net  income  of  the  legates,  heirs,  or  benefi¬ 
ciaries  whether  distributed  to  them  or  not. 

As  used  in  this  subsection,  “income  which 
is  to  be  distributed  currently”  includes  in¬ 
come  for  the  taxable  year  of  the  estate  or 
trust  which,  within  the  taxable  year,  be¬ 
comes  payable  to  the  legatee,  heir,  or  bene¬ 
ficiary.  Any  amount  allowed  as  a  deduction 
under  this  paragraph  shall  not  be  allowed 
as  a  deduction  under  subsection  (c)  of  this 
section  in  the  same  or  any  succeeding  tax¬ 
able  year; 

(c)  In  the  case  of  Income  received  by 
estates  of  deceased  persons  during  the  period 
of  administration  or  settlement  of  the 
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estate,  and  in  the  case  of  income  which,  in 
the  discretion  of  the  fiduciary,  may  be  either 
distributed  to  the  beneficiary  or  accumu¬ 
lated,  there  shall  be  allowed  as  an  additional 
deduction  in  computing  the  net  income  of 
the  estate  or  trust  the  amount  of  the  in¬ 
come  of  the  estate  or  trust  for  its  taxable 
year,  which  is  properly  paid  or  credited  dur¬ 
ing  such  year  to  any  legatee,  heir,  or  bene¬ 
ficiary,  but  the  amount  so  allowed  as  a  de¬ 
duction  shall  be  included  in  computing  the 
net  income  of  the  legatee,  heir,  or  beneficiary; 

(d)  Rules  for  application  of  subsections 

(b)  and  (c).  For  the  purposes  of  subsec¬ 
tions  (b)  and  (c)  — 

(1)  Amounts  distributable  out  of  income 
or  corpus.  In  cases  where  the  amount  paid, 
credited,  or  to  be  distributed  can  be  paid, 
credited,  or  distributed  out  of  other  than  »n- 
come,  the  amount  paid,  credited,  or  to  be 
distributed  (except  under  a  gift,  bequest,  de¬ 
vise,  or  inheritance  not  to  be  paid,  credited, 
or  distributed  at  intervals)  during  the  tax¬ 
able  year  of  the  estate  or  trust  shall  be  con¬ 
sidered  as  income  of  the  estate  or  trust  which 
is  paid,  credited,  or  to  be  distributed  if  the 
aggregate  of  such  amounts  so  paid,  credited, 
or  to  be  distributed  does  not  exceed  the  dis¬ 
tributable  income  of  the  estate  or  trust  for 
Its  taxable  year.  If  the  aggregate  of  such 
amounts  so  paid,  credited,  or  to  be  distrib¬ 
uted  during  the  taxable  year  of  the  estate  or 
trust  in  such  cases  exceeds  the  distributable 
income  of  the  estate  or  trust  for  its  taxable 
year,  the  amount  so  paid,  credited,  or  to  be 
distributed  to  any  legatee,  heir,  or  bene¬ 
ficiary  shall  be  considered  income  of  the 
estate  or  trust  for  its  taxable  year  which 
is  paid,  credited,  or  to  be  distributed  in  an 
amount  which  bears  the  same  ratio  to  the 
amount  of  such  distributable  income  as  the 
amount  so  paid,  credited,  or  to  be  distrib¬ 
uted  to  the  legatee,  heir,  or  beneficiary  bears 
to  the  aggregate  of  such  amounts  so  paid, 
credited,  or  to  be  distributed  to  legatees, 
heirs,  and  beneficiaries  for  the  taxable  year 
of  the  estate  or  trust.  For  the  purposes  of 
this  paragraph  “distributable  income”  means 
either  (A)  the  net  Income  of  the  estate  or 
trust  computed  with  the  deductions  allowed 
under  subsections  (b)  and  (c)  in  cases  to 
which  this  paragraph  does  not  apply,  or  (B) 
the  Income  of  the  estate  or  trust  minus  the 
deductions  provided  in  subsections  (b)  and 

(c)  in  cases  to  which  this  paragraph  does 
not  apply,  whichever  is  the  greater.  In  com¬ 
puting  6ueh  distributable  income  the  de¬ 
ductions  under  subsections  (b)  and  (c)  shall 
be  determined  without  the  application  of 
paragraph  (2). 

(2)  Amounts  distributable  out  of  income 
of  prior  period.  In  cases,  other  than  cases 
described  in  paragraph  (1),  if  on  a  date  more 
than  65  days  after  the  beginning  of  the  tax¬ 
able  year  of  the  estate  or  trust,  income  5f 
the  estate  or  trust  for  any  period  becomes 
payable,  the  amount  of  such  income  shall  be 
considered  income  of  the  estate  or  trust  for 
its  taxable  year  which  is  paid,  credited,  or  to 
be  distributed  to  the  extent  of  the  income  of 
the  estate  or  trust  for  such  period,  or  if  such 
period  is  a  period  of  more  than  12  months, 
the  last  12  months  thereof. 

(3)  Distributions  in  first  €5  days  of  tax¬ 
able  year — (A)  General  rule.  If  within  the 
first  65  days  of  any  taxable  year  of  the  estate 
or  trust,  Income  of  the  estate  or  trust,  for  a 
period  beginning  before  the  beginning  of  the 
taxable  year,  becomes  payable,  such  income, 
to  the  extent  of  the  income  of  the  estate  or 
trust  for  the  part  of  such  period  not  falling 
within  the  taxable  year  or,  if  such  part  is 
longer  than  12  months,  the  last  12  months 
thereof,  shall  be  considered,  paid,  credited, 
or  to  be  distributed  on  the  last  day  of  the 
preceding  taxable  year.  This  subparagraph 
shall  not  apply  with  respect  to  any  amount 
with  respect  to  which  subparagraph  (B)  ap¬ 
plies. 
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(B)  Payable  out  of  income  or  corpus.  If 
within  the  first  65  days  of  any  taxable  year 
of  the  estate  or  trust,  an  amount  which  can 
be  paid  at  intervals  out  of  other  than  income 
becomes  payable,  there  shall  be  considered 
as  paid,  credited,  or  to  be  distributed  on  the 
last  day  of  the  preceding  taxable  year  the 
part  of  such  amount  which  bears  the  same 
ratio  to  such  amount  as  the  part  of  the 
interval  not  falling  within  the  taxable  year 
bears  to  the  period  of  the  interval.  If  the 
part  of  the  interval  not  falling  within  the 
taxable  year  is  a  period  of  more  than  12 
months,  the  interval  shall  be  considered  to 
begin  on  the  date  12  months  before  the  end 
of  the  taxable  year. 

(4)  Excess  deductions.  If  for  any  taxable 
year  of  an  estate  or  trust  the  deductions 
allowed  under  subsection  (b)  or  (c)  solely 
by  reason  of  paragraph  (2)  or  (3)  (A)  in 
respect  of  any  income  which  becomes  pay¬ 
able  to  a  legatee,  heir,  or  beneficiary  exceed 
the  net  Income  of  the  estate  or  trust  for 
such  year,  computed  without  such  deduc¬ 
tions,  the  amount  of  such  excess  shall  not  be 
included  in  computing  the  net  income  of 
such  legatee,  heir,  or  beneficiary  under  sub¬ 
section  (b)  or  (c).  In  cases  where  the 
Income  deductible  solely  by  reason  of  para¬ 
graph  (2)  or  (3)  (A)  becomes  payable  to 
two  or  more  legatees,  heirs,  or  beneficiaries, 
the  benefit  of  such  exclusion  shall  be  divided 
among  such  legatees,  heirs,  and  beneficiaries, 
in  the  proportions  in  which  they  share  in 
such  income.  In  any  case  where  the  estate 
or  trust  is  entitled  to  a  deduction  by  reason 
of  paragraph  (1),  in  the  determination  of 
the  net  income  of  the  estate  or  trust  for 
the  purposes  of  this  paragraph  the  amount 
of  such  deduction  shall  be  determined  with 
the  application  of  paragraph  (3)  (A). 

(e)  Amounts  allowable  under  section  812 
(b)  as  a  deduction  in  computing  the  net 
estate  of  a  decedent  shall  not  be  allowed  as  a 
deduction  under  section  23,  except  subsec¬ 
tion  (w) ,  in  computing  the  net  income  of  the 
estate  unless  there  is  filed,  within  the  time 
and  in  the  manner  and  form  prescribed  by 
the  Commissioner,  a  statement  that  the 
items  have  not  been  claimed  or  allowed  as 
deductions  under  section  812  (b)  and  a 
waiver  of  the  right  to  have  such  items 
allowed  at  any  time  as  deductions  under 
section  812  (b). 

(f)  The  standard  deduction  provided  in 
section  23  (aa)  shall  not  be  allowed. 

(g)  Rules  for  application  of  subsection  (a) 
in  the  case  of  trusts — (1)  Trade  or  business 
income.  In  computing  the  deduction  allow¬ 
able  under  subsection  (a)  to  a  trust  for  any 
taxable  year  beginning  after  December  31, 
1950,  no  amount  otherwise  allowable  under 
subsection  (a)  as  a  deduction  shall  be  al¬ 
lowed  as  a  deduction  with  respect  to  income 
of  the  taxable  year  which  is  allocable  to 
its  supplement  U  business  income  for  such 
year.  As  used  in  this  paragraph  the  term 
“supplement  U  business  income”  means  an 
amount  equal  to  the  amount  which,  if  such 
trust  were  exempt  under  section  101  (6) 
from  taxation,  would  be  computed  as  its  un¬ 
related  business  net  Income  under  section 
422  (relating  to  income  derived  from  certain 
business  activities  and  from  certain  leases). 

(2)  Operations  of  trusts — (A)  Limitation 
on  charitable,  etc.,  deduction.  The  amount 
otherwise  allowable  under  subsection  (a)  as 
a  deduction  shall  not  exceed  15  per  centum 
of  the  net  income  of  the  trust  (computed 
without  the  benefit  of  subsection  (a)  if 
the  trust  has  engaged  in  a  prohibited  trans¬ 
action,  as  defined  in  subparagraph  (B)  of 
this  paragraph. 

(B)  Prohibited  transactions.  For  the  pur¬ 
poses  of  this  paragraph  the  term  “prohibited 
transaction”  means  any  transaction  after 
July  1,  1950,  in  which  any  trust  while  hold¬ 
ing  income  or  corpus  which  has  been  perma¬ 
nently  set  aside  or  is  to  be  used  exclusively 


for  charitable  or  other  purposes  described  in 
subsection  (a)  — 

(1)  Lends  any  part  of  such  Income  or 
corpus,  without  receipt  of  adequate  security 
and  a  reasonable  rate  of  interest  to; 

(ii)  Pays  any  compensation  from  such  in¬ 
come  or  corpus,  in  excess  of  a  reasonable  al¬ 
lowance  for  salaries  or  other  compensation 
for  personal  services  actually  rendered,  to; 

(iii)  Makes  any  part  of  its  services  avail¬ 
able  on  a  preferential  basis  to; 

(iv)  Uses  such  Income  or  corpus  to  make 
any  substantial  purchase  of  securities  or  any 
other  property,  for  more  than  an  adequate 
consideration  in  money  or  money’s  worth, 
from; 

(v)  Sells  any  substantial  part  of  the  se¬ 
curities  or  other  property  comprising  such 
income  or  corpus,  for  less  than  an  adequate 
consideration  in  money  or  money's  worth, 
to;  or 

(vi)  Engages  In  any  other  transaction 
which  results  in  a  substantial  diversion  of 
such  Income  or  corpus  to; 

the  creator  of  such  trust;  any  person  who 
has  made  a  substantial  contribution  to  such 
trust;  a  member  of  the  family  (as  defined  in 
section  24  (b)  (2)  (D) )  of  an  individual  who 
is  the  creator  of  the  trust  or  who  has  made 
a  substantial  contribution  to  the  trust;  or  a 
corporation  controlled  by  any  such  creator 
or  person  through  the  ownership,  directly  or 
Indirectly,  of  50  per  centum  or  more  of  the 
total  combined  voting  power  of  all  classes 
of  stock  entitled  to  vote  or  50  per  centum 
or  more  of  the  total  value  of  shares  of  all 
classes  of  stock  of  the  corporation. 

(C)  Taxable  years  affected.  The  amount 
otherwise  allowable  under  subsection  (a)  as 
a  deduction  shall  be  limited  as  provided  in 
subparagraph  (A)  only  for  taxable  years  sub¬ 
sequent  to  the  taxable  year  during  which  the 
trust  is  notified  by  the  Secretary  that  it  has 
engaged  in  such  transaction,  unless  such 
trust  entered  into  such  prohibited  transac¬ 
tion  with  the  purpose  of  diverting  such 
corpus  or  Income  from  the  purposes  described 
in  subsection  (a),  and  such  transaction  in¬ 
volved  a  substantial  part  of  such  corpus  or 
income. 

(D)  Future  charitable,  etc.,  deductions  of 
trusts  denied  deduction  under  subparagraph 
(C).  If  the  deduction  of  any  trust  under 
subsection  (a)  has  been  limited  as  provided 
in  this  paragraph,  such  trust,  with  respect 
to  any  taxable  year  following  the  taxable  year 
in  which  notice  is  received  of  limitation  of 
deduction  under  subsection  (a),  may.  under 
regulations  prescribed  by  the  Secretary,  file 
claim  for  the  allowance  of  the  unlimited  de¬ 
duction  under  subsection  (a),  and  if  the 
Secretary,  pursuant  to  such  regulations,  is 
satisfied  that  such  trust  will  not  knowingly 
again  engage  in  a  prohibited  transaction,  the 
limitation  provided  in  subparagraph  (A) 
shall  not  be  applicable  with  respect  to  tax¬ 
able  years  subsequent  to  the  year  in  which 
such  claim  is  filed. 

(E)  Disallowance  of  certain  charitable, 
etc.,  deductions.  No  gift  or  bequest  for  re¬ 
ligious,  charitable,  scientific,  literary,  or  edu¬ 
cational  purposes  (including  the  encourage¬ 
ment  of  art,  and  the  prevention  of  cruelty  to 
children  or  animals) ,  otherwise  allowable  as 
a  deduction  under  section  23  (o)  (2).  23  ( q) 

(2) ,  162  (a),  505  (a)  (2),  812  (d),  861  (a) 

(3) ,  1004  (a)  (2)  (B).  or  1004  (b)  (2)  or 

(3),  shall  be  allowed  as  a  deduction  if  made 
in  trust  and,  in  the  taxable  year  of  the  trust 
in  which  the  gift  or  bequest  is  made,  the 
deduction  allowed  the  trust  under  subsection 
(a)  is  limited  by  subparagraph  (A).  With 
respect  to  any  taxable  year  of  a  trust  in 
which  such  deduction  has  been  so  limited  by 
reason  of  entering  into  a  prohibited  trans¬ 
action  with  the  purpose  of  diverting  such 
corpus  or  income  from  the  purposes  de¬ 
scribed  in  subsection  (a),  and  Ruch  trans¬ 
action  Involved  a  substantial  part  of  such 
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Income  or  corpus,  and  which  taxable  year  Is 
the  same,  or  prior  to  the.  taxable  year  of  the 
trust  In  which  such  prohibited  transaction 
occurred,  such  deduction  shall  be  disallowed 
the  donor  only  if  such  donor  or  (If  such 
donor  is  an  individual)  any  member  of  hls 
family  (as  defined  in  section  24  (b)  (2)  (D) ) 
was  a  party  to  such  prohibited  transaction. 

(F)  Definition.  For  the  purposes  of  this 
paragraph  the  term  "gift  or  bequest”  means 
any  gift,  contribution,  bequest,  devise, 
legacy,  or  transfer. 

(3)  Cross  reference.  For  disallowance  of 
certain  charitable,  etc.,  deductions  otherwise 
allowable  under  subsection  (a),  see  section 
3813. 

(4)  Accumulated  income.  If  the  amounts 
permanently  set  aside,  or  to  be  used  exclu¬ 
sively  for  the  charitable  and  other  purposes 
described  in  subsection  (a)  during  the  tax¬ 
able  year  or  any  prior  taxable  year  and  not 
actually  paid  out  by  the  end  of  the  taxable 
year— 

(A)  Are  unreasonable  in  amount  or  dura¬ 
tion  in  order  to  carry  out  such  purposes  of 
the  trust;  or 

(B)  Are  used  to  a  substantial  degree  for 
purposes  other  than  those  described  in  sub¬ 
section  (a);  or 

(C)  Are  invested  in  such  a  manner  as  to 
Jeopardize  the  Interests  of  the  religious, 
charitable,  scientific,  etc.,  beneficiaries, 

the  amount  otherwise  allowable  under  sub¬ 
section  (a)  as  a  deduction  shall  be  limited 
to  the  amount  actually  paid  out  during  the 
taxable  year  and  shall  not  exceed  15  per 
centum  of  the  net  income  of  the  trust  (com¬ 
puted  without  the  benefit  of  subsection  (a) ). 

[Sec.  162  as  amended  by  secs.  Ill  (b),  (c), 
161  (a).  Rev.  Act  1942:  sec.  133,  Rev.  Act  1943; 
sec.  9  (b)  (1),  Individual  Income  Tax  Act 
1944:  sec.  321  (a),  (b).  Rev.  Act  1950;  sec.  322 
(c)  (5),  Rev.  Act  1951] 

Sec.  11.  Denial  of  tax  deductions  and  ex¬ 
emptions  [Internal  Security  Act  of  1950]. 
(a)  Notwithstanding  any  other  provision  of 
law,  no  deduction  for  Federal  income-tax 
purposes  shall  be  allowed  in  the  case  of  a 
contribution  to  or  for  the  use  of  any  organi¬ 
zation  if  at  the  time  of  the  making  of  such 
contribution  (1)  such  organization  is  regis¬ 
tered  under  section  7,  or  (2)  there  is  in  effect 
a  final  order  of  the  Board  [the  Subversive 
Activities  Control  Board]  requiring  such 
organization  to  register  under  section  7. 

*  •  •  •  • 

§  39.162-1  Income  of  estates  and 
trusts,  (a)  In  ascertaining  the  tax 
liability  of  the  estate  of  a  deceased  per¬ 
son  or  of  a  trust,  there  are  deductible 
from  the  gross  income,  subject  to  excep¬ 
tions,  the  same  deductions  which  are 
allowed  to  individual  taxpayers.  See 
generally  section  23,  and  the  provisions 
thereof  governing  the  right  of  deduction 
for  depreciation  and  depletion  in  the 
case  of  property  held  in  trust.  Amounts 
allowable  under  section  812  (b)  as  a  de¬ 
duction  in  computing  the  net  estate  of  a 
decedent  are  not  allowed  as  a  deduction 
under  section  23,  except  subsection  (w), 
in  computing  the  net  income  of  the 
estate  unless  there  is  filed  in  duplicate  a 
statement  to  the  effect  that  the  items 
have  not  been  claimed  or  allowed  as 
deductions  from  the  gross  estate  of  the 
decedent  under  section  812  (b)  and  a 
waiver  of  any  and  all  right  to  have  such 
item  allowed  at  any  time  as  a  deduction 
under  section  812  (b).  Such  statement 
and  waiver  should  be  filed  with  the  return 
tor  the  year  for  which  the  item  is 
claimed  as  a  deduction,  or  with  the  Com¬ 
missioner,  or  v.ith  the  district  director 
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of  internal  revenue  for  the  internal  rev¬ 
enue  district  in  which  such  return  was 
filed,  for  association  with  the  return. 
For  items  not  deductible,  see  section  24. 
For  limitations  on  the  deduction  other¬ 
wise  allowable  under  section  162  (a),  see 
section  3813.  See  also  paragraph  (b)  (1) 
of  this  section,  and  §§  39.162-3  and 
39.162-4.  Against  the  net  income  of  the 
estate  or  trust  there  are  allowable  cer¬ 
tain  credits,  for  which  see  sections  25 
and  163. 

(b)  From  the  gross  income  of  the 
estate  or  trust  there  are  also  deductible 
(either  in  lieu  of,  or  in  addition  to,  the 
deductions  referred  to  in  paragraph  (a) 
of  this  section)  the  following: 

(1)  Any  part  of  the  gross  income  of 
the  estate  or  trust  for  its  taxable  year 
which,  by  the  terms  of  the  will  or  of  the 
instrument  creating  the  trust,  is  paid 
or  permanently  set  aside  during  such 
year  for  the  charitable,  etc.,  uses  or  pur¬ 
poses  referred  to  or  described  in  section 
162  (a):  This  deduction  is  in  lieu  of 
that  authorized  by  section  23  (o)  in  the 
case  of  individual  taxpayers.  In  the  case 
of  a  trust,  the  deduction  otherwise  allow¬ 
able  under  section  162  (a)  is  subject  to 
the  limitations  of  section  162  (g).  See 
§§  39.162-3  and  39.162-4.  Where  any 
amount  of  the  income  so  paid  or  set  aside 
for  the  charitable  uses  or  purposes  re¬ 
ferred  to  or  described  in  section  162  (a) 
is  attributable  to  gain  from  the  sale  or 
exchange  of  capital  assets  held  for  more 
than  six  months,  the  amount  of  the  de¬ 
duction  allowable  under  section  162  (a) 
must  be  determined  with  regard  to  the 
inclusion  of  100  percent  of  such  gains  in 
gross  income  and  with  appropriate  ad¬ 
justment  for  the  deduction  provided  in 
sections  23  (ee)  and  117  (b)  of  50  per¬ 
cent  of  the  excess,  if  any,  of  the  net  long¬ 
term  capital  gain  over  the  net  short-term 
capital  loss.  See  §39.117  (b)-l  (a). 
The  application  of  this  rule  is  illustrated 
by  the  following  example: 

Example.  Under  the  terms  of  a  trust  cre¬ 
ated  by  the  will  of  a  decedent,  the  trust  net 
income  (Including  capital  gains)  is  to  be 
distributed,  one-half  to  certain  individual 
beneficiaries  and  one-half  to  M  University, 
an  organization  exempt  from  taxation  under 
section  101  (6).  During  1952  the  trust  has 
ordinary  net  income  of  $100,000,  plus  $100,000 
of  gains  from  the  sale  of  capital  assets  held 
for  more  than  six  months.  In  computing 
the  gross  income  of  the  trust  for  tax  pur¬ 
poses  100  per  cent  of  such  gains  are  includi¬ 
ble.  M  University  receives  a  total  of  $100,000 
from  the  trust  in  respect  of  the  year  1952. 
However,  the  amount  allowable  to  the  trust 
as  a  deduction  under  section  162  (a)  is  sub¬ 
ject  to  appropriate  adjustment  for  the  de¬ 
duction  allowable  under  section  23  (ee).  In 
view  of  the  distributions  made  to  individual 
beneficiaries,  the  deduction  allowable  to  the 
trust  under  section  23  (ee)  is  limited  by  the 
provisions  of  section  117  (b)  to  $25,000. 
Since  the  whole  of  this  deduction  is  attrib¬ 
utable  to  the  distribution  to  M  University, 
the  deduction  allowable  in  1952  to  the  trust 
under  section  162  (a)  will  be  $75,000. 

See  §  39.153-2  relating  to  the  annual  in¬ 
formation  return  that  must  be  filed  by 
certain  trusts  claiming  charitable,  etc., 
deductions  under  section  162  (a)  for  the 
taxable  year. 

(2)  Any  income  of  the  estate  or  trust 
for  its  taxable  year  which  is  to  be  dis- 
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tributed  currently  by  the  fiduciary  to  a 
legatee,  heir,  or  beneficiary,  whether  or 
not  such  income  is  actually  distributed. 
For  this  purpose,  it  is  provided  in  section 
162  (b)  that  "income  which  is  to  be  dis¬ 
tributed  currently”  includes  income  of 
the  estate  or  trust  which,  within  the 
taxable  year,  becomes  payable  to  the 
legatee,  heir,  or  beneficiary. 

(3)  Any  income  of  the  estate  of  a  de¬ 
ceased  person  for  its  taxable  year  which 
is  properly  paid  or  credited  during  such 
year  to  a  legatee  or  heir,  and  any  income 
either  of  such  an  estate  or  of  a  trust  for 
its  taxable  year  which  is  similarly  paid 
or  credited  during  that  year  to  a  legatee, 
heir,  or  beneficiary  if  there  was  vested  in 
the  fiduciary  a  discretion  either  to  dis¬ 
tribute  or  to  accumulate  such  income. 

(4>  Any  income  of  the  class  described 
in  subparagraph  (2)  or  (3)  of  this  para¬ 
graph  which  is  currently  distributable, 
or  paid  or  credited,  to  a  guardian  for  his 
ward,  is  likewise  deductible  from  the 
gross  income  of  the  estate  or  trust. 

(c)  There  is  included  in  the  income  of 
the  estate  or  the  trust,  unless  it  is  in¬ 
cluded  in  the  income  of  the  grantor  of 
the  trust,  or  in  the  income  of  some  other 
person  granted  the  power  exercisable 
solely  by  himself  to  vest  the  property  in 
himself.  See  §§  39.166-1,  39.167-1,  39.22 
(a>-21,  and  39.22  (a)-22. 

(1)  All  income  thereof  accumulated 
for  the  benefit  of  unborn  or  unascer¬ 
tained  persons  or  persons  with  contin¬ 
gent  interests, 

(2)  All  income  either  accumulated  or 
held  for  future  distribution  pursuant  to 
the  terms  of  the  will  or  trust. 

(3)  All  other  income  of  the  estate  or 
trust  for  its  taxable  year  which  is  not  to 
be  distributed  currently  to  legatees  or 
other  beneficiaries  (see  paragraph  (b) 
(2)  of  this  section), 

(4)  All  income  of  the  estate  for  Its 
taxable  year  not  properly  paid  or  cred¬ 
ited  during  such  year  to  a  legatee  or  heir, 
and 

(5)  All  Income  either  of  the  estate  or 
of  the  trust  for  its  taxable  year  which 
is  not  similarly  paid  or  credited  during 
that  year  to  a  legatee,  heir,  or  benefici¬ 
ary  in  case  there  was  vested  in  the  fi¬ 
duciary  a  discretion  either  to  distribute 
or  to  accumulate  such  income  (see  para¬ 
graph  (b)  (3)  of  this  section). 

In  all  such  cases  the  tax  with  respect  to 
such  income  included  in  the  income  of 
the  estate  or  trust  for  its  taxable  year  is 
payable  by  the  fiduciary,  except  where 
the  income  is  deductible  by  the  estate  or 
trust  for  such  taxable  year  (and  is  in¬ 
cludible  in  the  income  of  the  legatee  or 
beneficiary) . 

(d)  Income  described  in  paragraph 
(c)  (1),  (2),  (4),  and  (5)  of  this  section 
may,  in  some  cases,  be  deductible  by  the 
estate  or  trust  under  paragraph  (b)  (2) 
of  this  section.  It  is  expressly  provided 
in  section  162  (b)  that  such  income  of 
the  estate  or  trust  for  its  taxable  year 
which,  within  its  taxable  year,  becomes 
payable  to  the  legatee,  heir,  or  benefici¬ 
ary  is  deductible  by  the  estate  or  trust. 
Thus,  if  income  of  a  trust  is  to  be  ac¬ 
cumulated  until  A,  the  beneficiary, 
reaches  his  twenty-first  birthday,  which 
is  December  31,  1952,  the  income  of  the 
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trust  ( assuming  the  income  tax  returns 
of  the  trust  are  made  on  the  calendar 
year  basis)  for  the  calendar  year  1952  is 
to  be  deducted  by  the  trust  under  sec¬ 
tion  162  (b)  in  computing  its  net  income 
for  1952  and  is  to  be  included  in  the  in¬ 
come  of  A  for  his  taxable  year  in  which 
December  31,  1952,  falls.  In  the  case  of 
a  similar  trust,  where  the  twenty-first 
birthday  of  B,  the  beneficiary,  was  on 
July  1,  1952,  and  the  income  of  the  trust 
was  to  be  accumulated  until  that  date 
and  then  to  be  distributed  to  B  at  such 
time  as  the  trustee  in  his  discretion 
decides,  if  the  trustee  on  December  31, 
1952,  decides  to  distribute  the  accumu¬ 
lated  income  to  B,  the  income  becomes 
payable  to  B  on  December  31,  1952, 
whether  distributed  to  him  or  not.  In 
such  a  case,  the  extent  to  which  such 
amount  is  considered  to  be  payable  out 
of  income  of  the  trust  for  its  taxable 
year  is  determined  under  section  162  (d) 
(2)  and  §  39.162-2  (b). 

(e)  Any  amount  described  in  para¬ 
graph  (b)  (2)  and  (3)  of  this  section 
as  being  deductible  from  the  gross  income 
of  the  estate  or  trust  shall  be  included 
in  computing  the  net  income  of  the 
legatees,  heirs,  or  beneficiaries,  whether 
distributed  to  them  or  not.  As  to  the 
amount  of  income  of  the  estate  or  trust 
which  is  considered  paid,  credited,  or 
to  be  distributed,  and  the  time  thereof, 
for  the  purposes  of  the  deduction  under 
paragraph  (b)  (2)  and  (3)  of  this  sec¬ 
tion  and  the  inclusion  in  income  of  the 
legatee,  heir,  or  beneficiary,  see  section 
162  (d)  and  §  39.162-2. 

(f)  Any  income  of  an  estate  or  trust 
for  its  taxable  year  which  during  that 
year  may  be  used,  pursuant  to  the  terms 
of  the  will  or  trust  instrument,  in  the 
discharge  or  satisfaction,  in  whole  or  in 
part,  of  a  legal  obligation  of  any  person 
is.  to  the  extent  so  used,  taxable  to  such 
person  as  though  directly  distributed  to 
him  as  a  beneficiary,  except  in  cases  to 
which  section  22  <k)  or  section  171  ap¬ 
plies.  See  §§  39.1G7-1,  39.171-1,  and 
39.171-2. 

(g)  The  income  of  an  estate  cf  a  de¬ 
ceased  person,  as  dealt  wuth  in  the 
Internal  Revenue  Code,  is  therein  de¬ 
scribed  as  received  by  the  estate  during 
the  period  of  administration  or  settle¬ 
ment  thereof.  The  period  of  administra¬ 
tion  or  settlement  of  the  estate  is  the 
period  required  by  the  executor  or  ad¬ 
ministrator  to  perform  the  ordinary 
duties  pertaining  to  administration,  in 
particular  the  collection  of  assets  and  the 
payment  of  debts  and  legacies.  It  is  the 
time  actually  required  for  this  purpose, 
whether  longer  or  shorter  than  the 
period  specified  in  the  local  statute  for 
the  settlement  of  estates.  If  an  executor, 
who  is  also  named  as  trustee,  fails  to 
obtain  his  discharge  as  executor,  the 
period  of  administration  continues  up 
to  the  time  when  the  duties  of  adminis¬ 
tration  are  complete  and  he  actually  as¬ 
sumes  his  duties  as  trustee,  whether  pur¬ 
suant  to  an  order  of  the  court  or  not. 
No  taxable  income  is  realized  from  the 
passage  of  property  to  the  executor  or 
administrator  on  the  death  of  the  de¬ 
cedent.  even  though  it  may  have  ap¬ 
preciated  in  value  since  the  decedent 
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acquired  it.  But  see  sections  42,  43,  and 
44.  As  to  the  taxable  gain  realized,  or 
the  deductible  loss  sustained,  upon  the 
sale  or  other  disposition  of  property  by 
an  administrator,  executor,  or  trustee, 
and  by  a  legatee,  heir,  or  other  bene¬ 
ficiary,  see  sections  111  and  112.  As  to 
capital  gains  and  losses,  see  section  117. 
A  statutory  allowance  paid  a  widow  is  not 
deductible  from  gross  income,  except  to 
the  extent  that  under  the  principles  of 
§  39.162-2  such  allowance  is  taxable  to 
the  widow.  If  real  estate  is  sold  by  the 
devisee  or  heir  thereof,  whether  before 
or  after  settlement  of  the  estate,  he  is 
taxable  individually  on  any  profit 
derived. 

(h)  The  tax  upon  the  net  income  of 
the  estate  or  trust  shall  be  paid  by  the 
fiduciary  (see  section  161  (b)).  If  the 
tax  has  been  properly  paid  on  the  net 
income  of  an  estate  or  trust  for  a  taxable 
year,  the  net  income  on  which  the  tax  is 
so  paid  is  not,  generally,  in  the  hands  of 
the  distributee  thereof  (the  legatee,  heir, 
or  beneficiary)  taxable  as  income  to  him, 
but  if  such  income  becomes  payable  in  a 
subsequent  taxable  year  of  the  estate  or 
trust  it  may  be  required  to  be  included  in 
the  income  of  the  distributee  under  sec¬ 
tion  162  (d)  (2)  or  (3).  See  §  39.162-2 
(b),  (c)  and  (d). 

(i)  Liability  for  the  payment  of  the 
tax  attaches  to  the  person  of  the  execu¬ 
tor  or  administrator  up  to  and  after  his 
discharge  if  prior  to  distribution  and  dis¬ 
charge  he  had  notice  of  his  tax  obliga¬ 
tions  or  failed  to  exercise  due  diligence  in 
ascertaining  whether  or  not  such  obliga¬ 
tions  existed.  For  the  extent  of  such 
liability,  see  section  3467  of  the  Revised 
Statutes,  as  amended  by  section  518  of 
the  Revenue  Act  of  1934.  Liability  for 
the  tax  also  follows  the  assets  of  the 
estate  distributed  to  heirs,  devisees,  leg¬ 
atees,  and  distributees,  who  may  be  re¬ 
quired  to  discharge  the  amount  of  the 
tax  due  and  unpaid  to  the  extent  of  the 
distributive  shares  received  by  them. 
See  section  311.  The  same  considera¬ 
tions  apply  to  trusts. 

§  39.162-2  Allocation  of  estate  and 
trust  income  to  legatees  and  benefici¬ 
aries — (a)  Allocation  among  annuitants. 
(1)  Section  162  (d)  (1)  applies  to  all 
cases  in  which  the  executor  or  trustee 
can  or  must  (for  example,  by  the  terms 
of  the  trust  instrument  or  will)  pay  the 
whole  or  any  part  of  a  gift,  bequest,  de¬ 
vise,  or  inheritance  out  of  other  than 
income,  except  that  no  income  is  to  be 
allocated  under  it  to  a  legatee,  heir,  or 
beneficiary  of  a  lump-sum  gift,  bequest, 
devise,  or  inheritance.  It  applies  in  all 
cases  of  annuities  where  any  deficiency 
in  the  amount  to  be  paid  can  be  made  up 
by  a  payment  out  of  corpus  of  the  trust. 
It  also  applies  in  cases  where  amounts 
are  to  be  paid  or  credited  at  intervals  and 
the  executor  or  trustee  has  discretion 
whether  to  pay  or  credit  such  amounts 
out  of  income  or  corpus,  regardless  cf  the 
source  (income  or  corpus)  to  which 
the  executor  or  trustee  attributes  such 
amount.  If  an  annuity  is  paid,  credited, 
or  to  be  distributed  tax-free,  that  is,  un¬ 
der  a  provision  whereby  the  executor  or 
trustee  will  pay  the  income  tax  of  the 
annuitant  resulting  from  the  receipt  of 


the  annuity,  the  payment  of  or  for  the 
tax  by  the  executor  or  trustee  will  be  in¬ 
come  to  the  annuitant  under  the  rules  of 
section  162  (d)  to  the  extent  such  pay¬ 
ment  is  treated  thereunder  as  out  of  in¬ 
come. 

(2)  The  method  of  allocating  income 
of  the  estate  or  trust  for  its  taxable  year 
in  cases  to  which  section  162  (d)  (1)  ap¬ 
plies  is  as  follows:  The  aggregate  of  all 
amounts  which  can  be  paid,  credited,  or 
distributed  out  of  other  than  income  (ex¬ 
cept  under  a  gift,  bequest,  devise,  or  in¬ 
heritance  not  to  be  paid,  credited,  or  to 
be  distributed  at  intervals)  is  obtained. 
The  aggregate  of  such  amounts  is  con¬ 
sidered  to  be  paid,  credited,  or  distrib¬ 
uted  in  such  cases  out  of  income  of  the 
estate  or  trust  for  its  taxable  year  if  it 
does  not  exceed  the  distributable  income 
of  the  estate  or  trust  for  its  taxable  year. 
If  the  aggregate  of  such  amounts  does 
exceed  the  distributable  income  of  the 
estate  or  trust  for  its  taxable  year,  the 
portion  of  such  amount  paid,  credited, 
or  to  be  distributed  to  a  legatee  or  bene¬ 
ficiary  is  considered  income  of  the  estate 
or  trust  for  its  taxable  year  which  is 
paid,  credited,  or  to  be  distributed  in  an 
amount  which  bears  the  same  ratio  to 
the  amount  of  all  distributable  income 
as  the  amount  so  paid,  credited,  or  to  be 
distributed  to  the  legatee  or  beneficiary 
bears  to  the  aggregate  of  such  amounts 
so  paid,  credited,  or  to  be  distributed  to 
such  legatees  or  beneficiaries  for  the  tax¬ 
able  year  of  the  estate  or  trust.  The 
proportion  stated  in  the  preceding  sen¬ 
tence  applies  only  to  legatees  or  bene¬ 
ficiaries  of  amounts  which  can  be  paid, 
credited,  or  distributed  out  of  other  than 
income  of  the  estate  or  trust  and,  in 
computing  such  proportion,  the  amount 
of  any  gift,  bequest,  devise,  or  inherit¬ 
ance  not  to  be  paid,  credited,  or  distrib¬ 
uted  at  intervals  is  not  to  be  included. 

(3)  Section  162  (d)  (1)  introduces  a 
concept  of  distributable  income.  This 
is  defined  in  that  section  as  meaning  (i) 
the  net  income  of  the  estate  or  trust 
computed  with  the  deductions  allowed 
under  subsections  (b)  and  (c)  of  section 
162  in  the  case  of  amounts  paid,  credited, 
or  to  be  distributed  to  which  section 
162  (d)  (1)  docs  not  apply,  or  (ii)  the 
income  of  the  estate  or  trust  minus  the 
deductions  provided  in  subsections  (b) 
and  (c)  of  section  162  in  the  case  of 
amounts  paid,  credited,  or  to  be  dis¬ 
tributed  to  which  section  162  (d>  (1> 
does  not  apply,  whichever  is  greater. 
“Net  income,”  as  thus  used,  means  the 
statutory  net  income  of  the  trust  under 
the  Internal  Revenue  Code  before  the 
application  of  section  162  (b)  and  (O 
(but  as  stated  in  the  preceding  sentence, 
such  amount  is  to  be  reduced  by  the  de¬ 
ductions  allowed  under  subsections  (b* 
and  (c)  of  section  162  in  the  case  of 
amounts  to  which  section  162  (d> 
does  not  apply).  “Income,”  as  thus 
used,  must  be  determined  in  accordance 
with  the  following  principles:  First, 
such  “income”  means,  in  general,  the 
amount  which  under  the  applicable  law 
of  estates  and  trusts  is  considered  in¬ 
come  available  for  distribution  to  the 
life  tenant,  legatee,  or  beneficiary,  as 
the  case  may  be.  Second,  there  must 
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be  eliminated  from  the  income  of  the 
estate  or  trust,  determined  in  accordance 
with  the  terms  of  the  trust  instrument 
and  State  law.  items  of  income  which 
are  not  includible  in  income  of  an  indi¬ 
vidual  for  Federal  income  tax  purposes. 
Therefore,  the  “income,”  referred  to  in 
clause  (B>  of  section  162  (d)  (1),  may 
exceed  net  income  and  thus  be  treated 
as  distributable  income  under  section 
162  (d>  in  cases  where  items  which  are 
deductible  for  Federal  income  tax  pur- 
I  poses  are,  by  the  terms  of  the  trust 
instrument  or  State  law,  not  to  be  used 
to  reduce  income  available  for  distribu¬ 
tion  but  to  be  allocated  to  corpus. 

(4)  The  application  of  section  162  (d) 

(1),  in  general,  may  be  illustrated  by  the 
following  example: 

Example.  Pursuant  to  the  terms  of  the 
will  of  A.  a  trust  is  established  on  January 
1, 1952,  to  pay  $5,000  a  year  to  B,  and  upon 
the  death  of  B  to  pay  the  corpus  and  any 
accumulated  income  to  his  estate.  The  re¬ 
turns  of  the  trust  and  of  B  are  made  on  the 
crJendar  year  basis.  The  trust  Instrument 
provides  that  the  amount  payable  to  B  is  to 
be  paid  out  of  income  (after  payment  of 
trustees'  commissions)  or  out  of  corpus  to 
the  extent  income  is  insufficient.  The  re¬ 
ceipts  and  expenditures  of  the  trust  for  1952 
are  as  follows: 

Taxable  stock  dividend _ $1,009 

Income  from  rents _  3,  000 

Tax-exempt  interest  from  State 

bonds _  X,  200 

Deductible  trustees’  commissions _  200 

Other  deductible  expenditures _  1,  300 

In  accordance  with  the  terms  of  the  trust 
instrument  stock  dividends  are  to  be  allo¬ 
cated  to  corpus,  and  trustees’  commis¬ 
sions  are  to  be  charged  to  income.  However, 
the  other  expenditures  indicated  above 
(11,300)  are  of  a  nature  which  under  the 
terms  of  the  trust  instrument  are  to  be 
charged  to  corpus.  The  distributable  income 
of  the  trust  to  be  deducted  by  it  for  1952  and 
Included  in  the  beneficiary’s  income  for  such 
year  is  $2,8C0,  the  greater  of  the  statutory 
net  income  or  the  available  trust  income 
Includible  in  gross  income,  determined  as 
follows : 

Statutory  Net  Income  (Prior  to  Application 
of  Section  182  (b)  and  (c) ) 

Gross  income: 

Stock  dividend _ $1,000 

Rents _  3,  COO 

4,000 

Deductions:  •  -  ■* 

Trustees’  commissions _  200 

Other  deductible  expenses _  1,300 

1,  500 

Net  income _ - _  2,  500 

Trust  Income  Under  Clause  (B)  of  Section 
162  (d)  (1) 

income : 

Rents _ $3,  000 

Interest  from  State  bonds _  1,  200 


4,200 


Expenses  allocated  to  income:  Trus¬ 
tees’  commissions _  200 

Eliminating  items  not  includible  in 
Poss  income:  Tax-exempt  inter- 
est . .  1,200 


1,400 


Income  determined  under  sec- 
Uon  162  (d)  (1)  (B) _  2,800 


(5)  “Net  income”  and  "income”  for 
the  purpose  of  section  162  (d)  (1)  also 
do  not  include  income  of  a  prior  taxable 
year,  even  though  such  income  may  be 
considered  income  of  the  estate  or  trust 
for  the  current  taxable  year  under  sec¬ 
tion  162  (d)  (2) .  This  rule  may  be  illus¬ 
trated  by  the  following  example: 

Example.  Under  the  terms  of  a  trust,  es¬ 
tablished  in  1935,  the  trustees  are  to  accu¬ 
mulate  the  income  thereof  until  A  reaches 
his  twenty-first  birthday,  and  then  are  to 
pay  A  such  accumulated  income,  and  on 
each  December  31  thereafter,  are  to  pay  B 
$5,000,  out  of  income  of  the  trust,  if  income 
is  available,  or,  if  not,  out  of  corpus  of  the 
trust.  A  became  21  years  of  age  on  June  30, 
1952.  The  returns  of  the  trust  and  of  A 
and  B  are  made  on  the  calendar  year  basis. 
Under  section  162  (b),  the  Income  of  the 
trust  for  that  part  of  1952  on  and  before 
June  30,  1952,  is  to  be  considered  income 
of  the  trust  for  1952  which  is  to  be  distrib¬ 
uted  currently  to  A.  In  computing  the  dis¬ 
tributable  income  of  the  trust  for  1952 
which  is  to  be  considered  distributed  to  B 
in  payment  of  the  $5,000  annuity,  the 
amount  of  income  for  the  first  six  months  of 
1952  which  is  considered  to  be  currently  dis¬ 
tributable  to  A  is  to  be  deducted.  Although 
under  section  162  (d)  (2)  the  amount  of  the 
income  of  the  trust  for  the  period  July  1, 
1951,  through  June  30,  1952,  will  be  consid¬ 
ered  income  of  the  trust  for  1952  which  is  to 
be  deducted  by  the  trust  and  included  in 
A’s  income  for  1952  (see  paragraphs  (b) 
and  (d)  of  this  section),  for  the  purposes 
of  section  162  (d)  (1)  such  amount  is  not 
to  be  deducted  from  the  trust’s  income  for 
1952  in  computing  its  distribuable  income 
considered  to  be  distributed  to  B  and  no  ac¬ 
count  is  to  be  taken  of  the  income  of  the 
trust  for  the  period  July  1,  1951,  through 
December  31,  1951, 

(b)  Allocation  among  income  bene¬ 
ficiaries  and  legatees.  (1)  Section  162 
(d)  (2)  applies  in  cases  where  income 
of  the  estate  or  trust  for  any  period  be¬ 
comes  payable  on  a  date  more  than  65 
days  after  the  beginning  of  its  taxable 
year.  It  applies  in  every  case  where 
income  of  the  estate  or  trust  is  paid, 
credited,  or  to  be  distributed  to  a  legatee, 
heir,  or  beneficiary,  other  than  a  legatee, 
heir,  or  beneficiary  to  whom  paragraph 
(a)  of  this  section  applies  or  a  legatee, 
heir,  or  beneficiary  of  a  lump-sum  gift, 
bequest,  devise,  or  inheritance.  This 
paragraph,  and  not  paragraph  (a)  of 
this  section,  applies  to  income  paid, 
credited,  or  to  be  distributed  to  a  legatee 
who,  in  addition  to  any  part  of  the  prin¬ 
cipal  of  an  estate,  is  entitled  to  receive 
any  income  during  the  administration 
of  the  estate  or  upon  its  termination, 
whether  payment  of  such  income  is  made 
in  accordance  with  directions  in  the  will, 
or  for  support  as  allowed  under  State 
law.  or  by  the  administrator  to  the  resid¬ 
uary  legatee  in  the  ordinary  course  of 
administration.  This  rule,  however,  has 
no  application  in  cases  where  income 
may  be  paid  or  credited,  or  is  to  be  dis¬ 
tributed  under  an  obligation  to  pay  an 
amount  periodically  at  all  events, 
whether  or  not  income  is  available,  as  in 
the  ordinary  case  of  an  annuity.  Sec¬ 
tion  162  (d)  (2)  also  has  no  application 
in  determining  the  amount  to  be  in¬ 
cluded  in  the  income  of  the  estate  or 
trust  under  section  161  but  applies  only 
in  determining  the  amount  allowed  as 


deductions  under  section  162  (b)  and 
(c). 

(2)  Section  162  (d)  (2)  applies 

whether  amounts  are  paid,  credited,  or 
to  be  distributed  out  of  the  income  of 
the  estate  or  trust  for  its  current  taxable 
year  or  out  of  the  income  for  any  period. 
It  includes  a  rule  for  allocating  income 
of  the  estate  or  trust  to  the  legatees  or 
beneficiaries  in  cases  in  which  the  in¬ 
come  of  a  prior  period  is  paid,  credited, 
or  to  be  distributed  to  the  legatee  or 
beneficiary  during  the  taxable  year  of 
the  estate  or  trust.  In  the  absence  of 
proof  that  any  particular  period  of  time 
is  the  source  of  an  amount  of  income 
which  becomes  payable  within  the  tax¬ 
able  year,  the  period  from  which  such 
income  is  derived  will  be  presumed  to 
be  a  period  ended  with  the  date  the  in¬ 
come  becomes  payable.  In  such  a  case 
the  year  ended  with  the  date  the  income 
becomes  payable  shall  be  considered  the 
last  12  months  of  such  period  (whether 
or  not  other  distributions  under  this 
paragraph  have  been  made  during  such 
last  12  months)  and  the  income  which 
becomes  payable  shall  be  considered  as 
derived  from  the  most  recently  accumu¬ 
lated  income  for  such  period. 

(3)  As  used  in  section  162,  the  term 
"income  which  becomes  payable”  means 
income  to  which  the  legatee,  heir,  or 
beneficiary  has  a  present  right,  whether 
or  not  such  income  is  actually  paid. 
Such  right  may  be  derived  from  the 
directions  in  the  trust  instrument  or  will 
to  make  distributions  of  income  at  a 
certain  date,  or  from  the  exercise  of  the 
fiduciary’s  discretion  to  distribute  in¬ 
come,  or  from  a  recognized  present  right 
under  the  local  law  to  obtain  income  or 
compel  a  distribution  of  income.  In¬ 
come  is  not  considered  to  become  pay¬ 
able  within  a  taxable  year  where  during 
the  entire  taxable  year  there  is  only  a 
future  right  to  such  income.  For  ex¬ 
ample,  under  valid  terms  of  a  trust  in¬ 
strument,  income  received  by  a  trust 
during  its  taxable  year  is  to  be  accumu¬ 
lated  until  the  twenty-first  birthday  of 
the  beneficiary  (or  his  prior  death),  at 
which  time  the  accumulated  income  is 
to  be  distributed  to  the  beneficiary  (or 
his  estate,  as  the  case  may  be).  In  such 
case,  the  income  of  the  trust  received  in 
any  taxable  year  prior  to  the  taxable 
year  of  the  trust  in  which  the  date  of 
distribution  occurs  (the  beneficiary’s 
twenty-first  birthday  or  his  prior  death) 
is  not  income  which  becomes  payable 
within  such  prior  taxable  year  but  is 
income  which  becomes  payable  in  the 
taxable  year  of  the  trust  in  which  the 
date  of  distribution  occurs.  In  any  case, 
income  becomes  payable  at  a  date  not 
later  than  the  date  it  is  actually  paid 
for  the  use  of  the  distributee. 

(4)  The  application  of  section  162  (d) 
(2),  in  general,  may  be  illustrated  by  the 
following  examples: 

Example  ( 1 ).  An  existing  trust  makes  its 
returns  on  the  cash  receipts  and  disburse¬ 
ments  basis  and  on  the  basis  of  a  calendar 
year  accounting  period.  Under  the  terms 
of  the  trust  and  the  local  law  (which  allows 
accumulations)  the  income  of  the  trust  lor 
the  period  of  12  months  ended  June  30  of 
each  year  is  to  be  accumulated  and  pay¬ 
ment  made  to  the  beneficiary  on  the  last 
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day  of  such  period  (June  30) .  It  is  assumed 
that  the  entire  net  Income  of  the  trust 
(determined  before  the  application  of  sec¬ 
tion  162.  (b))  is  available  for  distribution 
and  that  the  trust  receives  $100  of  such 
Income  each  month  during  1951  and  1952. 
For  the  calendar  year  1952,  the  trust  will 
include  $1,200  in  its  income,  which  is  its 
actual  income  for  1952  determined  under 
section  161  and  before  taking  the  deductions 
under  section  162.  Under  section  162  (d) 
(2)  the  trust  income  for  the  12  months 
ending  June  30,  1952.  amounting  to  $1,200, 
which  under  the  terms  of  the  trust  instru¬ 
ment  is  available  for  distribution  on  such 
date,  is  considered  for  the  purposes  of  sec¬ 
tion  162  (b)  as  income  for  the  taxable  year 
1952  and  accordingly  will  be  deducted  by  the 
trust  for  1952.  Assuming  that  the  bene¬ 
ficiary  makes  his  returns  on  the  calendar 
year  basis,  he  will  include  this  amount  de¬ 
ducted  by  the  trust  In  1952  in  his  income 
for  1952,  unless  he  is  permitted  to  exclude 
part  or  all  of  the  income  earned  by  the  trust 
in  the  last  6ix  months  of  1951  under  the 
provisions  of  section  162  (d)  (4).  The  same 
process  will  be  repeated  each  year  thereafter 
as  long  as  the  accounting  periods  and  the 
distribution  date  remain  the  same. 

Example  (2).  An  estate  which  came  into 
being  on  January  1,  1951,  accumulates  the 
Income  received  (as  is  allowed  under  the  local 
law)  until  June  30,  1952,  at  which  time  the 
executor  distributes  $6,000  of  income  to  tne 
residuary  legatee.  The  balance  of  the  ac¬ 
cumulated  income  becomes  payable  under 
the  local  law  on  December  31,  1952,  the  date 
the  administration  of  the  estate  is  termi¬ 
nated,  and  a  final  distribution  of  $18,000  of 
Income  is  then  made  to  the  residuary  legatee. 
It  is  established  that  the  estate,  which  was 
on  a  cash  basis,  received  net  income,  which 
it  accumulated  during  the  administration  of 
the  estate,  at  the  rate  of  $1,000  a  month,  but 
in  making  the  distributions  to  the  residuary 
legatee  the  executor  did  not  attempt  to  iden¬ 
tify  such  distributions  with  the  income  re¬ 
ceived  during  any  particular  period  during 
the  administration  of  the  estate.  Upon  such 
facts,  for  the  taxable  year  1952,  the  distribu¬ 
tion  on  June  30,  1952,  of  $6,000  will  be  pre¬ 
sumed  to  be  a  distribution  out  of  the  most 
recently  accumulated  Income  of  the  estate, 
that  is,  for  the  first  six  months  of  1952,  and 
the  final  distribution  of  $18,000  on  December 
31,  1952,  will  be  considered  a  distribution  out 
of  the  income  for  the  entire  period  of  admin¬ 
istration,  of  which  the  last  12  months  is  the 
calendar  year  1952  and  the  most  recently 
accumulated  income  is  the  $6,000  for  the  last 
six  months  of  1952.  Accordingly,  for  1952  the 
estate  will  take  a  deduction  of  $12,000  and 
the  legatee  will  include  the  same  amount 
(out  of  the  total  of  $24,000  received)  in  his 
Income,  by  reason  of  the  distributions  on 
June  30  and  December  31,  1952. 

(5)  The  rule  of  section  162  (d)  (2)  also 
applies  in  the  case  of  a  distribution  out  of 
income  for  a  period  which  does  not  in¬ 
clude  any  part  of  the  current  taxable 
year.  Thus,  in  the  case  of  a  trust  estab¬ 
lished  on  January  1, 1951,  which  accumu¬ 
lates  the  income  in  the  first  year  of  the 
trust  and  each  year  thereafter  (more 
than  65  days  after  the  close  of  the  prior 
taxable  year)  distributes  the  prior  year’s 
accumulation,  the  1951  accumulated  in¬ 
come  to  be  distributed  in  1952  will  be 
considered  income  of  the  trust  for  1952 
which  is  to  be  distributed  in  1952. 

(6)  If  the  prior  period,  the  income  of 
which  becomes  payable  in  the  taxable 
year,  is  a  period  of  more  than  12  months, 
then  only  the  income  of  the  last  12 
months  of  such  period  is  considered  to  be 
income  which  is  to  be  distributed  during 
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the  current  taxable  year.  This  rule  may 
be  illustrated  by  the  following  example: 

Example.  Under  the  terms  of  an  existing 
trust  with  respect  to  which  the  local  law 
allows  accumulations,  the  trustee  has  dis¬ 
cretion  to  either  accumulate  or  distribute  the 
Income  to  the  beneficiary.  The  income  tax 
returns  of  the  trust  and  the  beneficiary  are 
made  on  the  calendar  year  basis.  On  April 
1,  1953,  the  trustee  distributes  to  the  bene¬ 
ficiary  all  the  income  accumulated  from  Jan¬ 
uary  1,  1950,  through  March  31,  1953.  Pur¬ 
suant  to  section  162  (d)  (2),  the  amount  of 
the  income  of  the  trust  for  the  period  April 
1,  1952,  through  March  31,  1953,  that  is,  for 
the  last  12  months  of  the  period  of  accumu¬ 
lation,  is  deductible  under  section  162  (c)  in 
the  return  of  the  trust  for  the  calendar  year 
1953,  and  is  includible  in  the  beneficiary's 
income  tax  return  for  that  year,  subject  to 
the  limitation  provided  in  section  162  (d) 
(4).  The  distribution  of  the  accumulated 
Income  will  include  the  income  of  the  trust 
for  the  last  nine  months  of  1952  upon  which 
the  trust  may  have  paid  a  tax  for  the  year 

1952,  but  such  income  is,  if  under  the  terms 
of  the  trust  Instrument  and  the  local  law 
the  Federal  income  tax  is  a  charge  against 
such  income,  reduced  by  the  amount  of  Fed¬ 
eral  income  tax  attributable  to  such  income 
and  paid  by  the  trustee.  If  the  deduction 
taken  by  the  trust  for  the  distribution  to  the 
beneficiary  on  April  1,  1953,  exceeds  the  net 
income  of  the  trust  for  the  calendar  year 

1953,  see  section  162  (d)  (4)  and  paragraph 
(d)  of  this  section. 

(c)  Distributions  in  first  65  days  of 
taxable  year.  (1)  Section  162  (d)  (3) 
is  designed  to  apportion  amounts  paid, 
credited,  or  to  be  distributed  within  the 
first  65  days  of  the  taxable  year  of  the 
estate  or  trust  to  that  part  of  such  first 
65  days  and  the  preceding  taxable  year 
to  which  such  amounts  are  attributable. 

(2)  Section  162  (d)  (3)  <B)  applies 
in  cases  described  in  section  162  (d)  (1), 
that  is,  generally,  in  cases  of  annuities. 
If  an  annuity  becomes  payable  in  the 
first  65  days  of  the  taxable  year  of  the 
estate  or  trust,  a  proportionate  part  of 
the  amount  which  thus  becomes  payable 
is  considered  payable  on  the  last  day  of 
the  preceding  year.  This  proportionate 
part  is  that  part  of  the  amount  which 
becomes  payable  within  the  first  65  days 
as  the  part  of  the  interval  not  falling 
within  the  taxable  year  bears  to  the 
whole  period  of  the  interval.  If,  how¬ 
ever,  the  part  of  the  interval  not  falling 
within  the  taxable  year  (the  year  in 
which  the  amount  becomes  payable)  is 
a  period  of  more  than  12  months,  the 
interval  is  considered  to  begin  on  a  date 
12  months  before  the  end  of  the  preced¬ 
ing  taxable  year.  Thus,  if  $4,250  is  to 
be  paid  every  two  years  on  March  1,  the 
period  of  the  interval  ending  March  1, 
1953,  is  considered  to  begin  12  months 
preceding  December  31,  1952,  since  the 
part  of  the  interval  not  falling  within 
the  taxable  year  1953  (March  2,  1951, 
through  December  31, 1952)  is  more  than 
12  months.  Accordingly,  the  interval  is 
considered  to  be  the  period  January  1, 
1952,  through  March  1, 1953,  or  425  days, 
and  the  part  of  the  interval  not  falling 
within  the  taxable  year  is  considered  to 
be  the  calendar  year  1952,  or  365  days. 
Therefore,  of  the  $4,250  which  becomes 
payable  on  March  1,  1953,  365/425  of 
such  amount,  or  $3,650,  is  considered  to 
be  an  amount  to  be  distributed  on 


December  31,  1952.  The  provisions  of 
section  162  (d)  (1)  determine  the  extent 
to  which  the  amount  distributed  on 
March  1  and  the  amount  considered  to 
be  distributed  on  December  31  are  paid, 
credited,  or  to  be  distributed  out  of  in¬ 
come  of  the  estate  or  trust  for  its  taxable 
year. 

(3)  Section  162  (d)  (3)  (A)  applies  in 
the  type  of  cases  described  in  section  162 
(d)  (2)  but  only  where  income  is  paid, 
credited,  or  to  be  distributed  within  the 
first  65  days  of  the  taxable  year  of  the 
estate  or  trust.  In  such  cases,  if  income 
of  the  estate  or  trust  for  a  period  begin¬ 
ning  before  the  beginning  of  the  taxable 
year  becomes  payable  within  the  first  65 
days  of  the  taxable  year,  the  income  for 
the  part  of  such  period  not  falling  within 
the  taxable  year  is  considered  to  be  paid, 
credited,  or  distributed  on  the  last  day 
of  the  preceding  taxable  year.  If  the 
part  of  such  period  beginning  before  the 
beginning  of  the  taxable  year  is  more 
than  12  months,  only  the  income  of  the 
last  12  months  of  such  part  is  considered 
paid,  credited,  or  to  be  distributed  on 
the  last  day  of  the  preceding  taxable 
year.  If  the  amount  of  income  for  any 
period  paid,  credited,  or  to  be  distributed 
to  a  legatee  or  beneficiary  during  the 
taxable  year  of  the  estate  or  trust  is  less 
than  the  total  amount  of  income  (not 
already  paid,  credited,  or  to  be  distrib¬ 
uted  to  legatees  or  beneficiaries)  for  such 
period,  such  amount  will  be  considered 
paid,  credited,  or  to  be  distributed  from 
the  most  recently  accumulated  income 
of  the  period.  For  example,  a  trust 
which  makes  its  returns  on  the  calendar 
year  basis  and  which  is  to  distribute  the 
income  of  the  trust,  but  not  in  e  xccss  of 
$5,000,  to  the  beneficiary  each  February 
28  received  $500  of  income  each  month 
during  the  period  March  1,  1952,  through 
February  28,  1953,  or  a  total  of  $6,000. 
In  such  case,  $1,000  of  the  $5,000  to  be 
distributed  to  the  beneficiary  on  Febru¬ 
ary  28,  1953,  will  be  considered  to  be 
distributed  out  of  the  income  of  the  trust 
for  1953  (the  income  of  the  period  Janu¬ 
ary  1,  1953,  through  February  28,  1953) 
and  $4,000  will  be  considered  to  have 
been  distributed  to  the  beneficiary  on 
December  31,  1952,  out  of  the  income  of 
the  trust  for  1952. 

(d)  Treatment  of  excess  deductions  of 
estates  and  trusts.  (1)  Section  162  (d) 

(4)  is  designed  to  avoid  a  form  of  double 
taxation  which  can  arise  through  opera¬ 
tion  of  section  162  (d)  (2)  and  <3)  (A'. 
It  becomes  applicable  only  in  cases  where 
the  deductions  allowed  to  an  estate  or 
trust  for  a  taxable  year  under  section  162 
(b)  or  (c)  solely  upon  application  of 
section  162  (d)  (2)  or  (3)  <A>  exceed  the 
net  income  of  the  estate  or  trust  for  such 
year,  computed  without  the  deduc¬ 
tions  allowed  by  reason  of  section  16- 
(d)  (2)  and  (3)  (A).  The  provisions ;oi 
section  162  (d)  (4)  do  not  prevent  the 
taxation  of  income  distributed  to 
legatees,  heirs,  or  beneficiaries  merely 
because  the  income  may  have  been  previ¬ 
ously  taxed  to  the  estate  or  trust.  See 
the  example  in  subparagraph  (3)  of  this 
paragraph.  . . 

(2)  It  is  in  the  case  of  an  estate  which 
terminates  its  administration  on  a  date 
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Saturday,  September  26,  1953 

more  than  65  days  after  the  beginning 
of  its  final  taxable  year  that  section  162 
(d)  (4)  will  be  applicable  most  fre¬ 
quently  to  eliminate  the  double  taxation 
that  can  arise  by  reason  of  section  162 
(d)  (2).  For  example,  the  income  of  an 
estate  during  its  several  years  of  admin¬ 
istration,  amounting  to  $100  each  month, 
was  accumulated  until  the  estate  was 
closed  on  May  31,  1952,  on  which  date 
the  accumulated  income  was  payable 
under  the  terms  of  the  will  or  local  law 
toB,  the  residuary  legatee,  together  with 
or  as  a  part  of  the  residue  of  the  estate. 
The  return  of  the  estate  for  the  calendar 
year  1952  will  include  income  of  $500 
from  which  there  will  be  deducted  under 
section  162  (c)  pursuant  to  section  162 
(d)  (2)  the  sum  of  $1,200  (assuming 
that  under  the  local  law  any  income 
taxes  paid  by  the  estate  with  respect  to 
the  1952  income  are  not  chargeable  to 
income).  Since  the  estate  is  entitled  to 
a  deduction  of  $500  under  section  162 

(c)  without  the  application  of  section  162 

(d)  (2),  that  is,  for  income  received  and 
distributed  in  the  year  1952,  only  $700  of 
the  $1,200  deduction  is  taken  by  the 
estate  solely  by  reason  of  section  162  (d) 

(2).  Thus,  the  deduction  allowed  the 
estate  solely  by  reason  of  section  162  (d) 
(2)  exceeds  the  net  income  of  the  estate 
for  1952  computed  without  such  deduc¬ 
tion  by  the  amount  of  $700,  which 
amount  would  be  excluded  from  B’s  in¬ 
come  for  the  year  1952.  B’s  return  for 
the  calendar  year  1952  would  include 
only  the  income  of  $500  received  by  the 
estate  in  1952. 

*  (3)  If  a  trustee  is  required,  or  per¬ 
mitted,  under  the  terms  of  the  trust  to 
distribute  in  one  year  the  income  of  a 
prior  period,  excess  deductions  of  the 
type  covered  by  section  162  (d)  (4)  also 
may  arise  by  reason  of  section  162  (d) 
(2)  in  such  a  case.  For  example,  the 
income  of  a  trust  for  the  calendar 
year  1952  amounted  to  $10,000  and  was 
properly  accumulated  by  the  trustee 
until  July  1,  1953,  when  only  the  income 
for  the  year  1952  was  paid  to  the  bene¬ 
ficiary,  and  no  other  distribution  was 
made  during  the  year  1953  or  within  the 
first  65  days  of  1954.  The  net  income  of 
the  trust  for  the  year  1953,  computed 
without  the  deduction  allowed  through 
the  operation  of  section  162  (d)  (2), 
amounted  to  only  $8,000.  The  deduction 
of  $10,000,  being  allowed  solely  by  reason 
of  section  162  (d)  (2),  exceeded  the  net 
income  of  the  trust  for  1953,  computed 
without  such  deduction,  by  $2,000.  Thus, 
section  162  (d)  (4)  operates  so  as  to 
exclude  from  the  beneficiary’s  return  the 
amount  of  such  excess  deduction.  The 
beneficiary,  in  his  return  for  the  calendar 
year  1953,  would  include  $8,000  of  the 
July  1,  1953,  distribution,  even  though 
the  trust  may  have  paid  taxes  on  such 
income  for  the  year  1952. 

(4)  Excess  deductions  of  an  estate  or 
trust  solely  by  reason  of  section  162  (d) 
*■3)  <A)  will  not  arise  frequently,  for  the 
distribution  of  income  within  the  first 
days  of  a  taxable  year  of  an  estate  or 
thist  will  generally  consist  of  income  re¬ 
ceived  by  the  estate  or  trust  in  the  imme¬ 
diately  preceding  taxable  year  of  the 
estate  or  trust.  Thus,  if  on  February  1, 
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1953,  an  estate  or  trust  distributes  the 
1952  income  to  B,  the  deduction  for  such 
distribution  is  taken  in  the  return  of  the 
estate  or  trust  for  the  calendar  year  1952, 
and  in  most  cases  the  deduction  allowed 
will  be  equal  to  the  net  income  (before 
such  deductions)  for  the  year  1952. 
However,  if  the  estate  or  trust  income  (as 
determined  by  the  will,  trust  instrument, 
or  local  law)  for  the  year  1952  payable 
to  B  on  February  1,  1953,  exceeded  the 
net  income  of  the  estate  or  trust  for  1952 
before  the  application  of  section  162  (d) 

(3)  (A),  then  section  162  (d)  (4)  would 
operate  to  exclude  from  B's  income  the 
amount  of  the  excess  deduction  to  the 
estate  or  trust.  Excess  deductions  also 
can  arise  upon  application  of  section  162 
(d)  (3)  (A)  in  a  case  where  a  fiduciary 
of  an  estate  or  trust  distributes  within 
the  first  65  days  of  its  taxable  year  the 
income  of  a  period  not  covering  its  imme¬ 
diately  preceding  taxable  year.  Thus,  if 
a  trustee  who  accumulated  the  income 
for  the  calendar  years  1951  and  1952  dis¬ 
tributes  to  B  on  March  1,  1953,  the  in¬ 
come  of  the  year  1951  only,  the  trust  in 
its  return  for  the  year  1952  will  deduct 
the  amount  of  income  of  the  year  1951 
distributed  on  March  1,  1953.  If  such 
deduction  allowed  to  the  trust  exceeds 
the  net  income  of  the  trust  for  the  year 
1952,  computed  without  such  deduction, 
B  will  exclude  the  amount  of  such  excess 
from  his  return  for  the  calendar  year 
1952. 

(5)  The  deductions  allowed  to  an  es¬ 
tate  or  trust  solely  by  reason  of  section 
162  (d)  (2)  and  (3)  (A)  are  compared 
under  the  provisions  of  section  162  (d) 

(4)  with  the  net  income  of  the  estate  or 
trust  computed  without  such  deductions, 
except  that  in  a  case  where  the  estate 
or  trust  in  computing  its  net  income  for 
a  taxable  year  is  entitled  to  a  deduction 
under  section  162  (d)  (1)  (relating  to 
amounts  paid  to  annuitants),  the 
amount  of  the  deduction  under  section 
162  (d)  (1)  shall  be  computed  with  the 
application  of  section  162  (d)  (3)  (A). 
Such  application  of  section  162.  (d)  (3) 
(A)  in  computing  the  net  income  of  an 
estate  or  trust  for  the  purpose  of  section 
162  (d)  (4)  in  a  case  where  section  162 
(d)  (1)  is  applicable  is  shown  in  the  fol¬ 
lowing  example  which  also  illustrates 
the  manner  in  which  excess  deductions 
are  treated  when  two  or  more  benefici¬ 
aries  are  involved. 

Example.  (1)  Under  an  existing  trust  the 
trustee  in  his  discretion  may  either  accumu¬ 
late  or  distribute  the  income  to  the  bene¬ 
ficiaries,  A  and  B,  who  share  equally  in  the 
Income  of  the  trust.  The  returns  of  the 
trust  and  of  the  beneficiaries  are  made  upon 
the  calendar  year  basis.  Under  the  terms  of 
the  trust,  the  trustee  is  required  to  pay  an 
annuity  of  $4,000  to  C  on  April  1  of  each 
year.  During  the  year  1952  the  trust  had 
gross  income  of  $9,000  and  expenses  of  $1,000 
which  were  deductible  in  computing  the  net 
Income  under  the  Internal  Revenue  Code 
and  were  chargeable  against  income  under 
the  terms  of  the  trust  instrument. 

(ii)  The  following  distributions  were  made 
by  the  trustee  during  1952  and  the  first  65 
days  of  1953: 

(a)  Six  thousand  dollars  was  paid  to  A  on 
April  1,  1952,  $5,000  as  his  share  of  the  trust 
Income  during  the  last  nine  months  of  1951 


and  $1,000  as  his  share  of  the  trust  income 
during  the  first  three  months  of  1952. 

(b)  Two  thousand  dollars  was  paid  to  A  on 
November  1,  1952,  out  of  income  received  by 
the  trust  after  March  31,  1952. 

(e)  Three  thousand  dollars  was  paid  to  B 
on  January  5,  1953,  out  of  his  share  of  trust 
Income  for  1952. 

(d)  Pour  thousand  dollars  was  paid  to  C, 
the  annuitant,  on  April  1,  1952. 

(ill)  Of  the  $15,000  distributed,  the  trust 
is  allowed  deductions  of  only  $13,000  by 
reason  of  such  distributions,  since  only 
$2,000  of  the  $4,000  paid  to  C  is 
deductible  by  the  trust  inasmuch  as  the 
distributable  Income  as  defined  in  section 
162  (d)  (1)  is  only  $2,000,  that  is,  $8,000 
less:  $1,000  of  the  April  1,  1952,  distribution 
to  A,  the  $2,000  distribution  to  A  on  Novem¬ 
ber  1,  1952,  and  the  $3,000  distribution  to  B 
on  January  5,  1953. 

(iv)  The  amount  of  the  deductions  of  the 
trust  which  is  to  be  excluded  under  section 
162  (d)  (4)  in  computing  the  net  Incomes  of 
A  and  B  is  $5,000  computed  as  follows: 

(a)  Without  the  application  of  section  162 
(d)  (2)  and  (3)  (A),  the  following  deduc¬ 
tions  would  not  have  been  taken  by  the 
trust : 

(1)  $5,000  paid  to  A  on  Apr.  1,  1952, 

out  of  1951  income,  and  deduc¬ 
tible  under  section  162  (d) 

(2). . . . .  $5,000 

(2)  Amount  paid  to  B  on  Jan.  5,  1953, 

deductible  for  1952  under  sec¬ 
tion  162  (d)  (3)  (A) . .  3,000 

(3)  Total . . -  8,000 

(b)  The  net  income,  for  the  purpose  of 
section  162  (d)  (4),  is  computed  without  ap¬ 
plying  section  162  (d)  (2)  and  (3)  (A),  ex¬ 
cept  that  in  computing  the  deduction  allowed 
under  section  162  (d)  (1)  it  is  necessary  to 
apply  section  162  (d)  (3)  (A)  in  determining 
the  amount  of  the  deduction  allowable  to  the 
trust  under  section  162  (d)  (1).  The  net 
income  so  computed  is  $3,000,  determined  as 
follows : 

(1)  Net  income  before  any  deduc¬ 

tions  under  section  162 _ $8,  000 

(2)  Less  deductions  allowable  other 

than  under  section  162  (d)  (2) 
and  (3)  (A): 

( i )  Paid  to  A  on  Apr.  1,  1952,  out  of 

1952  income _  1,  000 

(ii)  Paid  to  A  on  Nov.  1,  1952,  out 

of  1952  income _  2,  000 

(Hi)  Portion  of  the  $4,000  paid  to 
C,  the  annuitant  (the  distrib¬ 
utable  income  under  section 
162  (d)  (1)  being  only  $2,000 
in  view  of  the  $3,000  paid  to  B 
within  the  first  65  days  of 
1953) _  2,000 

(iv)  Total  of  deductions _ _ 5,  000 

(3)  Net  income  for  the  purpose  of 

section  162  (d)  (4) - 3,000 

(c)  The  deductions  of  $8,000  (item  (o) 

(3))  exceed  the  net  income  of  $3,000  (item 
(b)  (3))  (c)  by  $5,000.  Such  excess  is  ex¬ 
cluded  from  the  net  income  of  A  and  B  (the 
beneficiaries  receiving  the  income  in  item 
(o))  in  the  following  proportions: 

...  5,000  of  $5,000  is  excluded  from  A’s  in- 


3.000  of  $5,000  is  excluded  from  B’s  ln- 
'  ’  8,000  come. 

(6)  Section  162  (d)  (4)  has  no  appli¬ 
cation  to  a  case  where,  without  applying 
section  162  (d)  (2)  or  (3)  (A) ,  the  deduc¬ 
tions  of  the  estate  trust  under  section 
162  (b)  or  (c)  by  reason  of  distributions 
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of  income  exceed  the  net  income  of  the 
estate  or  trust  for  the  taxable  year  com¬ 
puted  under  the  Internal  Revenue  Code 
without  such  deductions.  For  example, 
section  162  (d)  (4)  would  not  be  appli¬ 
cable  in  the  case  of  a  trust  which  re¬ 
deceives  a  deduction  of  $10,000  by  reason 
of  its  distribution  to  the  beneficiary  dur¬ 
ing  the  taxable  year  of  the  entire  trust 
income  (determined  under  the  trust  and 
local  law)  received  during  the  taxable 
year,  even  though  the  net  income  of  the 
trust  under  the  Code  before  such  deduc¬ 
tion  amounted  to  less  than  $10,000. 

§  39.162-3  Rules  for  the  application 
of  section  162  (a)  in  the  case  of  trusts — 

(a)  Limitation  on  charitable,  etc.,  de¬ 
duction  of  trusts  with  trade  or  business 
income.  (1)  In  computing  the  deduc¬ 
tion  allowable  under  section  162  (a)  to 
a  trust  for  any  taxable  year,  no  amount 
otherwise  allowable  under  section  162  (a) 
as  a  deduction  shall  be  allowed  as  a 
deduction  with  respect  to  income  of  the 
taxable  year  which  is  allocable  to  the 
trust’s  Supplement  U  business  income 
for  such  year.  For  the  purpose  of  this 
section,  the  term  “Supplement  U  business 
income”  means  an  amount  equal  to  the 
amount  which,  if  such  trust  were  exempt 
from  taxation  under  section  101  <6>, 
would  be  computed  as  its  unrelated  busi¬ 
ness  net  income  under  section  422  and  the 
regulations  thereunder.  For  the  pur¬ 
pose  of  such  computation  under  section 
422,  the  term  “unrelated  trade  or  busi¬ 
ness”  includes  any  trade  or  business 
regularly  carried  on  by  such  a  trust,  or 
by  a  partnership  of  which  it  is  a  member. 

(2)  Unless  the  facts  clearly  indicate 
the  contrary,  the  deduction  otherwise 
allowable  under  section  162  (a)  is  allo¬ 
cable  to  the  Supplement  U  business  in¬ 
come  on  the  basis  of  the  ratio  which 
the  Supplement  U  business  income  bears 
to  the  net  income  of  the  trust  computed 
without  any  deduction  under  section  162. 

(3)  The  application  of  this  section 
may  be  illustrated  by  the  following 
examples: 

Example  (/).  The  X  trust  has  net  income 
of  $50,000  computed  without  any  deduction 
under  section  162.  There  is  included  in  this 
amount  a  net  profit  of  $30,000  from  the 
operation  of  a  trade  or  business.  The  trus¬ 
tee  is  required  to  pay  one-half  of  the  net 
Income  to  A,  an  individual,  and  the  balance 
of  the  net  income  to  the  Y  charity,  an 
organization  described  in  section  23  (o)  (2). 
The  trustee  pays  each  beneficiary  $25,000. 
Under  these  facts,  the  Supplement  U  business 
Income  of  the  trust  (computed  after  the 
deduction  allowable  under  section  422  (a) 
(9)  for  charitable  contributions)  is  $25,500. 
The  deduction  otherwise  allowable  under 
section  162  (a)  is  $25,000,  the  amount  paid 
to  the  Y  charity.  The  portion  thereof  allo¬ 
cable  to  the  Supplement  U  business  income 
and  therefore  disallowed  as  a  deduction  is 
$12,750,  that  is,  an  amount  which  bears  the 
same  ratio  to  $25,000  as  $25,500  bears  to 
$50,000. 

Example  (2).  Assume  the  same  facts  as 
in  example  (1),  except  that  the  trustee  has 
discretion  as  to  the  portion  of  the  net  Income 
to  be  paid  to  each  beneficiary,  and  the 
trustee  pays  $40,000  to  A  and  $10,000  to  the 
Y  charity.  The  deduction  otherwise  allow¬ 
able  under  section  162  (a)  is  $10,000.  The 
portion  thereof  allocable  to  the  Supplement 
U  business  income  and  therefore  disallowed 
•s  a  deduction  is  $5,100,  that  is,  an  amount 
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which  bears  the  same  ratio  to  $10,000  as 
$25,500  bears  to  $50,000. 

Example  (3).  Assume  the  same  facts  as 
in  example  (1),  except  that  the  terms  of 
the  trust  instrument  require  the  trustee 
to  pay  to  the  Y  charity  the  net  income,  if 
any,  derived  from  the  trade  or  business, 
and  to  pay  to  A  all  the  net  Income  derived 
from  other  sources.  The  trustee  pays 
$30,000  to  the  Y  charity  and  $20,000  to  A. 
The  deduction  otherwise  allowable  under 
section  162  (a)  is  $30,000.  Under  the  facts 
in  this  case,  $25,500  of  the  amount  paid 
to  the  Y  charity  is  allocable  to  the  Supple¬ 
ment  U  business  income  and  is  therefore 
disallowed  as  a  deduction. 

(b)  Limitation  on  charitable,  etc., 
deduction  of  trusts  engaged  in  prohib¬ 
ited  transactions.  (1)  In  the  case  of 
a  trust  which  has  engaged  in  any  pro¬ 
hibited  transaction  (as  described  in 
section  162  (g)  (2)  (B)),  the  amount 
otherwise  allowable  under  section  162 
(a)  as  a  deduction  shall  not  exceed  15 
percent  of  the  net  income  of  such  trust 
(computed  without  the  benefit  of  sec¬ 
tion  162  (a))  for  any  taxable  year  sub¬ 
sequent  to  the  taxable  year  in  which 
there  is  mailed  to  it  a  notice  in  writing 
by  the  Commissioner  that  it  has  engaged 
in  such  prohibited  transaction.  Such 
notification  by  the  Commissioner  shall 
be  by  registered  mail  to  the  last  known 
address  of  the  fiduciary.  However,  not¬ 
withstanding  the  requirement  of  noti¬ 
fication  by  the  Commissioner,  such 
limitation  (on  the  amount  otherwise 
allowable  under  section  162  (a)  as  a 
deduction)  shall  apply  with  respect  to 
any  taxable  year,  if  such  trust  during 
or  prior  to  such  taxable  year  commenced 
the  prohibited  transaction  with  the  pur¬ 
pose  of  diverting  such  income  or  corpus 
from  the  purposes  described  in  section 
162  (a)  and  such  transaction  involved 
a  substantial  part  of  such  income  or 
corpus.  See  examples  under  §§  39.162-4 
and  39.3813-1. 

(2)  A  trust  whose  deduction  under 
section  162  (a)  has  been  limited  by 
reason  of  the  provisions  of  section  162 
(g)  (2)  (A)  may  file,  in  any  taxable 
year  following  the  taxable  year  in  which 
notice  of  limitation  of  deduction  was 
issued,  a  claim  for  allowance  of  un¬ 
limited  deduction  under  section  162  (a) . 
This  claim  shall  be  filed  with  the  district 
director  of  internal  revenue  for  the  inter¬ 
nal  revenue  district  in  which  the  fidu¬ 
ciary  resides  or  has  his  principal  place  of 
business.  The  claim  must  contain  or 
have  attached  to  it  an  affidavit  by  the 
fiduciary  that  the  trust  will  not  know¬ 
ingly  again  engage  in  a  prohibited  trans¬ 
action. 

(3)  If  the  Commissioner  is  satisfied 
that  the  trust  will  not  knowingly  again 
engage  in  a  prohibited  transaction,  he 
shall  so  notify  the  trust  in  writing.  In 
such  case  the  trust  will  be  allowed  un¬ 
limited  deduction  under  section  162  (a) 
(subject  to  the  provisions  of  section  162 
(g) )  with  respect  to  taxable  years  sub¬ 
sequent  to  the  taxable  year  in  which  such 
claim  is  filed.  Section  162  (g)  (2)  (C) 
contemplates  that  a  trust  whose  chari¬ 
table,  etc.,  deduction  has  been  limited  as 
prescribed  therein  shall  be  subject  to 
such  limitation  for  at  least  one  full  tax¬ 
able  year. 


(c)  Limitation  on  charitable,  etc.,  de¬ 
duction  of  trusts  accumulating  income. 
(1)  The  amount  otherwise  allowable 
under  section  162  (a)  as  a  deduction 
shall  be  limited  to  the  amount  actually 
paid  out  during  the  taxable  year  and 
shall  not  exceed  15  percent  of  the  net 
income  of  the  trust  (computed  without 
the  benefit  of  section  162  (a)),  if  the 
amounts  permanently  set  aside,  or  to  be 
used  exclusively,  for  the  charitable  and 
other  purposes  described  in  section  162 
(a)  during  the  taxable  year  or  any  prior 
taxable  year  (including  taxable  years 
beginning  before  the  effective  date  of 
section  162  (g)  (4) )  and  not  actually  paid 
out  by  the  end  of  the  taxable  year  are 
unreasonable.  Amounts  accumulated 
out  of  income  for  purposes  described  in 
section  162  (a)  become  unreasonable 
when  more  income  is  accumulated  than 
is  needed,  or  when  the  duration  of  the 
accumulation  is  longer  than  is  needed,  in 
order  to  carry  out  the  charitable  or  other 
purpose  described  in  section  162  (a)  for 
which  such  amounts  were  set  aside, 
Furthermore,  such  limitation  on  the  de¬ 
duction  otherwise  allowable  under  sec¬ 
tion  162  (a)  shall  apply  if  amounts 
accumulated  out  of  income  for  purposes 
described  in  section  162  (a)  are  used  to  a 
substantial  degree  for  purposes  other 
than  those  described  in  section  162  (a), 
or  if  such  amounts  are  invested  in  such  a 
manner  as  to  jeopardize  the  interests  of 
the  religious,  charitable,  scientific,  etc., 
beneficiaries. 

(2)  For  the  purpose  of  section  162  (g) 
(4),  the  term  “income”  means  gains, 
profits,  and  income  determined  under 
the  principles  applicable  in  determining 
the  earnings  or  profits  of  a  corporation. 
The  amount  accumulated  out  of  income 
during  the  taxable  year  or  any  prior  tax¬ 
able  year  shall  be  determined  under  the 
principles  applicable  in  determining  the 
accumulated  earnings  or  profits  of  a  cor¬ 
poration.  In  determining  the  reason¬ 
ableness  of  an  accumulation  out  of  in¬ 
come,  there  will  be  disregarded  the  fol¬ 
lowing:  (i)  The  accumulation  of  gain 
upon  the  sale  or  exchange  of  a  donated 
asset  to  the  extent  that  such  gain  rep¬ 
resents  the  excess  of  the  fair  market 
value  of  such  asset  when  acquired  by 
the  trust  over  its  substituted  basis  in  the 
hands  of  the  organization:  (ii)  the  ac¬ 
cumulation  of  gain  upon  the  sale  or  ex¬ 
change  of  property  held  for  the  produc¬ 
tion  of  investment  income,  such  as  divi¬ 
dends,  interest,  and  rents,  where  the  pro¬ 
ceeds  of  such  sale  or  exchange  are  within 
a  reasonable  time  reinvested  in  property 
acquired  and  held  in  good  faith  for  the 
production  of  investment  income. 

(3)  Whether  the  conditions  specified 
in  subparagraphs  (A),  (B),  and  (C)  of 
section  162  (g)  (4)  are  present  in  any 
case  must  be  determined  from  all  the 
facts.  The  conditions  specified  in  sec¬ 
tion  162  (g)  (4)  (A),  (B),  and  <C)  may 
result  from  the  use  of  only  one  trust  or 
of  a  chain  of  two  or  more  organizations. 

(4)  A  trust  whose  deduction  under 
section  162  (a)  has  been  limited  by 
reason  of  the  provisions  of  section  16. 
(g)  (4)  may  file  a  claim  for  allowance 
of  unlimited  deduction  under  section 
162  (a).  This  claim  shaU  be  filed  wi» 
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the  district  director  of  internal  revenue 
for  the  internal  revenue  district  in  which 
the  fiducfary  resides  or  has  his  principal 
place  of  business.  The  claim  must  con¬ 
tain  or  be  accompanied  by  information  or 
evidence  showing  that  the  circumstances 
that  caused  the  limitation  on  deduction 
prescribed  under  section  162  (g)  (4)  no 
longer  exist,  and  an  affidavit  by  the  fi¬ 
duciary  that  the  trust  will  not  knowingly 
again  violate  the  terms  of  such  section. 
Section  162  (g)  (4)  contemplates  that 
a  trust  whose  charitable,  etc.,  deduction 
has  been  limited  as  prescribed  therein 
shall  be  subject  to  such  limitation  for  at 
least  one  full  taxable  year. 

(5)  In  the  case  of  a  trust  the  deduc¬ 
tion  under  section  162  (a)  of  which  has 
been  limited  solely  by  reason  of  the  pro¬ 
visions  of  section  162  (g)  (4>,  deductions 
otherwise  allowable  under  section  23  (o) 
(2),  23  (q)  (2),  162  (a),  or  505  (a)  (2), 
for  gifts  or  contributions  made  to  such 
a  trust  in  trust  for  charitable,  etc.,  pur¬ 
poses,  shall  not  be  disallowed. 

5  39.162-4  Disallowance  to  donors  of 
certain  charitable,  etc.,  deductions  for 
gifts  made  in  trust,  (a)  No  gift  or  con¬ 
tribution  which  would  otherwise  be  al¬ 
lowable  as  a  charitable  or  other 
deduction  under  section  23  (o)  (2),  23 
(q)  <2> ,  162  (•).  or  809  <a)  <2),  shall  be 
allowed  as  a  deduction  if  made  in  trust 
and,  in  the  taxable  year  of  the  trust 
in  which  the  gift  or  contribution  is  made, 
the  deduction  allowed  the  trust  under 
section  162  (a)  is  limited  by  reason  of 
the  provisions  of  section  162  (g)  (2)  (A). 

(b)  The  prohibited  transactions  enu¬ 
merated  in  section  162  (g)  (2)  (B)  are 
in  addition  to  and  not  in  limitation  of 
the  restrictions  contained  in  section  23 
(o)  (2),  23  (q)  (2),  162  <a),  or  505  (a) 
(2).  A  deduction  may  not  be  allowed 
in  view  of  the  general  provisions  of  those 
sections,  even  though  the  trust  has  not 
engaged  in  any  of  the  prohibited  trans¬ 
actions  referred  to  in  section  162  (g) 
<2 1  (B).  Thus,  if  the  donor  or  the 
fiduciary  of  the  trust  enters  into  a  trans¬ 
action  with  the  trust,  such  transaction 
will  be  closely  scrutinized  to  ascertain 
whether  the  contribution  is  in  fact  made 
for  the  stated  exempt  purposes. 

(c)  If  a  trust,  which  receives  a  gift  or 
contribution  for  charitable,  etc.,  pur¬ 
poses  is  not  entitled  to  the  unlimited  de¬ 
duction  under  section  162  (a)  because  it 
engaged  in  a  prohibited  transaction  with 
the  purpose  of  diverting  its  income  or 
corpus  from  the  purposes  described  in 
section  162  (a) ,  and  such  transaction  in¬ 
volved  a  substantial  part  of  such  income 
or  corpus,  and  if  the  taxable  year  of  the 
trust  during  which  such  gift  or  contribu¬ 
tion  is  made  is  the  same  as,  or  is  prior 
to,  the  taxable  year  of  the  trust  in  which 
such  transaction  occurred,  then  a  deduc¬ 
tion  by  the  donor  with  respect  to  the  gift 
or  contribution  shall  net  be  disallowed 
under  paragraph  (a)  of  this  section  un¬ 
less  the  donor  (or  any  member  of  his 
family  if  the  donor  is  an  individual)  is  a 
Party  to  such  prohibited  transaction. 
Per  the  purpose  of  the  preceding  sen¬ 
tence,  the  members  of  an  individual 
donor’s  family  include  only  his  brothers 
and  sisters,  whether  by  whole  or  half 
blood,  spouse,  ancestors,  and  lineal 
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descendants.  See  §  39.3813-3  for  dis¬ 
allowance  of  certain  charitable,  etc., 
deductions  otherwise  allowable  under 
section  162  (a). 

(<J)  The  application  of  this  section 
may  be  illustrated  by  the  following  ex¬ 
ample: 

Example.  Under  the  terms  of  an  Irre¬ 
vocable  trust  established  by  A  in  1949,  the 
trustees  were  to  pay  one-half  of  the  income 
of  the  trust  to  A’s  wife  for  life,  and  the 
trustees  were  given  discretion  either  to  ac¬ 
cumulate  or  distribute  the  remaining  one- 
half  of  the  income  to  a  specified  charitable 
beneficiary  Upon  the  death  of  the  wife, 
the  entire  corpus  was  to  be  paid  to  the 
named  charity.  The  trust  makes  its  income 
tax  returns  on  the  basis  of  the  calendar 
year.  For  1949,  A  takes  a  charitable  de¬ 
duction  for  the  amount  of  the  gift  in  trust 
to  the  charity.  In  1952,  1953,  1954,  and  1955, 
A  makes  further  contributions  to  the  trust 
and  takes  charitable  deductions  for  such 
years  under  section  23  (o)  (2).  In  1953, 
1954,  and  1955,  B  (not  a  member  of  A’s 
family)  makes  contributions  to  the  trust 
for  its  designated  charitable  purpose  and 
takes  charitable  deductions  for  such  years. 
In  1953,  the  trust  commences  purposely  to 
divert  income  and  corpus  which  had  been 
set  aside  for  its  charitable  purpose  and  to 
turn  such  Income  and  corpus  over  to  A,  the 
creator  of  the  trust,  and  a  substantial 
amount  of  such  Income  and  corpus  is  so 
diverted  by  the  close  of  the  taxable  year  1954. 
For  1953  and  subsequent  taxable  years,  the 
deduction  allowed  the  trust  under  section 
1C2  (a)  is  limited  by  reason  of  the  provisions 
of  section  162  (g)  (2)  (A).  Both  A  and  B 
are  disallowed  any  charitable  deduction  for 
their  charitable  contributions  made  during 
1955  to  the  trust.  Moreover,  the  charitable 
deduction  taken  by  A  for  contributions  to 
the  trust  in  the  years  1953  and  1954  would 
also  be  disallowed  since  A  was  a  party  to  the 
prohibited  transaction.  If  the  facts  and 
surrounding  circumstances  indicate  that  the 
contribution  in  1952  by  A  was  for  the  pur¬ 
pose  of  the  prohibited  transaction,  then  the 
charitable  deduction  for  tlie  year  1952  shall 
also  be  disallowed  with  respect  to  A,  since 
the  prohibited  transaction  would  then  have 
commenced  with  the  making  of  such  con¬ 
tribution  and  the  deduction  allowed  the 
trust  under  section  162  (a)  would  then  be 
limited  for  1952  by  reason  of  the  provisions 
of  section  162  (g)  (2)  (A). 

§  39.163  Statutory  provisions;  estates 
and  trusts;  credits  against  net  income. 

Sec.  163.  Credits  against  net  income — (a) 
Credits  of  estate  or  trust.  (1)  For  the  pur¬ 
pose  of  the  normal  tax  and  the  surtax,  an 
estate  shall  be  allowed,  in  lieu  of  the  exemp¬ 
tions  under  section  25  (b)  (1),  a  credit  of 
$600  against  net  income,  and  a  trust  shall 
be  allowed,  in  lieu  of  the  exemptions  under 
section  25  (b)  (1),  a  credit  of  $100  against 
net  Income. 

(2)  If  no  part  of  the  income  of  the  estate 
or  trust  is  included  in  computing  the  net 
income  of  any  legatee,  heir,  or  beneficiary, 
then  the  estate  or  trust  shall  be  allowed  the 
same  credits  against  net  income  for  interest 
as  are  allowed  by  section  25  (a). 

(b)  Credits  of  beneficiary .  If  any  part  of 
the  income  of  an  estate  or  trust  is  included 
in  computing  the  net  income  of  any  legatee, 
heir,  or  beneficiary,  such  legatee,  heir,  or 
beneficiary  shall,  for  the  purpose  of  the 
normal  tax,  be  allowed  as  credits  against  net 
income,  in  addition  to  the  credits  allowed  to 
him  under  section  25,  his  proportionate  share 
of  such  amounts  of  interest  specified  in  sec¬ 
tion  25  (a)  as  are,  under  this  Supplement, 
required  *  >  be  included  in  computing  his 
net  Income.  Any  remaining  portion  of  such 
amounts  specified  in  section  25  (a)  shall,  for 
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the  purpose  of  the  normal  tax,  be  allowed 
as  credits  to  the  estate  or  trust. 

(c)  Credits  of  estate  or  trust  and  bene¬ 
ficiary  in  case  of  bond  premium.  If  the 
estate  or  trust  elects  under  section  125  to 
treat  the  premium  on  bonds,  the  interest  on 
which  is  allowable  as  a  credit  under  section 
25  (a)  (1)  or  (2),  as  amortizable, 

( 1 )  For  the  purposes  of  subsection  (a)  (2) , 
the  credits  allowed  by  section  25  (a)  shall  be 
reduced  as  provided  in  section  125  (a)  (3); 

(2)  For  the  purposes  of  subsection  (b), 
the  proportionate  share  of  the  legatee,  heir, 
or  beneficiary  of  such  interest  shall  be  his 
proportionate  share  of  such  Interest  (de¬ 
termined  without  regard  to  this  paragraph) 
reduced  by  so  much  of  the  deduction  under 
section  23  (v)  as  is  attributable  to  such 
share.  The  remainder  of  such  deduction, 
for  the  purposes  of  the  last  sentence  of  sub¬ 
section  (b),  shall  be  applied  in  reduction  of 
such  credits  of  the  estate  or  trust. 

|Sec.  163  as  amended  by  sec.  126  (d),  Rev. 
Act  1912;  sec.  10  <e),  Individual  Income  Tax 
Act  1944;  sec.  102  (b)  (6),  Rev.  Act  1945; 
sec.  202  (d),  Rev.  Act  1948j 

5  39.163-1  Credits  to  estate,  trust,  or 
beneficiary — fa)  Credits  allowed  estates 
and  trusts  for  normal  tax  and  surtax 
purposes.  An  estate  is  allowed,  in  lieu  of 
the  exemptions  allowed  by  section  25 
(b)  (1),  a  credit  of  $600  against  net  in¬ 
come  for  both  normal  tax  and  surtax 
purposes.  For  proration  of  such  credit 
in  the  case  of  a  fractional  part  of  a  year 
resulting  from  termination  of  the  taxa¬ 
ble  period  by  the  Commissioner  under 
section  146.  see  §  39.47-1.  A  trust  is  al¬ 
lowed,  in  lieu  of  the  exemptions  under 
section  25  (b)  (1),  a  credit  of  $100 
against  net  income  for  both  normal  tax 
and  surtax  purposes.  A  credit  for  de¬ 
pendents  is  not  allowable  to  an  estate  or 
trust. 

(b)  Credit  for  interest  to  estate  or 
trust.  If  no  part  of  the  income  of  the 
estate  or  trust  is  included  in  computing 
the  net  income  of  any  legatee,  heir,  or 
beneficiary,  the  estate  or  trust  shall  be 
allowed  the  credits  provided  in  section 
25  (a)  in  respect  of  interest  upon  certain 
obligations  of  the  United  States  and  its 
instrumentalities.  (For  reduction  of 
credits  on  account  of  amortizable  bond 
premium,  see  §  39.125  (c )  —2. ) 

(c)  Credit  for  interest  to  beneficiary. 
If  any  part  of  the  income  of  the  estate 
or  trust  is  included  in  computing  the  net 
income  of  any  legatee,  heir,  or  bene¬ 
ficiary,  he  is  allowed  for  the  purpose  of 
the  normal  tax,  in  addition  to  his  indi¬ 
vidual  credits,  the  proportionate  share  of 
the  interest  upon  obligations  of  the 
United  States  and  its  instrumentalities 
which  is  exempt  from  normal  tax  only 
and  is  required  to  be  included  in  com¬ 
puting  net  income.  Any  remaining  por¬ 
tion  of  such  interest  will  be  allowed  as  a 
credit  for  the  purpose  of  the  normal  tax 
to  the  estate  or  trust.  Where  the 
amount  of  the  interest  specified  in  sec¬ 
tion  25  (a)  is  in  excess  of  the  net  income 
of  the  estate  or  trust,  the  proportionate 
share  of  such  interest  which  each  bene¬ 
ficiary  is  required  to  include  in  com¬ 
puting  his  net  income  and  for  which  he 
is  allowed  a  credit  for  normal  tax  pur¬ 
poses  is  an  amount  equal  to  his  dis¬ 
tributive  share  of  the  net  income  of  the 
estate  or  trust.  No  additional  exemp¬ 
tion  is  allowable  to  the  beneficiary  cf  a 
trust  by  reason  of  the  receipt  of  income 
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from  such  trust.  For  reduction  of  cred¬ 
its  on  account  of  amortizable  bond  pre¬ 
mium  see  §  39.125  (0-2. 

§  39.164-165  Statutory  provisions;  es¬ 
tates  and  trusts;  different  taxable  years ; 
employees’  trusts. 

Sec.  164.  Different  taxable  years.  If  the 
taxable  year  of  a  legatee,  heir,  or  beneficiary 
Is  different  from  that  of  the  estate  or  trust, 
the  amount  which  he  is  required,  under 
section  162  (b),  to  Include  in  computing  his 
net  income,  shall  be  based  upon  the  Income 
of  the  estate  or  trust  for  any  taxable  year  of 
the  estate  or  trust  (whether  beginning  on, 
before,  or  after  January  1,  1939)  ending 
within  or  with  his  taxable  year. 

[ Sec.  164  as  amended  by  sec.  Ill  (d).  Rev. 
Act  1942) 

Sec.  165.  Employees’  trusts — (a)  Exemp¬ 
tion  from  tax.  A  trust  forming  part  of  a 
stock  bonus,  pension,  or  profit-sharing  plan 
of  an  employer  for  the  exclusive  benefit  of 
his  employees  or  their  beneficiaries  shall  not 
be  taxable  under  this  supplement  and  no 
other  provision  of  this  supplement  shall 
apply  with  respect  to  such  trust  or  to  its 
beneficiary — 

(1)  If  contributions  are  made  to  the  trust 
by  such  employer,  or  employees,  or  both,  for 
the  purpose  of  distributing  to  such  employees 
or  their  beneficiaries  the  corpus  and  income 
of  the  fund  accumulated  by  the  trust  in 
accordance  with  such  plan; 

(2)  If  under  the  trust  instrument  it  is 
impossible,  at  any  time  prior  to  the  satisfac¬ 
tion  of  all  liabilities  with  respect  to  em¬ 
ployees  and  their  beneficiaries  under  the 
trust,  for  any  part  of  the  corpus  or  income  to 
be  (w’ithin  the  taxable  year  or  thereafter) 
used  for,  or  diverted  to,  purposes  other  than 
for  the  exclusive  benefit  of  his  employees  or 
their  beneficiaries; 

(3)  If  the  trust,  or  two  or  more  trusts,  or 
the  trust  or  trusts  and  annuity  plan  or  plans 
are  designated  by  the  employer  as  constitut¬ 
ing  parts  of  a  plan  intended  to  qualify  under 
this  subsection  which  benefits  either — 

(A)  70  per  centum  or  more  of  all  the  em¬ 
ployees,  or  80  per  centum  or  more  of  all  the 
employees  wTho  are  eligible  to  benefit  under 
the  plan  if  70  per  centum  or  more  of  all  the 
employees  are  eligible  to  benefit  under  the 
plan,  excluding  in  each  case  employees  who 
have  been  employed  not  more  than  a  mini¬ 
mum  period  prescribed  by  the  plan,  not  ex¬ 
ceeding  five  years,  employees  whose  custo¬ 
mary  employment  is  for  not  more  than 
twenty  hours  in  any  one  week,  and  employees 
whose  customary  employment  is  for  not  more 
than  five  months  in  any  calendar  year,  or 

(B)  Such  employees  as  qualify  under  a 
classification  set  up  by  the  employer  and 
found  by  the  Commissioner  not  to  be  dis¬ 
criminatory  in  favor  of  employees  who  are 
officers,  shareholders,  persons  whose  principal 
duties  consist  in  supervising  the  work  of 
other  employees,  or  highly  compensated 
employees; 

and 

(4)  If  the  contributions  or  benefits  pro¬ 
vided  under  the  plan  do  not  discriminate  in 
favor  of  employees  who  are  officers,  share¬ 
holders,  persons  whose  principal  duties  con¬ 
sist  in  supervising  the  work  of  other  em¬ 
ployees.  or  highly  compensated  employees. 

(5)  A  classification  shall  not  be  considered 
discriminatory  within  the  meaning  of  para¬ 
graph  (3)  (B>  or  (4)  of  this  subsection  merely 
because  it  excludes  employees  the  whole  of 
whose  remuneration  constitutes  "wages”  un¬ 
der  section  1426  (a)  (1)  (relating  to  the 
Federal  Insurance  Contributions  Act)  or 
merely  because  it  is  limited  to  salaried  or 
clerical  employees.  Neither  shall  a  plan  be 
considered  discriminatory  within  the  mean¬ 
ing  of  such  provisions  merely  because  the 


contributions  or  benefits  of  or  on  behalf  of 
the  employees  under  the  plan  bear  a  uniform 
relationship  to  the  total  compensation,  or  the 
basic  or  regular  rate  of  compensation,  of  such 
employees,  or  merely  because  the  contribu¬ 
tions  or  benefits  based  on  that  part  of  an 
employee’s  remuneration  which  is  excluded 
from  "wages”  by  section  1426  (a)  (1)  differ 
from  the  contributions  or  benefits  based  on 
employee’s  remuneration  not  so  excluded,  or 
differ  because  of  any  retirement  benefits 
created  under  State  or  Federal  law. 

(6)  A  plan  shall  be  considered  as  meeting 
the  requirements  of  paragraph  (3)  of  this 
subsection  during  the  whole  of  any  taxable 
year  of  the  plan  if  on  one  day  in  each  quarter 
it  satisfied  such  requirements. 

(b)  Taxability  of  beneficiary.  The  amount 
actually  distributed  or  made  available  to  any 
distributee  by  any  such  trust  shall  be  tax¬ 
able  to  him,  in  the  year  in  which  so  distrib¬ 
uted  or  made  available,  under  section  22  (b) 

(2)  as  if  it  were  an  annuity  the  consideration 
for  which  is  the  amount  contributed  by  the 
employee,  except  that  if  the  total  distribu¬ 
tions  payable  with  respect  to  any  employee 
are  paid  to  the  distributee  within  one  tax¬ 
able  year  of  the  distributee  on  account  of 
the  employee’s  separation  from  the  service, 
the  amount  of  such  distribution  to  the  extent 
exceeding  the  amounts  contributed  by  the 
employee,  shall  be  considered  a  gain  from 
the  sale  or  exchange  of  a  capital  asset  held 
for  more  than  6  months.  Where  such  total 
distributions  include  securities  of  the  em¬ 
ployer  corporation,  there  shall  be  excluded 
from  such  excess  the  net  unrealized  appreci¬ 
ation  attributable  to  that  part  of  the  total 
distributions  which  consists  of  the  securities 
of  the  employer  corporation  so  distributed. 
The  amount  of  such  net  unrealized  appreci¬ 
ation  and  the  resulting  adjustments  to  basis 
of  the  securities  of  the  employer  corporation 
so  distributed  shall  be  determined  in  accord¬ 
ance  with  regulations  which  shall  be  pre¬ 
scribed  by  the  Secretary.  For  purposes  of 
this  subsection,  the  term  "securities”  means 
only  shares  of  stock  and  bonds  or  debentures 
Issued  by  a  corporation  with  interest  coupons 
or  in  registered  form,  and  the  term  “securi¬ 
ties  of  the  employer  corporation”  Includes 
securities  of  a  parent  or  subsidiary  corpora¬ 
tion  (as  defined  in  section  130A  (d)  (2)  and 

(3) )  of  the  employer  corporation.  In  no 
event  shall  the  amount  actually  distributed 
or  made  available  to  any  distributee  Include 
net  unrealized  appreciation  in  securities  of 
the  employer  corporation 'attributable  to  the 
amount  contributed  by  the  employee.  Such 
net  unrealized  appreciation  and  the  resulting 
adjustments  to  basis  of  such  securities  shall 
also  be  determined  in  accordance  with  regu¬ 
lations  which  shall  be  prescribed  by  the 
Secretary. 

(c)  Treatment  of  beneficiary  of  trust  not 
exempt  under  subsection  (a) .  Contributions 
to  a  trust  made  by  an  employer  during  a 
taxable  year  of  the  employer  which  ends 
within  or  with  a  taxable  year  of  the  trust 
for  which  the  trust  is  not  exempt  under 
section  165  (a)  shall  be  Included  in  the 
gross  income  of  an  employee  for  the  taxable 
year  in  which  the  contribution  is  made  to 
the  trust  in  the  case  of  an  employee  whose 
beneficial  interest  in  such  contribution  is 
nonforfeitable  at  the  time  the  contribution 
Is  made. 

(d)  Certain  employees’  annuities.  Not¬ 
withstanding  subsection  (c),  or  any  other 
provision  of  this  chapter,  a  contribution  to  a 
trust  by  an  employer  shall  not  be  included  in 
the  income  of  the  employee  in  the  year  in 
which  the  contribution  is  made  if — 

(1)  Such  contribution  is  to  be  applied  by 
the  trustee  for  the  purchase  of  annuity 
contracts  for  the  benefit  of  such  employee; 

(2)  Such  contribution  is  made  to  the 
trustee  pursuant  to  a  written  agreement 
entered  into  prior  to  October  21,  1942,  be¬ 


tween  the  employer  and  the  trustee,  or 
between  the  employer  and  employee;  and 

(3)  Under  the  terms  of  the  trust  agree¬ 
ment  the  employee  is  not  entitled  during  his 
lifetime,  except  with  the  consent  of  the 
trustee,  to  any  payments  under  annuity  con¬ 
tracts  purchased  by  the  trustee  other  than 
annuity  payments. 

The  amount  so  contributed  by  the  employer 
shall  not  constitute  consideration  paid  by 
the  employee  for  such  annuity  contract  in 
determining  the  amount  of  annuity  pay¬ 
ments  required  to  be  Included  in  his  gross 
income  under  section  22  (b)  (2);  except 
that  if  the  tax  imposed  by  this  chapter  for 
any  taxable  year  beginning  before  January 
1,  1949,  has  been  paid  by  the  employee  with 
respect  to  such  contribution  for  such  year, 
and  not  credited  or  refunded,  the  amount  so 
contributed  for  such  year  shall  constitute 
consideration  paid  by  the  employee  for  such 
annuity  contract.  This  subsection  shall  have 
no  application  with  respect  to  amounts  con¬ 
tributed  to  a  trust  after  June  1,  1949,  if  the 
trust  on  such  date  was  exempt  under  sub¬ 
section  (a).  For  the  purposes  of  this  sub¬ 
section,  amounts  paid  by  an  employer  for 
the  purchase  of  annuity  contracts  which  are 
transferred  to  the  trustee  shall  be  deemed 
to  be  contributions  made  to  a  trust  or  trustee 
and  contributions  applied  by  the  trustee  for 
the  purchase  of  annuity  contracts;  the  term 
"annuity  contracts  purchased  by  the  trustee” 
shall  include  annuity  contracts  so  purchased 
by  the  employer  and  transferred  to  the 
trustee;  and  the  term  “employee”  shall  In¬ 
clude  only  a  person  who  was  in  the  employ 
of  the  employer,  and  was  covered  by  the 
agreement  referred  to  in  paragraph  (2),  prior 
to  October  21,  1942. 

[Sec.  165  as  amended  by  sec.  218,  Rev.  Act 
1939;  sec.  162  (a),  Rev.  Act  1942;  sec.  5  (a), 
Public  Law  378  (81st  Cong.);  sec.  335.  Rev. 
Act  1951;  sec.  1,  Public  Law  589  (82d  Cong.)] 

Sec.  162.  Pension  trusts  [Revenue  Act  of 
1942].  •  •  * 

(d)  Taxable  years  to  which  amendments 
applicable.  The  amendments  made  by  this 
section  shall  be  applicable  as  to  both  em¬ 
ployer  and  employees  only  with  respect  to 
taxable  years  of  the  employer  beginning  after 
December  31,  1941,  except  that — *  *  • 

(2)  A  stock  bonus,  pension,  profit-sharing, 
or  annuity  plan — •  •  • 

(B)  put  into  effect  after  December  31. 
1944,  shall  be  considered  as  satisfying  the 
requirements  of  section  165  (a)  (3),  (4), 
(5),  and  (6)  for  the  period  beginning  with 
the  date  on  which  it  was  put  into  effect  and 
ending  with  the  15th  day  of  the  third  month 
following  the  close  of  the  taxable  year  of  the 
employer  in  which  the  plan  was  put  in  effect, 
if  all  provisions  of  the  plan  which  are  neces¬ 
sary  to  satisfy  such  requirements  are  in  effect 
by  the  end  of  such  period  and  have  been 
made  effective  for  all  purposes  with  respect 
to  the  whole  of  such  period. 

[Sec.  162  (d)  (2)  as  amended  by  sec.  2  (b), 
Pub.  Law  511  (78th  Cong.)  ] 

§  39.165-1  Employees’  trusts — (a)  In 
general.  (1)  In  order  that  a  trust  may 
be  exempt  under  section  165  (a)  it  must 
be  part  of  a  stock  bonus,  pension,  or 
profit-sharing  plan  of  an  employer  for 
the  exclusive  benefit  of  his  employees  or 
their  beneficiaries.  The  trust  must  be 
formed  and  availed  of  solely  to  aid  in  the 
proper  execution  of  a  plan  which  is  a 
definite  written  program  and  arrange¬ 
ment  communicated  to  the  employees, 
solely  designed  and  applied  to  enable 
such  employees  or  their  beneficiaries  to 
share  in  the  capital  or  profits  of  such 
employer’s  trade  or  business  or  to  pro¬ 
vide  for  the  livelihood  of  such  employees 
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or  their  beneficiaries  after  the  retire¬ 
ment  of  such  employees.  As  to  inclusion 
of  full-time  life  insurance  salesmen 
within  the  class  of  persons  considered  to 
be  employees,  see  section  3797  (a)  (20). 

(2)  A  pension  plan  within  the  mean¬ 
ing  of  section  165  (a)  is  a  plan  estab¬ 
lished  and  maintained  by  an  employer 
primarily  to  provide  systematically  for 
the  payment  of  definitely  determinable 
benefits  to  his  employees  over  a  period  of 
years,  usually  for  life,  after  retirement. 
Retirement  benefits  generally  are  meas¬ 
ured  by,  and  based  on,  such  factors  as 
years  of  service  and  compensation  re¬ 
ceived  by  the  employees.  The  determi¬ 
nation  of  the  amount  of  retirement  bene¬ 
fits  and  the  contributions  to  provide 
such  benefits  are  not  dependent  upon 
profits.  Benefits  are  not  definitely  de¬ 
terminable  if  funds  arising  from  for¬ 
feitures  on  termination  of  service,  or 
other  reason,  may  be  used  to  provide 
increased  benefits  for  the  remaining  par¬ 
ticipants  instead  of  being  used  to  reduce 
the  amount  of  contributions  by  the  em¬ 
ployer.  A  plan  designed  to  provide  bene¬ 
fits  for  employees  or  their  beneficiaries 
to  be  paid  upon  retirement  or  over  a 
period  of  years  after  retirement  will,  for 
the  purposes  of  section  165  (a),  be  con¬ 
sidered  a  pension  plan  if  under  the  plan 
either  the  benefits  payable  to  the  em¬ 
ployee  or  the  required  contributions  by 
the  employer  can  be  determined  actuari- 
ally.  A  profit-sharing  plan,  on  the 
other  hand,  is  a  plan  established  and 
maintained  by  an  employer  to  provide 
for  the  participation  in  his  profits,  by 
his  employees  or  their  beneficiaries,  based 
on  a  definite  predetermined  formula  for 
determining  the  profits  to  be  shared  and 
a  definite  predetermined  formula  for  dis¬ 
tributing  the  funds  accumulated  under 
the  plan  after  a  fixed  number  of  years, 
the  attainment  of  a  stated  age,  or  upon 
the  prior  occurrence  of  some  event  such 
as  illness,  disability,  retirement,  death, 
or  severance  of  employment.  A  formula 
for  determining  the  profits  to  be  shared 
is  definite,  for  example,  if  it  provides  for 
a  contribution  equal  to  (i)  a  specified 
percentage  of  the  annual  profits,  (ii)  a 
specified  percentage  of  the  annual  profits 
in  excess  of  the  sum  of  dividend  commit¬ 
ments  plus  a  fixed  amount  with  an  over¬ 
all  limitation,  or  (iii)  a  specified  per¬ 
centage  of  the  annual  profits  not  to 
exceed  a  specified  percentage  of  the 
salaries  of  the  participants  or  their  con¬ 
tributions,  if  any.  to  the  fund.  A  for¬ 
mula  for  distributing  the  accumulated 
funds  among  the  participants  is  definite, 
for  example,  if  it  provides  for  a  distribu¬ 
tion  in  proportion  to  the  basic  compen¬ 
sation  of  each  participant.  A  stock 
bonus  plan  is  a  plan  established  and 
maintained  by  an  employer  to  provide 
benefits  similar  to  that  of  a  profit-shar¬ 
ing  plan  except  that  the  contributions 
by  the  employer  are  not  necessarily  de¬ 
pendent  upon  profits  and  the  benefits 
are  distributable  in  stock  of  the  em¬ 
ployer  company.  Such  a  plan,  with  re¬ 
spect  to  determining  and  distributing 
the  stock  of  the  employer  which  is  to 
be  shared  among  his  employees  or  their 
beneficiaries,  is  subject  to  the  same  re¬ 
quirements  as  in  the  case  of  a  profit¬ 


sharing  plan.  A  stock  bonus,  pension, 
or  profit-sharing  plan,  as  used  in  section 
165  (a),  does  not  include  any  plan  which 
is  primarily  a  dismissal  wage  plan. 

(3)  The  term  “plan”  implies  a  perma¬ 
nent  as  distinguished  from  a  temporary 
program.  While  the  employer  may  re¬ 
serve  the  right  to  change  or  terminate 
the  plan,  and  to  discontinue  contribu¬ 
tions  thereunder,  if  the  plan  is  aban¬ 
doned  for  any  cause  other  than  business 
necessity  within  a  few  years  after  it  has 
taken  effect,  this  will  be  evidence  that  the 
plan  from  its  inception  was  not  a  bona 
fide  program  for  the  exclusive  benefit  of 
employees  in  general.  Especially  will 
this  be  true  in  the  case  of  a  pension  plan 
under  w’hich  pensions  were  fully  funded 
for  the  highly  paid  employees  or  others 
in  favor  of  whom  discrimination  is  pro¬ 
hibited  under  section  165  (a),  and  which 
was  abandoned  soon  after  the  pensions 
for  such  favored  employees  had  been 
provided.  The  permanency  of  the  plan 
will  be  indicated  by  all  of  the  surround¬ 
ing  facts  and  circumstances,  including 
the  likelihood  of  the  employer’s  ability 
to  continue  contributions  as  provided 
under  the  plan.  In  the  event  a  plan  is 
abandoned,  the  employer  should  prompt¬ 
ly  notify  the  district  director  of  internal 
revenue  (Commissioner,  before  January 
1, 1954) ,  stating  the  circumstances  which 
led  to  the  discontinuance  of  the  plan. 

(4)  If  the  plan  is  so  designed  as  to 

amount  to  a  subterfuge  for  the  distribu¬ 
tion  of  profits  to  shareholders,  even  if 
other  employees  who  are  not  sharehold¬ 
ers  are  included  under  the  plan,  it  will 
not  qualify  as  a  plan  for  the  exclusive 
benefit  of  employees.  The  plan  must 
benefit  the  employees  in  general,  al¬ 
though  it  need  not  provide  benefits  for 
all  of  the  employees.  Among  the  em¬ 
ployees  to  be  benefited  may  be  persons 
who  are  officers  and  shareholders. 
However,  a  plan  is  not  for  the  exclusive 
benefit  of  employees  in  general  if  it  dis¬ 
criminates  either  in  eligibility  require¬ 
ments,  contributions,  or  benefits  by  any 
device  whatever  in  favor  of  employees 
who  are  officers,  shareholders,  persons 
whose  principal  duties  consist  in  super¬ 
vising  the  work  of  other  employees,  or 
the  highly  compensated  employees.  See 
section  165  (a)  (3),  (4),  and  (5). 

Neither  is  a  stock  bonus  or  profit-sharing 
plan  for  the  exclusive  benefit  of  em¬ 
ployees  in  general  if  the  funds  therein 
may  be  used  to  relieve  the  employer  from 
contributing  to  a  pension  plan  operating 
concurrently  and  covering  the  same  em¬ 
ployees.  All  of  the  surrounding  and  at¬ 
tendant  circumstances  and  the  details  of 
the  plan  will  be  indicative  of  whether  it 
is  a  bona  fide  stock  bonus,  pension,  or 
profit-sharing  plan  for  the  exclusive 
benefit  of  employees  in  general.  The 
law  is  concerned  not  so  much  with  the 
form  of  any  plan  as  it  is  with  its  effects  in 
operation.  For  example,  in  section  165 

(a)  (5)  the  law  specifies  certain  provi¬ 
sions,  which  of  themselves  are  not  dis¬ 
criminatory,  but  this  does  not  mean  that 
a  plan  containing  these  provisions  may 
not  be  discriminatory  in  actual  opera¬ 
tion. 

(5)  A  plan  is  for  the  exclusive  benefit 
of  employees  or  their  beneficiaries  even 


though  it  may  cover  former  employees 
as  wrell  as  present  employees  and  .em¬ 
ployees  who  are  temporarily  on  leave, 
as,  for  example,  in  the  military  or  naval 
forces.  A  plan  covering  only  former  em¬ 
ployees  may  qualify  under  section  165 
(a)  if  it  complies  with  the  provisions  of 
section  165  (a)  (3)  (B>,  with  respect  to 
coverage,  and  section  165  (a)  (4),  with 
respect  to  contributions  and  benefits,  as 
applied  to  all  of  the  former  employees. 
The  term  “beneficiaries”  of  an  employee 
within  the  meaning  of  section  165  in¬ 
cludes  the  estate  of  the  employee,  de¬ 
pendents  of  the  employee,  persons  who 
are  the  natural  objects  of  the  employee's 
bounty,  and  any  persons  designated  by 
the  employee  to  share  in  the  benefits  of 
the  plan  after  the  death  of  the  employee. 

(6)  No  specific  limitations  are  pro¬ 
vided  in  section  165  (a)  writh  respect  to 
investments  which  may  be  made  by  the 
trustees  of  a  trust  qualifying  under  sec¬ 
tion  165  (a).  The  contributions  may  be 
used  by  the  trustees  to  purchase  any  in¬ 
vestments  permitted  by  the  trust  agree¬ 
ment,  to  the  extent  allowed  by  local  law. 
Where,  however,  the  trust  funds  are 
invested  in  stock  or  securities  of  the 
employer,  full  disclosure  must  be  made 
of  the  reasons  for  such  arrangement  and 
of  the  conditions  under  which  such  in¬ 
vestments  are  made  in  order  that  a  de¬ 
termination  may  be  made  whether  the 
trust  serves  any  purpose  other  than  con¬ 
stituting  part  of  a  plan  for  the  exclusive 
benefit  of  employees. 

(b)  Portions  of  years;  affiliated  cor¬ 
porations.  An  exempt  status  must  be 
maintained  throughout  the  entire  tax¬ 
able  year  of  the  trust  in  order  for  the 
trust  to  obtain  any  exemption  for  such 
year.  But  see  section  165  (a)  (6)  and 
§  39.165-3.  A  trust  forming  part  of  a 
plan  of  affiliated  corporations  for  their 
employees  may  be  exempt  if  all  the  re¬ 
quirements  are  otherwise  satisfied. 

(c)  Proof  of  exemption.  Every  trust 
claiming  exemption  must  prove  its  right 
thereto  by  filing  with  the  district  director 
of  internal  revenue  for  the  internal  reve¬ 
nue  district  in  which  the  trust  is  located 
(Commissioner  if  filed  before  January  1, 
1954),  the  information  required  under 
§  39.23  (p)-2  in  order  to  show  that  the 
trust  forms  part  of  a  stock  bonus,  pen¬ 
sion,  or  profit-sharing  plan  of  an  em¬ 
ployer  for  the  exclusive  benefit  of  his 
employees  or  their  beneficiaries,  which 
plan  meets  the  requirements  of  section 
165  (a) .  Such  information  must  be  filed 
for  each  taxable  year  of  the  trust  with 
respect  to  which  this  section  is  appli¬ 
cable,  except  that,  where  the  information 
required  by  §  39.23  (p)-2  for  a  particular 
taxable  year  has  been  filed  by  the  em¬ 
ployer  and  he  so  notifies  the  trustee,  the 
trustee,  in  lieu  of  the  information  re¬ 
quired  under  §  39.23  <p)-2,  may  file  with 
the  district  director  (Commissioner  if 
filed  before  January  1,  1954)  the  follow¬ 
ing  information:  (1)  The  names  and  ad¬ 
dresses  of  the  parties  to  the  trust 
agreement  and  the  date  thereof;  (2)  the 
taxable  year  involved;  (3)  a  copy  of  the 
notification  from  the  employer  with  re¬ 
spect  to  the  filing  of  such  information; 
(4)  the  office  of  the  district  director  of 
internal  revenue  in  which  the  employer 
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files  his  returns;  and  (5)  a  request  for 
exemption  of  the  trust  under  section 
165  (a). 

§  39.165-2  Impossibility  of  diversion 
under  the  trust  instrument — (a)  In 
general.  Under  section  165  (a)  (2)  a 
trust  is  not  exempt  unless  under  the 
trust  instrument  it  is  impossible  (in  the 
taxable  year  and  at  any  time  thereafter 
prior  to  the  satisfaction  of  all  liabilities 
to  employees  or  their  beneficiaries  cov¬ 
ered  by  the  trust)  for  any  part  of  the 
trust  corpus  or  income  to  be  used  for,  or 
diverted  to,  purposes  other  than  for  the 
exclusive  benefit  of  such  employees  or 
their  beneficiaries.  As  used  in  section 
165  (a)  (2),  the  phrase  “if  under  the 
trust  instrument  it  is  impossible”  means 
that  the  trust  instrument  must  definite¬ 
ly  and  affirmatively  make  it  impossible 
for  the  nonexempt  diversion  or  use  to 
occur,  whether  by  operation  or  natural 
termination  of  the  trust,  by  power  of 
revocation  or  amendment,  by  the  hap¬ 
pening  of  a  contingency,  by  collateral 
arrangement,  or  by  any  other  means. 
It  is  not  essential  that  the  employer  re¬ 
linquish  all  power  to  modify  or  termi¬ 
nate  the  rights  of  certain  employees 
covered  by  the  trust,  but  it  must  be  im¬ 
possible  for  the  trust  funds  to  be  used 
or  diverted  for  purposes  other  than  for 
the  exclusive  benefit  of  his  employees  or 
their  beneficiaries.  As  used  in  section 
165  (a)  (2),  the  phrase  “purposes  other 
than  for  the  exclusive  benefit  of  his  em¬ 
ployees  or  their  beneficiaries”  includes 
all  objects  or  aims  not  solely  designed 
for  the  proper  satisfaction  of  all  liabili¬ 
ties  to  employees  or  their  beneficiaries 
covered  by  the  trust. 

<b>  Meaning  of  “liabilities" .  The  in¬ 
tent  and  purpose  in  section  165  (a)  (2) 
of  the  phrase  “prior  to  the  satisfaction  of 
all  liabilities  with  respect  to  employees 
and  their  beneficiaries  under  the  trust” 
is  to  permit  the  employer  to  reserve  the 
right  to  recover  at  the  termination  of 
the  trust,  and  only  at  such  termination, 
such  balance  in  the  trust  as  is  due  to 
erroneous  actuarial  computations  during 
the  previous  life  of  the  trust.  A  balance 
due  to  an  “erroneous  acturial  computa¬ 
tion”  is  the  surplus  arising  because 
actual  requirements  differ  from  the  ex¬ 
pected  requirements  based  upon  pre¬ 
vious  actuarial  valuations  of  liabilities 
or  determinations  of  costs  of  providing 
pension  benefits  under  the  plan  in  ac¬ 
cordance  with  reasonable  assumptions 
as  to  mortality,  interest,  etc.,  and  correct 
procedures  relating  to  the  method  of 
funding,  all  as  made  by  a  careful  person 
skilled  in  calculating  the  amounts  neces¬ 
sary  to  satisfy  pecuniary  obligations  of 
such  a  nature.  For  example,  a  trust  has 
accumulated  assets  of  $1,000,000  at  the 
time  of  liquidation,  determined  by 
acceptable  actuarial  procedures  using 
reasonable  assumptions  as  to  interest, 
mortality,  etc.,  as  being  necessary  to 
provide  the  benefits  in  accordance  with 
the  provisions  of  the  plan.  Upon  such 
liquidation  it  is  found  that  $950,000  will 
satisfy  all  of  the  liabilities  under  the 
plan.  The  surplus  of  $50,000  arises, 
therefore,  because  of  the  difference  be¬ 
tween  the  amounts  actuarially  deter¬ 
mined  and  the  amounts  actually  re¬ 


quired  to  satisfy  the  liabilities.  This 
$50,000,  therefore,  is  the  amount  which 
may  be  returned  to  the  employer  as  the 
result  of  an  erroneous  actuarial  com¬ 
putation.  If,  however,  the  surplus  of 
$50,000  had  been  accumulated  as  a  result 
of  a  change  in  the  benefit  provisions  or 
in  the  eligibility  requirements  of  the 
plan,  the  $50,000  could  not  revert  to  the 
employer  because  such  surplus  would  not 
be  the  result  of  an  erroneous  actuarial 
calculation.  The  term  “liabilities”  as 
used  in  section  165  (a)  (2)  includes  both 
fixed  and  contingent  obligations  to  em¬ 
ployees.  For  example,  if  1,000  employees 
are  covered  by  a  trust  forming  part  of 
a  pension  plan,  300  of  whom  have  satis¬ 
fied  all  the  requirements  for  a  monthly 
pension,  while  the  remaining  700  em¬ 
ployees  have  not  yet  completed  the 
required  period  of  service,  contingent 
obligations  to  such  700  employees  have 
nevertheless  arisen  which  constitute 
“liabilities”  within  the  meaning  of  that 
term.  It  must  be  impossible  for  the  em¬ 
ployer  (or  other  nonemployee)  to  re¬ 
cover  any  amounts  other  than  such 
amounts  as  remain  in  the  trust  because 
of  “erroneous  actuarial  computations” 
after  the  satisfaction  of  all  fixed  and 
contingent  obligations,  and  the  trust 
instrument  must  contain  a  definite 
affirmative  provision  to  that  effect, 
whether  the  obligations  to  employees 
have  their  source  in  the  trust  instrument 
itself,  in  the  plan  of  which  the  trust 
forms  a  part,  or  in  some  collateral  in¬ 
strument  or  arrangement  forming  a  part 
of  such  plan,  and  whether  such  obliga¬ 
tions  are,  technically  speaking,  liabilities 
of  the  employer,  of  the  trust,  or  of  some 
other  person  forming  a  part  of  the  plan 
or  connected  with  it. 

§  39.165-3  Requirements  as  to  cover¬ 
age.  (a)  (1)  In  order  to  insure  that 
stock  bonus,  pension,  and  profit-sharing 
plans  are  utilized  for  the  welfare  of  em¬ 
ployees  in  general,  and  to  prevent  the 
trust  device  from  being  used  for  the 
principal  benefit  of  shareholders,  officers, 
persons  whose  principal  duties  consist 
in  supervising  the  work  of  other  em¬ 
ployees,  or  highly  paid  employees,  or  as 
a  means  of  tax  avoidance,  a  trust  will 
not  be  exempt  unless  it  is  part  of  a  plan 
which  satisfies  the  coverage  requirements 
of  section  165  (a)  (3).  The  percentage 
requirements  in  section  165  (a)  (3)  (A) 
refer  to  a  percentage  of  all  the  active 
employees,  including  employees  tem¬ 
porarily  on  leave,  such  as  those  in  the 
armed  forces  of  the  United  States,  if 
such  employees  are  eligible  under  the 
plan. 

(2)  The  application  of  section  165  (a) 
(3)  (A)  may  be  illustrated  by  the  fol¬ 
lowing  example; 

Example.  An  employer  adopts  a  plan  at 
a  time  when  he  has  1,000  employees.  The 
plan  provides  that  all  full-time  employees 
who  have  been  in  the  employment  for  a 
period  of  two  years  and  have  reached  the 
age  of  30  shall  be  eligible  to  participate. 
The  plan  also  requires  the  participating  em¬ 
ployees  to  agree  to  contribute  3  percent  of 
their  monthly  pay.  At  the  time  the  plan 
is  made  effective  100  of  the  1,000  employees 
had  not  been  In  the  employment  for  a  period 
of  two  years.  Fifty  of  the  employees  were 
seasonal  employees  whose  customary  em¬ 


ployment  was  for  not  more  than  five  months 
in  any  calendar  year.  Twenty-five  of  the 
employees  were  part-time  employees  whose 
customary  employment  was  for  not  more 
than  20  hours  in  any  one  week.  One  hun¬ 
dred  and  fifty  of  the  full-time  employees 
who  had  been  employed  for  two  years  or 
more  had  not  yet  reached  age  30.  Section 
165  (a)  (3)  (A)  will  be  met  if  540  employees 
are  covered  by  the  plan,  as  shown  by  the 
following  computation: 


(1)  Total  employees  with  respect  to 
which  the  percentage  require¬ 
ments  are  applicable  (1.000 
minus  175  (100  plus  50  plus 

25)) - -  825 

(ii)  Employees  not  eligible  to  partici¬ 
pate  because  of  age  require¬ 
ments  _ 150 


(iii)  Total  employees  eligible  to  par¬ 

ticipate _ 675 

(iv)  Percentage  of  employees  in  item 

(i)  eligible  to  participate _ .  81-f- 

(v)  Minimum  number  of  participating 

employees  to  qualify  the  plan 
(80  percent  of  675) _ 540 


If  only  70  percent,  or  578,  of  the  825  em¬ 
ployees  satisfied  the  age  and  service  require¬ 
ments,  then  462  (80  percent  of  578)  partici¬ 
pating  employees  would  satisfy  the  percent¬ 
age  requirements. 

(b)  If  a  plan  fails  to  qualify  under  the 
percentage  requirements  of  section  165 
(a)  (3)  (A),  it  may  still  qualify  under 
section  165  (a)  (3)  (B)  provided  always 
that  (as  required  by  section  165  (a)  (3) 
and  (4) )  the  plan’s  eligibility  conditions, 
benefits,  and  contributions  do  not  dis¬ 
criminate  in  favor  of  employees  who  are 
officers,  shareholders,  persons  whose 
principal  duties  consist  in  supervising 
the  work  of  other  employees,  or  the 
highly  compensated  employees. 

(c)  Section  165  (a)  (5)  sets  out  cer¬ 
tain  classifications  that  will  not  in  them¬ 
selves  be  considered  discriminatory. 
However,  those  so  designated  are  not  in¬ 
tended  to  be  exclusive.  Thus,  plans  may 
qualify  under  section  165  (a)  (3)  (B) 
which  are  limited  to  employees  who  have 
reached  a  designated  age  or  have  been  in 
the  employment  for  a  designated  number 
of  years  or  are  employed  in  certain  desig¬ 
nated  departments  or  are  in  other 
classifications :  Provided,  That  the  effect 
of  covering  only  such  employees  is  not 
to  discriminate  in  favor  of  officers, 
shareholders,  employees  whose  principal 
duties  consist  in  supervising  the  work  of 
other  employees,  or  highly  compensated 
employees.  For  example,  if  there  are 
1,000  employees,  and  the  plan  is  written 
for  only  salaried  employees,  and  conse¬ 
quently  only  500  employees  are  covered, 
that  fact  alone  will  not  justify  the  con¬ 
clusion  that  the  plan  does  not  meet  the 
coverage  requirements  of  section  165  (a) 
(3)  (B>,  provided  the  classification  as 
established  does  not  discriminate  in 
favor  of  shareholders,  officers,  employees 
whose  principal  duties  consist  in  super¬ 
vising  the  work  of  other  employees,  and 
the  highly  paid  employees.  If  a  con¬ 
tributory  plan  is  offered  to  all  of  the 
employees,  but  the  requirement  of  con¬ 
tribution  by  the  employee  participants 
is  so  burdensome  as  to  make  the  plan 
acceptable  only  to  the  highly  paid  em¬ 
ployees,  the  classification  will  be  consid¬ 
ered  discriminatory  in  favor  of  such 
highly  paid  employees. 
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Saturday,  September  26,  1953 

(d)  Section  165  (a)  (5)  contains  a 
provision  to  the  effect  that  a  classifica¬ 
tion  shall  not  be  considered  discrimina¬ 
tory  within  the  meaning  of  section  165 

(a)  (3)  (B)  merely  because  there  are 
excluded  from  the  plan  employees  the 
whole  of  whose  annual  remuneration 
constitutes  wages  under  section  1426  (a) 
(1)  (for  purposes  of  the  Federal  Insur¬ 
ance  Contributions  Act).  This  provi¬ 
sion,  in  conjunction  with  section  165  (a) 
(3)  (B),  is  intended  to  permit  the  quali¬ 
fication  of  plans  which  supplement  the 
social  security  program.  A  classification 
which  excludes  all  employees  the  whole 
of  whose  remunerations  constitutes 
wages  under  section  1426  (a)  (1),  or  a 
classification  including  such  employees 
in  a  plan  under  which  the  contributions 
or  benefits  based  on  that  part  of  an  em¬ 
ployee’s  remuneration  which  is  excluded 
from  wages  under  section  1426  (a)  (1) 
differs  from  the  contributions  or  benefits 
based  on  the  employee’s  remuneration 
not  so  excluded,  will  not  be  a  discrimina¬ 
tory  classification  merely  because  of  such 
exclusion  or  difference.  How’ever,  in 
making  his  determination  with  respect 
to  discrimination  in  classification  under 
section  165  (a)  (3)  <B),  the  Commis¬ 
sioner  will  consider  whether  the  total 
benefits  resulting  to  each  employee  un¬ 
der  the  plan  and  under  the  Social  Se¬ 
curity  Act,  or  under  the  Social  Security 
Act  only,  establish  an  integrated  and 
correlated  retirement  system  satisfying 
the  tests  of  section  165  (a).  Thus,  a 
classification  of  employees  under  any 
plan  which  results  in  relatively  or  pro¬ 
portionately  greater  benefits  for  em¬ 
ployees  earning  above  any  specified 
salary  amount  or  rate  than  for  those 
below  such  salary  amount  or  rate  may  be 
found  to  be  discriminatory  within  the 
meaning  of  section  165  (a)  (3)  <B)  un¬ 
less  such  relative  or  proportionate  dif¬ 
ferences  in  benefits  as  between  em¬ 
ployees  resulting  from  such  classification 
are  approximately  offset  by  the  retire¬ 
ment  benefits  provided  by  the  Social  Se¬ 
curity  Act.  For  this  purpose  the  total 
Social  Security  Act  benefits  of  an  em¬ 
ployee,  in  view  of  the  supplementary 
benefits  provided  by  such  law,  may  be 
considered  as  150  percent  of  the  primary 
insurance  benefit  provided  thereby.  A 
plan  supplementing  the  Social  Security 
Act  and  excluding  employees  the  whole 
of  whose  annual  remuneration  consti¬ 
tutes  wages  under  section  1426  (a)  (1) 
will  not,  however,  be  deemed  discrimina¬ 
tory  merely  because  for  administrative 
convenience,  it  provides  a  reasonable 
minimum  benefit  not  to  exceed  $20  a 
month.  Similar  considerations,  to  the 
extent  applicable  in  any  case,  will  govern 
classifications  under  plans  supplement¬ 
ing  the  benefits  provided  by  other  Fed¬ 
eral  or  State  law’s.  See  section  165 
(a)  (5). 

(e)  An  employer  may  designate  sev¬ 
eral  trusts  or  a  trust  or  trusts  and  an 
annuity  plan  or  plans  as  constituting  one 
Plan  which  is  intended  to  qualify  under 
section  165  (a)  (3),  in  which  case  all  of 
such  trusts  and  plans  taken  as  a  whole 
may  meet  the  requirements  of  such  sec- 
tion.  The  fact  that  such  combination  of 
trusts  and  plans  fails  to  qualify  as  one 
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plan  does  not  prevent  such  of  the  trusts 
and  plans  as  qualify  from  meeting  the 
requirements  of  section  165  (a). 

(f)  It  is  provided  in  section  165  (a) 
(6)  that  a  plan  will  satisfy  the  require¬ 
ments  of  section  165  (a)  (3),  if  on  at 
least  one  day  in  each  quarter  of  the  tax¬ 
able  year  of  the  plan  it  satisfies  such 
requirements.  This  makes  it  possible 
for  a  new  plan  requiring  contributions 
from  employees  to  qualify  if  by  the  end 
of  the  quarter-year  in  which  the  plan  is 
adopted  it  secures  sufficient  contributing 
participants  to  meet  the  requirements  of 
section  165  (a)  (3).  It  also  affords  a 
period  of  time  in  which  new  participants 
may  be  secured  to  replace  former  partic¬ 
ipants,  so  as  to  meet  the  requirements  of 
either  subparagraph  (A)  or  (B)  of  sec¬ 
tion  165  (a)  (3). 

§  39.165-4  Discrimination  as  to  con¬ 
tributions  or  benefits,  (a)  To  be  exempt 
under  section  165  (a)  a  trust  must  not 
only  meet  the  coverage  requirements  of 
section  165  (a)  (3),  but,  as  provided  in 
section  165  (a)  (4),  it  must  also  be  part 
of  a  plan  under  which  there  is  no  dis¬ 
crimination  in  contributions  or  benefits 
in  favor  of  officers,  shareholders,  employ¬ 
ees  whose  principal  duties  consist  in 
supervising  the  work  of  other  employees, 
or  highly  compensated  employees  as 
against  other  employees  whether  within 
or  without  the  plan.  Funds  in  a  stock 
bonus  or  profit-sharing  plan  arising 
from  forfeitures  on  termination  of  serv¬ 
ice,  or  other  reason,  must  not  be  allo¬ 
cated  to  the  remaining  participants  in 
such  a  manner  as  will  effect  the  prohib¬ 
ited  discrimination.  With  respect  to 
forfeitures  in  a  pension  plan,  see 
§  39.165-1  (a).  Section  165  (a)  (5)  sets 
out  certain  provisions  which  will  not  in 
and  of  themselves  be  discriminatory 
within  the  meaning  of  section  165  (a)  (3) 
or  (4).  See  §  39.165-3.  Thus,  a  plan 
will  not  be  considered  discriminatory 
merely  because  the  contributions  or 
benefits  bear  a  uniform  relationship  to 
total  compensation,  or  to  the  basic  or 
regular  rate  of  compensation,  or  merely 
because  the  contributions  or  benefits 
based  on  that  part  of  the  annual  com¬ 
pensation  of  employees  subject  to  the 
Federal  Insurance  Contributions  Act 
differ  from  the  contributions  or  benefits 
based  on  the  excess  of  such  annual  com¬ 
pensation  over  such  part.  The  excep¬ 
tions  specified  in  section  165  (a)  (5)  are 
not  an  exclusive  enumeration,  but  a  re¬ 
cital  of  provisions  frequently  encountered 
which  will  not  of  themselves  constitute 
forbidden  discrimination  in  contribu¬ 
tions  or  benefits.  Variations  in  contri¬ 
butions  or  benefits  may  be  provided  so 
long  as  the  plan,  viewed  as  a  whole  for 
the  benefit  of  employees  in  general,  with 
all  its  attendant  circumstances,  does  not 
discriminate  in  favor  of  employees 
within  the  enumerations  with  respect 
to  which  discrimination  is  prohibited. 
Thus,  benefits  in  a  stock  bonus  or  profit- 
sharing  plan  which  vary  by  reason  of  a 
distribution  formula  which  takes  into 
consideration  years  of  service,  or  other 
factors,  are  not  prohibited  unless  they 
discriminate  in  favor  of  such  employees. 

(b)  A  plan  which  excludes  employees, 
the  whole  of  whose  remuneration  con- 
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stitutes  w’ages  under  section  1426  (a)  (1) 
(relating  to  the  Federal  Insurance  Con¬ 
tributions  Act),  or  a  plan  in  which  the 
contributions  or  benefits  based  on  that 
part  of  an  employee’s  remuneration 
which  is  excluded  from  wages  under 
such  law  differs  from  contributions  or 
benefits  based  on  the  employee’s  re¬ 
muneration  not  so  excluded,  or  a  plan 
in  which  the  contributions  or  benefits 
differ  because  of  any  retirement  benefit 
created  under  State  or  Federal  law,  will 
not  be  discriminatory  because  of  such 
exclusion  or  difference,  provided  the 
total  benefits  resulting  under  the  plan 
and  under  such  law  establish  an  in¬ 
tegrated  and  correlated  retirement  sys¬ 
tem  satisfying  the  tests  of  section  165 
(a). 

(c)  Although  a  plan  may  provide  for 
termination  at  will  by  the  employer,  this 
will  not  of  itself  prevent  a  trust  from 
qualifying  as  exempt  under  section  165 
(a).  However,  in  certain  cases  that 
fact  may  necessitate  some  provision  in 
the  plan  which  will  preclude  such  ter¬ 
mination  from  effecting  the  prohibited 
discriminations.  This  may  occur  where, 
for  example,  certain  officers  or  highly 
compensated  employees  are  at  the  in¬ 
ception  of  the  plan  within  a  few  years 
of  retirement  age  and  the  operation  of 
the  plan  will  fund  and  vest  their  benefits 
in  a  short  period,  thus  resulting  in  such 
discrimination  in  favor  of  such  officers 
or  highly  compensated  employees. 

§  39.165-5  Period  for  which  require¬ 
ments  of  section  165  (a)  (3),  (4),  (5), 
and  (6)  are  applicable.  A  pension,  profit- 
sharing,  stock  bonus  or  annuity  plan 
shall  be  considered  as  satisfying  the  re¬ 
quirements  of  section  165  (a)  (3),  (4), 
(5),  and  (6)  for  the  period  beginning 
with  the  date  on  which  it  was  put  into 
effect  and  ending  with  the  15th  day  of 
the  third  month  following  the  close  of  the 
taxable  year  of  the  employer  in  which 
the  plan  was  put  into  effect,  if  all  the 
provisions  of  the  plan  which  are  neces¬ 
sary  to  satisfy  such  requirements  are  in 
effect  by  the  end  of  such  period  and  have 
been  made  effective  for  all  purposes 
with  respect  to  the  whole  of  such  period. 
Thus,  if  an  employer  in  1952  adopts  such 
a  plan  as  of  January  1,  1952,  and  makes 
a  return  on  the  basis  of  the  calendar 
year,  he  will  have  until  March  15. 1953,  to 
amend  his  plan  so  as  to  make  it  satisfy 
the  requirements  of  section  165  (a)  (3), 
(4),  (5),  and  (6)  for  the  calendar  year 
1952  provided  that  by  March  15,  1953, 
all  provisions  of  such  plan  necessary  to 
satisfy  such  requirements  are  in  effect 
and  have  been  made  retroactive  for  all 
purposes  to  January  1,  1952,  the  effective 
date  of  the  plan.  If  an  employer  is  on  a 
fiscal  year  basis,  for  example,  April  1  to 
March  31,  and  in  1952  adopts  such  a  plan 
effective  as  of  April  1,  1952,  he  will  have 
until  June  15,  1953,  to  amend  his  plan 
so  as  to  make  it  satisfy  the  requirements 
of  section  165  (a)  (3),  (4),  (5),  and  (6) 
for  the  fiscal  year  beginning  April  1, 1952, 
and  ending  March  31,  1953:  Provided, 
That  by  June  15,  1953,  all  provisions  of 
such  plan  necessary  to  satisfy  such  re¬ 
quirements  are  in  effect  and  have  been 
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made  retroactive  for  all  purposes  to  April 
1,  1952,  the  effective  date  of  the  plan. 

§  39.165-6  Taxability  of  beneficiary 
under  a  trust  which  meets  the  require¬ 
ments  of  section  165  (a) — (a)  In  gen¬ 
eral.  <1)  Section  165  (b).  (c),  and  (d) 
relates  to  the  taxation  of  the  beneficiary 
of  an  employees’  trust.  If  an  employer 
makes  a  contribution  for  the  benefit  of 
an  employee  to  a  trust  for  the  taxable 
year  of  the  employer  which  ends  within 
or  with  a  taxable  year  of  the  trust  for 
which  the  trust  is  exempt  under  section 
165  (a),  the  employee  is  not  required  to 
include  such  contribution  in  his  income 
except  in  the  year  or  years  in  which 
such  contribution  is  distributed  or 
made  available  to  him.  For  rules  pro¬ 
viding  for  exclusion  from  income  in  the 
year  of  distribution  of  amounts  repre¬ 
senting  unrealized  appreciation  in  the 
value  of  securities  of  the  employer  cor¬ 
poration,  see  paragraph  <b)  of  this  sec¬ 
tion.  It  is  immaterial  in  the  case  of 
contributions  to  an  exempt  trust  whether 
the  employee’s  rights  in  the  contribu¬ 
tions  to  the  trust  are  forfeitable  or  non¬ 
forfeitable  either  at  the  time  the 
contribution  is  made  to  the  trust  or 
thereafter.  The  distribution  from  such 
an  exempt  trust  when  received  or  made 
available  will  be  taxable  to  him  as  if 
it  were  an  annuity  to  the  extent  provided 
in  section  22  (b)  (2).  The  provisions  of 
section  165  (b)  relate  only  to  distribu¬ 
tions  by  a  trust  which  is  exempt  under 
section  165  (a)  for  the  taxable  year  of 
the  trust  in  which  the  distribution  is 
made.  If  a  trust  is  exempt  for  the  tax¬ 
able  year  in  which  the  distribution 
occurs,  but  was  not  so  exempt  for  one 
or  more  prior  taxable  years,  the  amount 
of  any  such  taxable  distribution  may  be 
reduced  by  the  part  thereof  shown  to 
the  satisfaction  of  the  Commissioner 
to  be  properly  allocable  to  employer’s 
contributions  or  earnings  of  the  trust 
previously  accounted  for  as  taxable  in¬ 
come  by  the  employee  or  to  earnings 
of  the  trust  previously  accounted  for  as 
taxable  income  by  the  trust.  Where  the 
distribution  occurs  in  a  taxable  year  of 
the  trust  for  which  it  is  not  exempt 
under  section  165  (a),  the  taxability  of 
such  distribution  will  depend  on  the  tax¬ 
able  status  of  the  trust  under  other  pro¬ 
visions  of  the  Internal  Revenue  Code  at 
the  time  of  the  distribution.  If  such 
trust  was  not  exempt  for  one  or  more 
prior  taxable  years,  the  adjustments 
outlined  above  may  be  made  in  connec¬ 
tion  with  any  distribution. 

(2 )  If  a  trust  exempt  under  section  165 

(a)  purchases  an  annuity  contract  for 
an  employee  and  distributes  it  to  the  em¬ 
ployee  in  a  year  for  which  the  trust  is 
exempt,  the  contract  containing  a  cash 
surrender  value  which  may  be  available 
to  an  employee  by  surrendering  the  con¬ 
tract,  such  cash  surrender  value  will  not 
be  considered  income  to  the  employee 
unless  and  until  the  contract  is  sur¬ 
rendered. 

(3)  (i)  Except  as  provided  in  §39.22 

(b)  (2) -2,  if  pension  or  annuity  pay¬ 
ments  are  continued  after  the  death  of  a 
retired  employee  to  his  beneficiary,  such 
beneficiary  will  be  required  to  include 


such  pension  or  annuity  payments  in  in¬ 
come  to  the  same  extent  that  the  de¬ 
ceased  employee  would  have  been  re¬ 
quired  to  include  such  payments  in  in¬ 
come  had  he  lived  to  receive  such  pay¬ 
ments.  See  also  section  126  (a) .  If  the 
trust  purchases  under  the  plan  retire¬ 
ment  income  insurance  with  life  insur¬ 
ance  protection  payable  upon  the  death 
of  the  employee  participants,  so  much  of 
the  premiums  as  was  paid  from  the  con- 
tx*ibutions  of  the  employer  or  earnings 
thereon  for  such  life  insurance  pro¬ 
tection  will  constitute  income  to  the 
employee  for  the  year  or  years  in  which 
the  contributions  or  earnings  are  applied 
to  the  purchase  of  such  life  insurance. 
If  the  amount  payable  upon  death  at  any 
time  during  the  year  exceeds  the  cash 
value  (or  if  no  cash  value,  then  the  re¬ 
serve)  of  the  insurance  policy  at  the  end 
of  the  year,  the  entire  amount  of  such 
excess  will  be  considered  current  life  in¬ 
surance  protection.  The  cost  of  such  in¬ 
surance  will  be  considered  to  be  the  1- 
year  term  premium  for  such  amount 
based  upon  the  rates  of  the  company  is¬ 
suing  the  annuity  contract  (or  if  no 
1-year  term  policy  is  issued,  the  cost  of 
such  1-year  term  computed  by  using  the 
same  mortality  table  and  rate  of  interest 
and  rate  of  loading  as  was  used  in  deter¬ 
mining  the  rates  for  the  annuity  con¬ 
tract). 

(ii)  The  determination  of  the  cost  of 
life  insurance  protection  may  be  illus¬ 
trated  by  the  following  example: 

Example.  A  policy  is  purchased  by  an 
employer  for  an  employee  35  years  of  age, 
providing  an  annuity  of  $100  per  month 
upon  retirement  at  age  65,  with  a  minimum 
death  benefit  of  $10,000.  The  level  annual 
premium  for  the  policy  is  $436.40.  The  in¬ 
surance  payable  if  death  occurred  in  the  first 
year  would  be  $10,000.  The  cash  value  at  the 
end  of  the  first  year  is  0.  The  net  Insurance 
is  therefore  $10,000  minus  0,  or  $10,000.  As¬ 
suming  that  the  1-year  term  premium  for 
the  same  insurance  company  is  $12.15  per 
$1,000,  the  premium  for  $10,000  of  life  insur¬ 
ance  is  therefore  $121.50,  and  this  is  the 
amount  to  be  reported  as  income  by  the 
employee  for  the  year.  The  balance  of 
$314.90  is  the  amount  contributed  for  the 
annuity,  which  is  not  taxable  to  the  em¬ 
ployee  under  a  plan  meeting  the  require¬ 
ments  of  section  165  (a),  except  as  provided 
under  section  165  (b).  Assuming  that  the 
cash  value  at  the  end  of  the  second  year  is 
$480,  the  net  insurance  would  then  be  $9,520 
for  the  second  year.  With  a  1-year  term 
rate  of  $12.33  (age  36),  the  amount  to  be 
reported  as  income  to  the  employee  would 
be  $117.38.  Any  amounts  paid  under  an 
annuity  contract  as  a  death  benefit,  not  in 
the  nature  of  life  insurance,  shall  be  in¬ 
cluded  in  the  income  of  the  beneficiary  when 
received,  and  is  not  excluded  from  income 
under  section  22  (b)  (1). 

(4)  If  the  total  distributions  payable 
with  respect  to  any  employee  under  a 
trust  that  in  the  year  of  distribution 
is  exempt  under  section  165  (a)  are  paid 
to  the  distributee  within  one  taxable  year 
of  the  distributee  on  account  of  the  em¬ 
ployee’s  separation  from  the  service,  the 
amount  of  such  distribution,  to  the  ex¬ 
tent  it  exceeds  the  amount  contributed 
by  the  employee,  shall  be  considered  a 
gain  from  the  sale  or  exchange  of  a 
capital  asset  held  for  more  than  six 
months.  For  example,  if,  under  a  profit- 


sharing  trust,  the  total  distributions  to 
which  an  employee  is  entitled  are  paid, 
in  a  taxable  year  of  the  trust  for  which 
it  is  exempt,  to  the  employee  in  the  year 
in  which  he  retires  or  severs  his  con¬ 
nection  with  his  employer,  or  to  his 
widow  if  he  dies  during  the  course  of 
his  employment,  the  amount  received  by 
the  employee  or  widow  to  the  extent  it 
exceeds  the  employee’s  contributions  will 
be  considered  a  gain  from  the  sale  or 
exchange  of  a  capital  asset  held  for  more 
than  six  months,  to  be  treated  as  pro¬ 
vided  in  section  117  (b).  See,  however, 
paragraph  (b)  of  this  section  for  rules 
relating  to  exclusion  from  such  excess 
of  amounts  representing  net  unrealized 
appreciation  in  the  value  of  securities 
of  the  employer  corporation.  As  to 
adjustments  if  the  trust  was  not  exempt 
for  one  or  more  taxable  years  prior  to 
the  year  of  distribution,  see  paragraph 
(a)  (1)  of  this  section. 

(5)  See  also  §  39.22  (b)  ( 1 )  —2  as  to 
the  limited  exclusion  from  income  of 
death  benefits  made  by  or  on  behalf  of 
an  employer  in  pursuance  of  an  express 
contract  and  paid  by  reason  of  the  death 
of  an  employee. 

(b)  Distributions  including  securities 
of  the  employer  corporation — (1)  In 
general,  (i)  If  a  trust  exempt  under  sec¬ 
tion  165  (a)  makes  a  distribution  to  a  dis¬ 
tributee,  and  such  distribution  includes 
securities  of  the  employer  corporation, 
there  shall  be  excluded  for  purposes  of 
computing  the  amount  of  such  distribu¬ 
tion  includible  in  the  distributee’s  in¬ 
come  in  the  year  of  distribution  net  un¬ 
realized  appreciation  in  such  securities 
to  the  following  extent: 

(a)  If  the  distribution  constitutes  a 
total  distribution  to  which  the  rules  of 
paragraph  (a)  (4)  of  this  section  are 
applicable,  the  amount  to  be  excluded 
is  the  entire  net  unrealized  appreciation 
attributable  to  that  part  of  the  total  dis¬ 
tribution  which  consists  of  securities  of 
the  employer  corporation:  and 

(b)  If  the  distribution  is  other  than 
a  total  distribution  to  which  paragraph 
(a)  (4)  of  this  section  is  applicable,  the 
amount  to  be  excluded  is  that  portion 
of  the  net  unrealized  appreciation  in  the 
securities  of  the  employer  corporation 
which  is  attributable  to  the  amount  con¬ 
sidered  to  be  contributed  by  the  em¬ 
ployee  to  the  purchase  of  such  securities. 

The  amount  of  net  unrealized  apprecia*  I 
tion  which  is  excludible  under  the  rules 
of  subdivisions  (i)  and  (ii)  of  this  sub- 
paragraph  shall  not  be  included  in  the 
basis  of  the  securities  in  the  hands  of 
the  distributee  at  the  time  of  distribu- 
tion  for  purposes  of  determining  gain 
or  loss  on  subsequent  disposition.  In  the 
case  of  a  total  distribution  the  amount  of 
net  unrealized  appreciation  which  is  not 
included  in  the  basis  of  the  securities  in 
the  hands  of  the  distributee  at  the  time  of 
distribution  shall  be  considered  to  the  ex¬ 
tent  realized  in  a  subsequent  taxable 
transaction  as  a  gain  from  the  sale  or  ex¬ 
change  of  a  capital  asset  held  for  more 
than  six  months.  However,  if  the  net 
gain  realized  by  the  distributee  exceed-' 
the  amount  of  the  net  unrealized  appre¬ 
ciation,  such  excess  shall  constitute  3  I 
long-term  or  short-term  capital  gain  de- 
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pending  upon  the  holding  period  of  the 
securities  in  the  hands  of  the  distributee. 

(ii>  For  purposes  of  section  165  (b)  and 
of  this  section,  the  term  “securities” 
means  only  shares  of  stock  and  bonds  or 
debentures  issued  by  a  corporation  with 
interest  coupons  or  in  registered  form, 
and  the  term  "securities  of  the  employer 
corporation”  includes  securities  of  a  par¬ 
ent  or  subsidiary  corporation  (as  defined 
in  section  130A  (d)  (2)  and  (3),  relating 
to  employee  stock  options)  of  the  em¬ 
ployer  corporation. 

(2)  Determination  of  net  unrealized 
appreciation,  (i)  The  amount  of  net 
unrealized  appreciation  in  securities  of 
the  employer  corporation  which  are  dis¬ 
tributed  by  the  trust  is  to  be  determined 
by  reference  to  the  cost  or  other  basis  to 
the  trust  of  such  securities  and  by  refer¬ 
ence  to  the  market  value  of  such  securi¬ 
ties  at  the  time  of  distribution.  Thus, 
if  a  distribution  consists  in  part  of  se¬ 
curities  which  have  appreciated  in  value 
and  ;n  part  of  securities  which  have  de¬ 
preciated  in  value,  the  net  unrealized 
appreciation  shall  be  considered  to  con¬ 
sist  of  the  net  increase  in  value  of  all  of 
the  securities  included  in  the  distribu¬ 
tion.  For  this  purpose,  two  or  more  dis¬ 
tributions  made  by  a  trust  to  a  distribu¬ 
tee  in  a  single  taxable  year  of  the  dis¬ 
tributee  shall  be  treated  as  a  single 
distribution. 

(ii)  The  determination  of  the  cost  or 
other  basis  to  the  trust  of  a  distributed 
security  of  the  employer  corporation,  for 
purposes  of  determining  net  unrealized 
appreciation  thereon,  shall  be  made  in 
accordance  with  whichever  of  the  follow¬ 
ing  rules  is  applicable: 

(а)  If  a  security  was,  at  the  time  of 
purchase  by,  or  contribution  to.  the  trust, 
earmarked  for  the  account  of  a  partic- 
uler  employee  so  that  the  cost  or  other 
basis  of  such  security  to  the  trust  is  re¬ 
flected  in  the  account  of  such  employee, 
such  cost  or  other  basis  shall  be  used. 

(б)  If  as  of  the  close  of  each  taxable 
year  of  the  trust  (or  other  specified  pe¬ 
riod  of  time  not  in  excess  of  12  consecu¬ 
tive  calendar  months)  the  trust  allocates 
among  the  accounts  of  participating  em¬ 
ployees  all  securities  acquired  by  the 
trust  during  the  period  (exclusive  of 
securities  unallocated  under  a  plan  pro¬ 
viding  for  allocation  in  whole  shares 
only ) ,  the  cost  or  other  basis  to  the  trust 
of  any  securities  allocated  as  of  the  close 
of  a  particular  allocation  period  shall  be 
the  average  cost  or  other  basis  to  the 
trust  of  all  securities  of  the  same  type 
which  were  purchased  or  otherwise  ac¬ 
quired  by  the  trust  during  such  allocation 
period.  For  purposes  of  determining  the 
average  cost  to  the  trust  of  securities  in¬ 
cluded  in  a  subsequent  allocation,  the 
actual  cost  to  the  trust  of  the  securities 
unallocated  as  of  the  close  of  a  prior  al- 

I  location  period  shall  be  deemed  to  be  the 
average  cost  or  other  basis  to  the  trust  of 
securities  of  the  same  type  allocated  as  of 
the  close  of  such  prior  allocation  period. 

<c)  In  a  case  where  neither  (a)  nor 
(b)  is  applicable,  if  the  trust  fund,  or  a 
specified  portion  thereof,  is  invested  ex¬ 
clusively  in  one  particular  type  of  secu¬ 
rity  of  the  employer  corporation,  and  if 
during  the  period  the  distributee  par¬ 


ticipated  in  the  plan  none  of  such  securi¬ 
ties  has  been  sold  except  for  the  purpose 
of  paying  benefits  under  the  trust  or  for 
the  purpose  of  enabling  the  trustee  to 
obtain  funds  with  which  to  exercise 
rights  which  have  accrued  to  the  trust, 
the  cost  or  other  basis  to  the  trust  of  all 
securities  distributed  to  such  distributee 
shall  be  the  total  amount  credited  to  the 
account  of  such  distributee  (or  such  por¬ 
tion  thereof  as  was  available  for  invest¬ 
ment  in  such  securities)  reduced  by  the 
amount  available  for  investment  but  un¬ 
invested  on  the  date  of  distribution.  If 
at  the  time  of  distribution  to  a  particular 
distributee  a  portion  of  the  amount  cred¬ 
ited  to  his  account  is  forfeited,  apppro- 
priate  adjustment  shall  be  made  with  re¬ 
spect  thereto  in  determining  the  cost  or 
other  basis  to  the  trust  of  the  securities 
distributed. 

(d)  ( 1 )  In  all  other  cases,  there  shall 
be  used  the  average  cost  (or  other  basis) 
to  the  trust  of  all  securities  of  the  em¬ 
ployer  corporation  of  the  type  distrib¬ 
uted  to  the  distributee  which  the  trust 
has  on  hand  at  the  time  of  the  dis¬ 
tribution,  or  which  the  trust  had  on 
hand  on  a  specified  inventory  date  which 
date  does  not  precede  the  date  of  dis¬ 
tribution  by  more  than  twelve  calendar 
months.  If  a  distribution  includes  se¬ 
curities  of  the  employer  corporation  of 
more  than  one  type,  the  average  cost  (or 
other  basis)  to  the  trust  of  each  type  of 
security  distributed  shall  be  determined. 
The  average  cost  to  the  trust  of  securi¬ 
ties  of  the  employer  corporation  on  hand 
on  a  specified  inventory  date  (or  on  hand 
at  the  time  of  distribution)  shall  be  com¬ 
puted  on  the  basis  of  their  actual  cost, 
considering  the  securities  most  recently 
purchased  to  be  those  on  hand,  or  by 
means  of  a  moving  average  calculated  by 
subtracting  from  the  total  cost  of  securi¬ 
ties  on  hand  immediately  preceding  a 
particular  sale  or  distribution  an  amount 
computed  by  multiplying  the  number  of 
securities  sold  or  distributed  by  the  aver¬ 
age  cost  of  all  securities  on  hand  preced¬ 
ing  such  sale  or  distribution. 

(2)  These  methods  of  computing  aver¬ 
age  cost  may  be  illustrated  by  the  follow¬ 
ing  examples: 

Example  (1).  A,  a  distributee  who  makes 
his  income  tax  returns  on  the  basis  of  a  cal¬ 
endar  year,  receives  on  August  1,  1952,  in  a 
total  distribution,  to  which  paragraph  (a) 
(4)  of  this  section  is  applicable,  ten  shares 
of  class  D  stock  of  the  employer  corporation. 
On  July  1,  1952  (the  specified  inventory  date 
of  the  trust)  the  trust  had  on  hand  80  shares 
of  class  D  stock.  The  average  cost  of  the 
10  shares  distributed,  on  the  basis  of  the 
actual  cost  method,  is  $100  computed  as 
follows: 


Shares  Purchase  date 

% 

Cost  per 
share 

Total  cost 

20  Juno  24,  1952 

$101 

$2, 020 

40  Jan.  10, 1951 

102 

4,080 

20  Oct.  20,1950 

95 

1,900 

80 

8,000 

Example  (2).  B.  a  distributee  who  makes 
his  income  tax  returns  on  the  basis  of  a  cal¬ 
endar  year,  receives  on  October  30,  1952,  in 
a  total  distribution,  to  which  paragraph 
(a)  (4)  of  this  section  is  applicable,  20  shares 


of  class  E  stock  of  the  employer  corporation. 
The  specified  inventory  date  of  the  trust  is 
the  last  day  of  each  calendar  year.  The 
trust  had  on  hand  on  December  31,  1950, 
1,000  shares  of  class  E  stock  of  the  employer 
corporation.  During  the  calendar  year  1951 
the  trust  distributed  to  four  distributees  a 
total  of  100  shares  of  such  stock  and  ac¬ 
quired.  through  a  number  of  purchases,  a 
total  of  120  shares.  The  average  cost  of  the 
20  shares  distributed  to  B,  on  the  basis  of  the 
moving  average  method,  is  $52  computed  as 
follows : 


Shares 

Total 

cost 

Average 

cost 

On  hand  December  31 . 1950 

1,000 

$50,000 

$50 

Distributed  during  1951  at 
average  cost  of  $50 . 

100 

5,000 

Purchased  during  1951 . 

900 

120 

45,  ono 
8, 040 

On  hand  December  31, 1951 

1,020 

53, 040 

52 

(3)  Unrealized  appreciation  attribut¬ 
able  to  employee  contributions.  In  any 
case  in  which  it  is  necessary  to  deter¬ 
mine  the  amount  of  net  unrealized  ap¬ 
preciation  in  securities  of  the  employer 
corporation  which  is  attributable  to 
contributions  made  by  an  employee: 

(i)  The  cost  or  other  basis  of  the 
securities  to  the  trust  and  the  amount  of 
net  unrealized  appreciation  shall  first  be 
determined  in  accordance  with  the  rules 
in  paragraph  (b)  (2)  of  this  section; 

(ii)  The  amount  contributed  by  the 
employee  to  the  purchase  of  the  securi¬ 
ties  shall  be  solely  the  portion  of  his 
actual  contributions  to  the  trust  properly 
allocable  to  such  securities,  and  shall  not 
include  any  part  of  the  increment  in 
the  trust  fund  expended  in  the  purchase 
of  the  securities; 

(iii)  The  amount  of  net  unrealized  ap¬ 
preciation  in  the  securities  distributed 
which  is  attributable  to  the  contributions 
of  the  employee  shall  be  that  proportion 
of  the  net  unrealized  appreciation  deter¬ 
mined  under  the  rules  of  paragraph  (b) 
(2)  of  this  section  which  the  contribu¬ 
tions  of  the  employee  properly  allocable 
to  such  securities  bear  to  the  cost  or 
other  basis  to  the  trust  of  the  securities; 

(iv)  If  a  distribution  consists  solely  of 
securities  of  the  employer  corporation, 
the  contributions  of  the  employee  ex¬ 
pended  in  the  purchase  of  such  securities 
shall  be  allocated  to  the  securities  dis¬ 
tributed  in  a  manner  consistent  with  the 
principles  set  forth  in  paragraph  (b) 
(2)  (ii)  (a),  (b),  (c).  or  (d)  of  this  sec¬ 
tion,  whichever  is  applicable,  that  is,  the 
amount  of  the  employee’s  contribution 
which  can  be  identified  as  having  been 
expended  in  the  purchase  of  a  particular 
security  shall  be  allocated  to  such 
security,  and  the  amount  of  such  con¬ 
tribution  which  cannot  be  so  identified 
shall  be  allocated  ratably  among  the 
securities  distributed.  If  a  distribution 
consists  in  part  of  securities  of  the  em¬ 
ployer  corporation  and  in  part  of  cash 
or  other  property,  appropriate  alloca¬ 
tion  of  a  portion  of  the  employee’s  con¬ 
tribution  to  such  cash  or  other  property 
shall  be  made  unless  such  allocation  is 
inconsistent  with  the  terms  of  the  plan 
or  trust. 
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(v)  The  application  of  this  subpara¬ 
graph  may  be  illustrated  by  the  following 
example : 

Example.  A  trust  distributes  ten  shares  of 
stock  issued  by  the  employer  corporation 
each  of  which  has  an  average  cost  to  the 
trust  of  $100,  consisting  of  employee  contri¬ 
butions  in  the  amount  of  $60  and  employer 
contributions  in  the  amount  of  $40,  and  on 
the  date  of  distribution  has  a  fair  market 
value  of  $180.  The  portion  of  the  net  un¬ 
realized  appreciation  attributable  to  the  con¬ 
tributions  of  the  employee  with  respect  to 
each  of  the  shares  of  stock  is  $48  computed 
as  follows: 

( 1 )  Value  of  one  share  of  stock  on  dis¬ 


tribution  date _  $180 

(2)  Employee  contributions _  60 

(3)  Employer  contributions _  40 

(4)  Total  contributions _  100 

(5)  Net  unrealized  appreciation _  80 


(6)  Portion  of  net  unrealized  ap¬ 
preciation  attributable  to  em¬ 
ployee  contributions,  60/100 
(amount  of  employee  contri¬ 
butions  (item  2)  over  total 
contributions  (item  4)  of  $80 
(item  5) _  48 

(vi)  For  the  purpose  of  determining 
gain  or  loss  to  the  distributee  in  the  year 
or  years  in  which  any  share  of  stock  re¬ 
ferred  to  in  the  example  in  subdivision 
(v)  of  this  subparagraph  is  sold  or  other¬ 
wise  disposed  of  in  a  taxable  transaction, 
the  basis  of  each  such  share  in  the  hands 
of  the  distributee  at  the  time  of  the  dis¬ 
tribution  by  the  trust  will  be  $132  com¬ 
puted  as  follows: 


(a)  Employee  contributions _  $60 

(b)  Employer  contributions  (taxable 

as  ordinary  income  in  the  year 
the  securities  were  distributed )  _  40 


(c)  Portion  of  net  unrealized  appreci¬ 
ation  attributable  to  employer 
contributions  (item  (5)  minus 
item  (6))  (taxable  as  ordinary 
income  in  the  year  the  securi¬ 


ties  were  distributed) _  32 

(d)  Basis  of  stock _ _  132 


(4>  Change  in  exempt  status  of  trust. 
For  principles  applicable  in  making  ap¬ 
propriate  adjustments  if  the  trust  was 
not  exempt  for  one  or  more  years  prior 
to  the  year  of  distribution,  see  para¬ 
graph  (a)  of  this  section. 

§  39.165-7  Treatment  of  beneficiary 
of  a  trust  not  exempt  under  section  165 
(a) — (a)  In  general.  Generally,  any 
contribution  made  by  an  employer  on 
behalf  of  an  employee  to  a  trust  during 
a  taxable  year  of  the  employer  which 
ends  within  or  with  a  taxable  year  of 
the  trust  for  which  the  trust  is  not  ex¬ 
empt  under  section  165  (a),  shall  be 
included  in  income  of  the  employee  for 
his  taxable  year  during  which  the  con¬ 
tribution  is  made  if  the  employee’s  ben¬ 
eficial  interest  in  the  contribution  is 
nonforfeitable  at  the  time  the  contribu¬ 
tion  is  made.  But  see  section  165  (d) 
and  paragraph  (b)  of  this  section.  An 
employee's  beneficial  interest  in  the  con¬ 
tribution  is  nonforfeitable  within  the 
meaning  of  sections  165  (c)  and  23  (p) 
(1)  (D*  at  the  time  the  contribution  is 
made  if  there  is  no  contingency  under 
the  plan  which  may  cause  the  employee 
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to  lose  his  rights  in  the  contribution. 
For  example,  if  under  the  terms  of  a 
pension  plan,  an  employee  upon  termi¬ 
nation  of  his  services  prior  to  the  re¬ 
tirement  date,  whether  voluntarily  or 
involuntarily,  is  entitled  to  a  deferred 
annuity  contract  to  be  purchased  with 
the  employer’s  contributions  made  on 
his  behalf,  or  is  entitled  to  annuity  pay¬ 
ments  which  the  trustee  is  obligated  to 
make  under  the  terms  of  the  trust  in¬ 
strument  based  on  the  contributions 
made  by  the  employer  on  his  behalf,  the 
employee’s  beneficial  interest  in  such 
contributions  is  nonforfeitable.  On  the 
other  hand,  if,  under  the  terms  of  a 
pension  plan,  an  employee  will  lose  the 
right  to  any  annuity  purchased  from, 
or  to  be  provided  by,  contributions  made 
by  the  employer  if  his  services  should 
be  terminated  prior  to  retirement,  his 
beneficial  interest  in  such  contributions 
is  forfeitable.  The  mere  fact  that  an 
employee  may  not  live  to  the  retirement 
date,  or  may  live  only  a  short  period 
after  the  retirement  date,  and  may  not 
be  able  to  enjoy  the  receipt  of  annuity 
or  pension  payments,  does  not  make  his 
beneficial  interest  in  the  contributions 
made  by  the  employer  on  his  behalf 
forfeitable.  If  the  employer’s  contribu¬ 
tions  have  been  irrevocably  applied  to 
purchase  an  annuity  contract  for  the 
employee,  or  if  the  trustee  is  obligated 
to  use  the  employer’s  contributions  to 
provide  an  annuity  for  the  employee 
provided  only  that  the  employee  is  alive 
on  the  dates  the  annuity  payments  are 
due,  the  employee’s  rights  in  the  em¬ 
ployer’s  contributions  are  nonforfeitable. 

(b)  Effect  of  section  165  (d).  (1)  If 

the  requirements  of  section  165  (d)  are 
met,  a  contribution  made  by  an  employer 
on  behalf  of  an  employee  to  a  trust  which 
is  not  exempt  under  section  165  (a)  shall 
not  be  included  in  the  income  of  the 
employee  in  the  year  in  which  the  contri¬ 
bution  is  made.  Such  contribution  will 
be  taxable  to  the  employee,  when  re¬ 
ceived  in  later  years,  as  an  annuity. 
(See  §  39.22  (b)  (2 )  —5.)  The  intent  and 
purpose  of  section  165  (d)  is  to  give  those 
employees,  covered  under  certain  non¬ 
exempt  trusts  to  which  such  section  ap¬ 
plies,  essentially  the  same  tax  treatment 
as  those  covered  by  trusts  qualifying 
under  section  165  (a). 

(2)  Every  person  claiming  the  benefit 
of  section  165  (d)  must  be  able  to  dem¬ 
onstrate  to  the  satisfaction  of  the  Com¬ 
missioner  that  all  of  the  provisions  of 
such  section  are  met.  The  taxpayer 
must  produce  sufficient  evidence  to 
prove : 

(i)  That,  prior  to  October  21,  1942,  he 
was  employed  by  the  particular  employer 
making  the«contribution  in  question  and 
was  at  such  time  definitely  covered  by  a 
written  agreement,  entered  into  before 
October  21,  1942,  between  himself  and 
the  employer,  or  between  the  employer 
and  the  trustee  of  a  trust  established  by 
the  employer  prior  to  October  21,  1942, 
and  that  the  contribution  by  the  em¬ 
ployer  was  made  pursuant  to  such  agree¬ 
ment.  The  fact  that  an  employee  may 
have  been  potentially  covered  is  not  suffi¬ 
cient.  Evidence  that  the  employment 
was  entered  into,  or  the  agreement  exe¬ 


cuted,  “as  of”  a  date  before  October  21, 
1942,  or  that  the  agreement  or  trust 
instrument  which  did  not  theretofore 
meet  the  requirements  of  section  165  <d) 
was  modified  or  amended  after  October 
20,  1942,  so  as  to  come  within  the  provi¬ 
sions  of  such  section,  will  not  satisfy  the 
requirements  of  section  165  (d). 

(ii)  That  such  contribution,  pursuant 
to  the  terms  of  such  agreement,  was  to  be 
applied  for  the  purchase  of  an  annuity 
contract  for  the  taxpayer.  In  the  case 
of  a  contribution  by  the  employer  of  an 
annuity  contract  purchased  by  such  em¬ 
ployer  and  transferred  by  him  to  the 
trustee  of  the  trust,  evidence  should  be 
presented  to  prove  that  such  contract 
was  purchased  for  the  taxpayer  by  the 
employer  pursuant  to  the  terms  of  a 
written  agreement  between  the  employer 
and  the  employee  or  between  the  em¬ 
ployer  and  the  trustee,  entered  into 
before  October  21, 1942. 

(iii)  That  under  the  written  terms  of 
the  trust  agreement  the  taxpayer  is  not 
entitled  during  his  lifetime,  except  with 
the  consent  of  the  trustee,  to  any  pay¬ 
ments  other  than  annuity  payments 
under  the  annuity  contract  or  contracts 
purchased  by  the  trustee  or  by  the 
employer  and  transferred  to  the  trustee, 
and  that  the  trustee  may  grant  or  with¬ 
hold  such  consent  free  from  control  by 
the  taxpayer,  the  employer  or  any  other 
person  (for  definition  of  annuity  pay¬ 
ments,  see  §  39.22  (b)  ( 2 )  —2 ) .  However, 
such  control  will  not  be  presumed  from 
the  fact  that  the  trustee  is  himself  an 
officer  or  employee  of  the  employer.  As 
used  in  section  165  (d)  the  phrase 
“if  *  *  *  under  the  terms  of  the  trust 
agreement  the  employee  is  not  entitled” 
means  that  the  trust  instrument  must 
make  it  impossible  for  the  prohibited 
distribution  to  occur,  whether  by  opera¬ 
tion  or  natural  termination  of  the  trust, 
whether  by  power  of  revocation  or 
amendment,  other  than  with  the  consent 
of  the  trustee,  whether  by  the  happening 
of  a  contingency,  by  collateral  arrange¬ 
ment,  or  any  other  means.  It  is  not 
essential  that  the  employer  relinquish 
all  power  to  modify  or  terminate  the 
trust  but  it  must  be  impossible,  except 
with  the  consent  of  the  trustee,  for  any 
payments  under  annuity  contracts  pur¬ 
chased  by  the  trustee,  or  by  the  employer 
and  transferred  to  the  trustee,  to  be 
received  by  the  taxpayer,  directly  or  in¬ 
directly,  other  than  as  annuity  pay¬ 
ments. 

(iv)  The  nature  and  amount  of  such 
contribution  and  the  extent  to  which 
income  taxes  have  been  paid  thereon 
before  January  1,  1949,  and  not  credited 
or  refunded. 

(v)  If  it  is  claimed  that  section  165 
(d)  applies  to  amounts  contributed  to 
a  trust  after  June  1,  1949,  the  taxpayer 
must  prove  to  the  satisfaction  of  the 
Commissioner  that  the  trust  did  not, 
on  June  1,  1949,  qualify  for  exemption 
under  section  165  (a).  Where  an  em¬ 
ployer  buys  an  annuity  contract  which 
is  transferred  to  the  trustee,  the  date 
of  the  purchase  of  the  annuity  contract 
and  not  the  date  of  the  transfer  to  the 
trustee  is  the  controlling  date  in  deter* 
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mining  whether  or  not  the  contribution 
was  made  to  the  trust  after  June  1,  1949. 

§  39.166  Statutory  provisions;  estates 
and,  trusts;  revocable  trusts. 

Sec.  166.  Revocable  trusts.  Where  at  any 
time  the  power  to  revest  in  the  grantor  title 
to  any  part  of  the  corpus  of  the  trust  Is 

vested — 

(1)  In  the  grantor,  either  alone  or  In  con¬ 
junction  with  any  person  not  having  a  sub¬ 
stantial  adverse  Interest  In  the  disposition 
of  such  part  of  the  corpus  or  the  Income 
therefrom,  or 

(2)  In  any  person  not  having  a  substantial 
adverse  Interest  In  the  disposition  of  such 
part  of  the  corpus  or  the  Income  therefrom, 

then  the  Income  of  such  part  of  the  trust 
shall  be  Included  In  computing  the  net  in¬ 
come  of  the  grantor. 

§  39.166-1  Trusts  with  power  to  re¬ 
vest  corpus  in  the  grantor — (a)  Scope. 

(1)  Where  the  power  to  revest  in  the 
grantor  title  to  any  part  of  the  corpus 
of  a  trust  is  vested  in  the  grantor  or  in 
any  person  not  having  a  substantial  ad¬ 
verse  interest  in  the  disposition  of  such 
part  of  the  corpus  or  the  income  there¬ 
from,  or  both,  the  income  of  that  part 
of  the  corpus  subject  to  the  power  to  re¬ 
vest  is  not  taxable  in  accordance  with 
the  provisions  of  sections  161,  162,  and 
163  but  remains  attributable  and  tax¬ 
able  to  the  grantor,  except  as  provided 
in  sections  22  (k)  and  171.  This  section 
deals  with  the  taxation  of  such  income. 
As  used  in  this  section,  the  term  “cor¬ 
pus”  means  any  part  or  the  whole  of 
the  property,  real  or  personal,  consti¬ 
tuting  the  subject  matter  of  the  trust. 

(2)  For  rules  applicable  to  trusts  the 
income  of  which  is  taxable  to  the  grant¬ 
or  under  section  22  (a)  because  the 
grantor  has  retained  a  control  of  the 
trust  so  complete  that  he  is  still  in  prac¬ 
tical  effect  the  owner  of  its  income,  see 
§  39.22  (a)-21. 

(3)  For  rules  applicable  to  trusts  the 
income  of  which  is  taxable  under  sec¬ 
tion  22  (a)  to  a  person  other  than  the 
grantor  because  of  a  power,  exercisable 
solely  by  such  other  person,  to  vest  the 
property  or  the  income  therefrom  in 
himself,  see  §  39.22  (a) -22. 

(b)  Test  of  taxability  to  grantor.  (1) 
Section  166  provides  for  taxability  of 
income  to  the  grantor  by  reason  of  the 
fact  that  he  has  retained  power  to  re¬ 
vest  the  corpus  in  himself.  For  the  pur¬ 
poses  of  this  section,  the  grantor  is 
deemed  to  have  retained  such  power  if  he 
or  any  person  not  having  a  substantial 
interest  in  the  corpus  or  the  income 
therefrom  adverse  to  the  grantor,  or 
both,  may  cause  the  title  to  the  corpus  to 
revest  in  the  grantor.  A  bare  legal  in¬ 
terest,  such  as  that  of  a  trustee,  is  never 
substantial  and  never  adverse.  If  the 
title  to  the  corpus  will  revest  in  the 
grantor  upon  the  exercise  of  such  power, 
the  income  of  the  trust  is  attributed  and 
taxable  to  the  grantor  (c.ccept  as  pro¬ 
vided  in  section  22  (k)  or  171)  regardless 
of— 

(i)  Whether  such  power  or  ability  to 
retake  the  trust  corpus  to  the  grantor’s 
own  use  is  effected  by  means  of  a  power 
to  revoke,  to  terminate,  to  alter  or  amend, 
or  to  appoint; 
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(ii)  Whether  the  exercise  of  such 
power  is  conditioned  on  the  precedent 
giving  of  notice  or  on  the  elapsing  of  a 
period  of  years,  or  on  the  happening  of 
a  specific  event; 

(iii)  The  time  at  which  the  title  to 
the  corpus  will  revest  in  the  grantor  in 
possession  and  enjoyment,  whether  such 
time  is  within  the  taxable  year  or  not, 
or  whether  such  time  be  fixed,  determin¬ 
able,  or  certain  to  come; 

(iv)  Whether  the  power  to  revest  in 
the  grantor  title  to  the  corpus  is  in  the 
grantor,  or  in  any  person  not  having  a 
substantial  interest  in  the  corpus  or  in¬ 
come  therefrom  adverse  to  the  grantor, 
or  in  both; 

(v)  When  the  trust  was  created. 

(2)  A  person  may  have  an  interest 

that  is  both  substantial  and  adverse  to 
the  grantor  in  the  disposition  of  only 
part  of  the  corpus  or  the  income  there¬ 
from.  If  the  power  to  revest  title  in  the 
grantor  is  vested  in  him  in  conjunction 
with  such  person,  or  is  vested  solely  in 
such  person,  there  is  to  be  excluded  in 
computing  the  net  income  of  the  grantor 
only  the  income  of  such  part. 

(c)  Income  and  deductions.  If  in¬ 
come  from  the  corpus  of  a  trust  is  in¬ 
cluded  in  the  gross  income  of  the  grantor 
under  this  section  because  of  a  power  to 
revest  such  corpus  in  the  grantor,  he 
shall  be  aMowed  those  deductions  with 
respect  to  such  corpus  as  he  would  have 
been  entitled  to  had  the  trust  not  been 
created. 

§  39.167  Statutory  provisions;  estates 
and  trusts;  income  for  benefit  of  grantor. 

Sec.  167.  Income  for  benefit  of  grantor. 

(a)  Where  any  part  of  the  Income  of  a 
trust — 

(1)  Is,  or  In  the  discretion  of  the  grantor 
or  of  any  person  not  having  a  substantial  ad¬ 
verse  interest  in  the  disposition  of  such  part 
of  the  income  may  be,  held  or  accumulated 
for  future  distribution  to  the  grantor;  or 

(2)  May,  in  the  discretion  of  the  grantor 
or  of  any  person  not  having  a  substantial 
adverse  Interest  in  the  disposition  of  such 
part  of  the  income,  be  distributed  to  the 
grantor;  or 

(3)  Is,  or  in  the  discretion  of  the  grantor 
or  of  any  person  not  having  a  substantial 
adverse  interest  in  the  disposition  of  such 
part  of  the  income  may  be,  applied  to  the 
payment  of  premiums  upon  policies  of  in¬ 
surance  on  the  life  of  the  grantor  (except 
policies  of  insurance  irrevocably  payable  for 
the  purposes  and  in  the  manner  specified  in 
section  23  (0),  relating  to  the  so-called 
“charitable  contribution”  deduction); 

then  such  part  of  the  Income  of  the  trust 
shall  be  included  in  computing  the  net  in¬ 
come  of  the  grantor. 

(b)  As  used  in  this  section  the  term  “in 
the  discretion  of  the  grantor”  means  "in  the 
discretion  of  the  grantor,  either  alone  or  in 
conjunction  with  any  person  not  having  a 
substantial  adverse  interest  in  the  disposi¬ 
tion  of  the  part  of  the  income  in  question.” 

(c)  Income  of  a  trust  shall  not  be  con¬ 
sidered  taxable  to  the  grantor  under  subsec¬ 
tion  (a)  or  any  other  provision  of  this 
chapter  merely  because  such  income,  in  the 
discretion  of  another  person,  the  trustee,  or 
the  grantor  acting  as  trustee  or  cotrustee, 
may  be  applied  or  distributed  for  the  sup¬ 
port  or  maintenance  of  a  beneficiary  whom 
the  grantor  is  legally  obligated  to  support  or 
maintain,  except  to  the  extent  that  such  in¬ 
come  is  so  applied  or  distributed.  In  cases 
where  the  amounts  so  applied  or  distributed 
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are  paid  out  of  corpus  or  out  of  other  than 
Income  for  the  taxable  year,  such  amounts 
shall  be  considered  paid  out  of  income  to 
the  extent  of  the  income  of  the  trust  for  sttch 
taxable  year  which  is  not  paid,  credited,  or  to 
be  distributed  under  section  162  and  which  is 
not  otherwise  taxable  to  the  grantor. 

[Sec.  167  as  amended  by  sec.  134,  Rev.  Act 
1943] 

§  39.167-1  Trusts  in  the  income  of 
which  the  grantor  retains  an  interest — 
(a)  Scope.  Section  167  prescribes  that 
the  income,  or  any  part  of  the  income, 
of  certain  trusts  shall  be  taxed  to  the 
grantor,  not  because  the  grantor  has  re¬ 
tained  a  certain  interest  in  the  corpus 
of  the  trust  (as  in  section  166),  but  be¬ 
cause  of  his  retention  of  a  certain  inter¬ 
est  in  the  income  of  the  trust.  This  sec¬ 
tion  deals  with  the  taxation  of  such  in¬ 
come.  The  term  "income,”  as  used  in 
this  section,  means  any  part  or  the  wrhole 
of  the  income  of  the  trust. 

(b)  Test  of  taxability  to  the  grantor. 
(1)  The  test  prescribed  by  the  Internal 
Revenue  Code  as  to  the  sufficiency  of  the 
grantor’s  retained  interest  in  the  trust 
income,  resulting  in  the  taxation  of  such 
income  to  the  grantor,  is  whether  he  has 
failed  to  divest  himself,  permanently 
and  definitively,  of  every  right  which 
might,  by  any  possibility,  enable  him  to 
have  such  income,  at  some  time,  dis¬ 
tributed  to  him,  either  actually  or  con¬ 
structively.  Such  a  distribution  to  the 
grantor  occurs  within  the  meaning  of 
section  167  if  the  income  is  paid  to  him 
or  to  another  (except  a  wife  to  whom 
such  income  is  taxable  under  section  22 
(k)  or  171)  in  obedience  to  his  direction 
or  if  the  income  is  applied  in  payment 
of  premiums  upon  policies  of  insurance 
on  the  grantor’s  life. 

(2)  For  the  purposes  of  this  section, 
the  sufficiency  of  the  grantor’s  retained 
interest  in  the  income  is  not  affected  by 
the  fact  that  the  grantor  has  provided 
that  the  right  so  to  effect  or  direct  the 
distribution  of  income  is,  or  may  at  some 
future  time  be,  vested  in  any  person 
(either  alone  or  in  conjunction  with  the 
grantor)  not  having  a  substantial  in¬ 
terest  in  the  income  adverse  to  the 
grantor.  A  bare  legal  interest,  such  as 
that  of  a  trustee,  is  never  substantial 
and  never  adverse. 

(3)  If  the  grantor  has  retained  any 
such  interest  in  the  income,  such  income 
is  taxable  to  the  grantor  (except  as  pro¬ 
vided  in  section  22  (k),  167  (c),  or  171) 
regardless  of — 

(i)  Whether  it  may  be  distributed  cur¬ 
rently  or  accumulated  for  future  dis¬ 
tribution  ; 

(ii)  Whether  such  distribution,  either 
current  or  subject  to  accumulation,  is 
fixed  by  the  trust  instrument  or  is  de¬ 
pendent  on  an  exercise  of  discretion; 

(iii)  Whether,  if  such  distribution  is 
in  any  way  affected  by  or  dependent 
on  an  exercise  of  discretion,  the  person 
exercising  the  discretion  is  the  grantor 
or  a  person  not  having  a  substantial 
interest  in  the  income  adverse  to  the 
grantor,  or  both; 

(iv)  The  time  or  times  of  such  distri¬ 
bution,  whether  within  or  without  the 
taxable  period,  whether  conditioned  on 
the  precedent  giving  of  notice,  or  on  the 
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elapsing  of  an  interval  of  time,  or  on 
the  happening  of  a  specified  event,  or 
otherwise; 

(v)  When  the  trust  was  created. 

(4)  Thus,  the  inclusion  of  any  trust 
within  the  scope  of  section  167  is  based 
on  the  fact  that  the  grantor  has  retained 
an  interest  in  the  income  therefrom  by 
which  he  is,  or  may  be  enabled  at  some 
time,  to  receive  its  benefits.  But  the 
provisions  of  section  167  are  not  to  be  re¬ 
garded  as  excluding  from  taxation  to 
the  grantor  the  income  of  other  trusts, 
not  specified  therein,  in  which  the 
grantor  is,  for  the  purposes  of  the  In¬ 
ternal  Revenue  Code,  similarly  regarded 
as  remaining  in  substance  the  owner  of 
the  trust  income.  See  §  39.22  (a) -21. 

(5)  If  the  grantor  strips  himself 
permanently  and  definitively  of  every 
such  interest  retained  by  him,  the  income 
of  the  trust  realized  after  such  divesting 
takes  effect  is  not  taxable  to  the  grantor 
but  is  taxable  as  provided  in  sections 
161  and  162. 

(6)  A  person  may  have  an  interest 
that  is  both  substantial  and  adverse  to 
the  grantor  in  the  disposition  of  only 
part  of  the  income.  There  is  to  be  ex¬ 
cluded  in  computing  the  net  income  of 
the  grantor  only  that  part  of  the  trust 
income  in  the  disposition  of  which  such 
person  has  a  substantial  interest  adverse 
to  the  grantor. 

(c)  Income  and  deductions.  If,  as  to 
any  of  the  income,  the  test  of  taxability 
to  the  grantor  is  satisfied,  such  income 
shall  be  included  in  the  gross  income  of 
the  grantor,  and  he  shall  be  allowed 
those  deductions  with  respect  to  such 
income  as  he  would  have  been  entitled 
to  had  such  income  been  distributable 
currently  to  him. 

§  39.167-2  Discretionary  trusts  for 
maintenance  or  support  of  certain  ben- 
eficiaries.  (a)  Section  167  (c)  provides 
that  income  shall  not  be  taxable  to  the 
grantor  under  section  167  (a)  or  any 
other  provision  of  chapter  1  of  the  In¬ 
ternal  Revenue  Code  merely  because 
such  income,  in  the  discretion  of  another 
person,  the  trustee,  or  the  grantor  act¬ 
ing  as  trustee  or  cotrustee,  may  be  ap¬ 
plied  or  distributed  for  the  support  or 
maintenance  of  a  beneficiary,  such  as 
the  wife  or  child  of  the  grantor,  whom 
he  is  legally  obligated  to  support,  except 
to  the  extent  that  such  income  is  actu¬ 
ally  so  applied  or  distributed.  Where 
income  has  actually  been  so  applied, 
such  income  is  taxable  to  the  grantor, 
whether  -or  not  the  trust  income  may 
also  be  applied  or  distributed  for  pur¬ 
poses  other  than  the  maintenance  or 
support  of  a  beneficiary  whom  the 
grantor  is  legally  obligated  to  support. 

(b>  The  grantor  of  a  trust  continues 
to  be  taxable  under  section  167  with 
respect  to  such  income  as  may,  in  the 
discretion  of  persons  lacking  a  substan¬ 
tial  adverse  interest,  be  applied  in  dis¬ 
charge  of  his  obligations  other  than  his 
obligation  of  support  or  maintenance 
falling  within  section  167  (c).  Thus, 
if  the  grantor  creates  a  trust,  the  income 
of  which  may,  in  the  discretion  of  a 
person  lacking  a  substantial  adverse  in¬ 
terest,  be  applied  in  the  payment  of  the 


grantor’s  debts,  Including  the  payment 
of  his  rent  or  other  household  expenses, 
such  income  is  taxable  to  the  grantor 
regardless  of  whether  it  is  actually  so 
applied. 

(c)  Section  167  (c)  is  not  applicable 
if  discretion  to  apply  or  distribute  the 
trust  income  rests  solely  in  the  grantor 
or  in  the  grantor  in  conjunction  with 
other  persons  unless  the  grantor  has 
such  discretion  as  trustee. 

(d)  Section  167  (c)  does  not  affect 
the  present  scope  of  sections  22  (k)  and 
171  (relating  to  alimony  and  separate 
maintenance  payments  taxable  to  a  wife 
or  former  wife).  Nor  does  section  167 
(c)  alter  the  provisions  governing  the 
taxability  of  trust  income  to  the  grantor 
under  some  other  provision  of  law,  as 
for  example,  section  22  (a).  See  §  39.22 
(a)-21. 

(e)  Section  167  (c)  has  no  application 
where,  under  the  terms  of  the  trust,  in¬ 
come  is  required  to  be  applied  to  the 
support  or  maintenance  of  a  beneficiary 
whom  the  grantor  is  legally  obligated  to 
support. 

(f)  Section  167  (c)  provides  that  in 
those  cases  where  amounts  applied  or 
distributed  for  support  or  maintenance 
of  beneficiaries  whom  the  grantor  is 
legally  obligated  to  support  are  paid  out 
of  corpus  or  out  of  other  than  income  for 
the  taxable  year  such  amounts  are  to  be 
considered  paid  out  of  income  to  the 
extent  of  the  income  of  the  trust  for  such 
taxable  year  which  is  not  paid,  credited, 
or  to  be  distributed  under  section  162  and 
vfhich  is  not  otherwise  taxable  to  the 
grantor.  For  example,  a  trust  indenture 
provides  for  the  annual  payment  of  in¬ 
come,  not  exceeding  $7,000,  to  the  grant¬ 
or’s  adult  son  whom  he  is  not  legally 
obligated  to  support ;  for  the  payment  of 
premiums  on  policies  of  insurance  on  the 
life  of  the  grantor  in  an  amount  not  to 
exceed  $3,000  per  annum;  and  for  the 
application,  in  the  trustee’s  discretion,  of 
any  part  of  the  remaining  income  or  of 
corpus  for  the  support  of  the  grantor’s 
minor  daughter.  The  entire  income  for 
the  taxable  year  is  $12,000.  The  trustee 
pays  $7,000  of  such  income  to  the  son 
and  $3,000  thereof  for  insurance  pre¬ 
miums,  and  $6,000  is  applied  for  the  sup¬ 
port  of  the  minor  daughter.  The 
grantor  is  taxable  under  section  167  (c) 
with  respect  to  $2,000  of  the  sum  applied 
to  the  support  of  the  daughter,  whether 
paid  out  of  income  or  out  of  principal 
($12,000  less  $7,000  paid,  credited  or  dis¬ 
tributed  under  section  162,  and  less 
$3,000  taxable  to  the  grantor  under  sec¬ 
tion  167  (a)  (3) ). 

§  39.168-169  Statutory  provisions;  es¬ 
tates  and  trusts;  taxes  of  foreign  coun¬ 
tries  and  possessions  of  United  States; 
common  trust  funds. 

Sbc.  168.  Taxes  of  foreign  countries  and 
possessions  of  United  States.  The  amount  or 
Income,  war-proflts,  and  excess-profits  taxes 
Imposed  by  foreign  countries  or  possessions 
of  the  United  States  shall  be  allowed  as  credit 
against  the  tax  of  the  beneficiary  of  an  estate 
or  trust  to  the  extent  provided  in  section  131. 

Sec.  169.  Common  trust  funds — (a)  Defi¬ 
nitions.  The  term  “common  trust  fund" 
means  a  fund  maintained  by  a  bank  (as  de¬ 
fined  In  section  104)— 


(1)  Exclusively  for  the  collective  Invest¬ 
ment  and  reinvestment  of  moneys  contrib¬ 
uted  thereto  by  the  bank  In  its  capacity  as  a 
trustee,  executor,  administrator,  or  guardian; 
and 

(2)  In  conformity  with  the  rules  and  reg¬ 
ulations,  prevailing  from  time  to  time,  of 
the  Board  of  Governors  of  the  Federal  Re¬ 
serve  System  pertaining  to  the  collective 
investment  of  trust  funds  by  national  banks. 

(b)  Taxation  of  common  trust  funds.  A 
common  trust  fund  shall  not  be  subject  to 
taxation  under  this  chapter,  subchapter  A  or 
B  of  chapter  2,  or  section  105  or  106  of  the 
Revenue  Act  of  1935,  49  Stat.  1017,  1019,  or 
chapter  6  and  for  the  purposes  of  such  chap¬ 
ters  and  subchapters  shall  not  be  considered 
a  corporation. 

(c)  Income  of  participants  in  fund — (1) 
Inclusions  in  net  income.  Each  participant 
in  the  common  trust  fund  in  computing  its 
net  income  shall  include,  whether  or  not  dis¬ 
tributed  and  whether  or  not  distributable — 

(A)  As  part  of  its  gains  and  losses  from 
sales  or  exchanges  of  capital  assets  held  for 
not  more  than  6  months,  its  proportionate 
share  of  the  gains  and  losses  of  the  com¬ 
mon  trust  fund  from  sales  or  exchanges  of 
capital  assets  held  for  not  more  than  6 
months. 

(B)  As  part  of  its  gains  and  losses  from 
sales  or  exchanges  of  capital  assets  held  for 
more  than  6  months,  its  proportionate  share 
of  the  gains  and  losses  of  the  common  trust 
fund  from  sales  or  exchanges  of  capital  assets 
held  for  more  than  6  months. 

(C)  Its  proportionate  share  of  the  ordi¬ 
nary  net  income  or  the  ordinary  net  loss  of 
the  common  trust  fund,  computed  as  pro¬ 
vided  in  subsection  (d). 

(2)  Credit  for  partially  exempt  interest. 
The  proportionate  share  of  each  participant 
in  the  amount  of  interest  specified  in  section 
25  (a)  received  by  the  common  trust  fund 
shall  for  the  purposes  of  this  Supplement  be 
considered  as  having  been  received  by  such 
participant  as  such  interest.  If  the  common 
trust  fund  elects  under  section  125  to  treat 
the  premium  on  bonds,  the  interest  on  which 
is  allowable  as  a  credit  under  section  25  (a) 
(1)  or  (2),  as  amortizable,  for  the  purposes 
of  the  preceding  sentence  the  proportionate 
share  of  the  participant  of  such  interest  re¬ 
ceived  by  the  common  trust  fund  shall  be  his 
proportionate  share  of  such  interest  (deter¬ 
mined  without  regard  to  this  sentence)  re¬ 
duced  by  so  much  of  the  deduction  under 
section  23  (v)  as  is  attributable  to  such 
share. 

(d)  Computation  of  common  trust  fund 
income.  The  net  income  of  the  common 
trust  fund  shall  be  computed  in  the  same 
manner  and  on  the  same  basis  as  in  the 
case  of  an  individual,  except  that — 

(1)  There  shall  be  segregated  the  gains 
and  losses  from  sales  or  exchanges  of  capital 
assets; 

(2)  After  excluding  all  items  of  gain  and 
loss  from  sales  or  exchanges  of  capital  assets, 
there  shall  be  computed — 

(A)  An  ordinary  net  income  which  shall 
consist  of  the  excess  of  the  gross  Income 
over  deductions;  or 

(B)  An  ordinary  net  loss  which  shall  con¬ 
sist  of  the  excess  of  the  deductions  over  the 
gross  income; 

(3)  The  so-called  “charitable  contribu¬ 
tion”  deduction  allowed  by  section  23  (o) 
shall  not  be  allowed. 

(4)  The  standard  deduction  provided  in 
section  23  (aa)  shall  not  be  allowed. 

(e)  Admission  and  withdrawal.  No  gain 
or  loss  shall  be  realized  by  the  common  trust 
fund  by  the  admission  or  withdrawal  of  a 
participant.  The  withdrawal  of  any  par¬ 
ticipating  Interest  by  a  participant  shall 
be  treated  as  a  sale  or  exchange  of  such 
interest  by  the  participant. 
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(f)  Returns  by  bank.  Every  bank  (as 
defined  in  section  104)  maintaining  a  com¬ 
mon  trust  fund  shall  make  a  return  under 
oath  for  each  taxable  year,  stating  specifi¬ 
cally,  with  respect  to  such  fund,  the  items 
of  gross  income  and  the  deductions  allowed 
by  this  chapter,  and  shall  include  in  the 
return  the  names  and  addresses  of  the  par¬ 
ticipants  who  would  be  entitled  to  share 
in  the  net  income  if  distributed  and  the 
amount  of  the  proportionate  share  of  each 
participant.  The  return  shall  be  sworn  to 
as  in  the  case  of  a  return  filed  by  the  bank 
under  section  52. 

(g)  Different  taxable  years  of  common 
trust  fund  and  participant.  If  the  taxable 
year  of  the  common  trust  fund  is  different 
from  that  of  a  participant,  the  inclusions 
with  respect  to  the  net  income  of  the  com¬ 
mon  trust  fund,  in  computing  the  net  in¬ 
come  of  the  participant  for  its  taxable  year 
shall  be  based  upon  the  net  income  of  the 
common  trust  fund  for  any  taxable  year 
of  the  common  trust  fund  (whether  begin¬ 
ning  on,  before,  or  after  January  1,  1939) 
ending  within  or  with  the  taxable  year  of 
the  participant. 

|Sec.  169  as  amended  by  secs.  126  (e),  150 
(f),  Rev.  Act  1942;  sec.  9  (b)  (2),  Individual 
Income  Tax  Act  1944] 

§  39.169-1  Common  trust  fund  de¬ 
fined.  (a)  Under  section  169  two  con¬ 
ditions  must  be  satisfied  by  a  fund  main¬ 
tained  by  a  bank  (as  defined  in  section 
104)  before  such  fund  may  be  designated 
as  a  “common  trust  fund.”  These  con¬ 
ditions  are  that  such  fund  must  be  main¬ 
tained  by  such  a  bank — 

(1)  Exclusively  for  the  collective  in¬ 
vestment  and  reinvestment  of  moneys 
contributed  thereto  by  the  bank,  whether 
acting  alone  or  in  conjunction  with  one 
or  more  co-fiduciaries,  but  solely  in  its 
capacity:  (i)  As  a  trustee  of  a  trust 
created  by  will,  deed,  agreement,  decla¬ 
ration  of  trust,  or  order  of  court,  (ii) 
as  an  executor  of  the  will  of,  or  as  an 
administrator  of  the  estate  of,  a  deceased 
person,  or  (iii)  as  a  guardian  (by  what¬ 
ever  name  known  under  local  law)  of 
the  estate  of  an  infant,  of  an  incompe¬ 
tent  individual  or  of  an  absent  indi¬ 
vidual;  and 

(2)  In  conformity  with  the  rules  and 
regulations,  prevailing  from  time  to 
time,  of  the  Board  of  Governors  of  the 
Federal  Reserve  System  pertaining  to 
the  collective  investment  of  trust  funds 
by  national  banks,  whether  or  not  the 
bank  maintaining  such  fund  is  a  na¬ 
tional  bank  or  a  member  of  the  Federal 
Reserve  System. 

(b)  Except  as  otherwise  provided  in 
this  section  and  §§  39.169-2  to  39.169-5, 
inclusive,  the  term  “participant”  refers 
to  any  trust  or  estate,  the  moneys  of 
which  have  been  contributed  to  the  com¬ 
mon  trust  fund. 

§  39.169-2  Income  of  participants  in 
common  trust  fund,  (a)  Each  partici¬ 
pant  in  a  common  trust  fund  is  required 
to  include  in  computing  its  net  income 
for  its  taxable  year  within  which  or  with 
which  the  taxable  year  of  the  fund  ends, 
whether  or  not  distributed  and  whether 
or  not  distributable: 

(1)  Its  proportionate  share  of  the 
gains  and  losses  from  sales  or  exchanges 
of  capital  assets  held  for  not  more  than 


six  months,  computed  as  provided  in 
§  39.169-3,  as  part  of  its  gains  and  losses 
from  sales  or  exchanges  of  capital  assets 
held  for  not  more  than  six  months. 

(2)  Its  proportionate  share  of  the 
gains  and  losses  from  sales  or  exchanges 
of  capital  assets  held  for  more  than  six 
months,  computed  as  provided  in 
§  39.169-3,  as  part  of  its  gains  and  losses 
from  sales  or  exchanges  of  capital  assets 
held  for  more  than  six  months. 

(3)  Its  proportionate  share  of  the  or¬ 
dinary  net  income  or  the  ordinary  net 
loss  of  the  common  trust  fund,  computed 
as  provided  in  §  39.169-3. 

(b)  Each  participant’s  proportionate 
share  in  the  amount  of  interest  specified 
in  section  25  (a)  received  by  the  com¬ 
mon  trust  fund  shall  be  deemed  to  have 
been  received  by  such  participant  as  such 
interest.  (For  reduction  of  credit  for 
such  interest  on  account  of  amortizable 
bond  premium,  see  §  39.125  (c)-2.)  For 
the  purposes  of  the  Internal  Revenue 
Code,  any  tax  withheld  at  the  source 
from  income  of  the  fund  shall  be  deemed 
to  have  been  withheld  proportionately 
from  the  participants  to  whom  such  in¬ 
come  is  allocated. 

(c)  (1)  The  proportionate  share  of 
each  participant  in  the  gains  and  losses 
from  sales  or  exchanges  of  capital  assets 
held  for  not  more  than  six  months,  gains 
and  losses  from  sales  or  exchanges  of 
capital  assets  held  for  more  than  six 
months,  the  ordinary  net  income  or  ordi¬ 
nary  net  loss,  the  partially  exempt  in¬ 
terest,  and  the  tax  withheld  at  the  source 
shall  be  determined  in  accordance  with 
the  method  of  accounting  adopted  by 
the  bank  in  accordance  with  the  written 
plan  under  which  the  common  trust  fund 
is  established  and  administered,  pro¬ 
vided  such  method  clearly  reflects  the 
income  of  each  participant. 

(2)  The  items  of  income  and  deduc¬ 
tions  are,  therefore,  to  be  allocated  to 
the  periods  between  valuation  dates 
within  the  taxable  year  established  by 
such  plan  in  which  they  were  realized  or 
sustained,  and  the  ordinary  net  income 
or  ordinary  net  loss,  gains  and  losses 
from  sales  or  exchanges  of  capital  assets 
held  for  not  more  than  six  months,  and 
gains  and  losses  from  sales  or  exchanges 
of  capital  assets  held  for  more  than  six 
months  computed  for  each  such  period. 
The  proportionate  shares  of  the  partici¬ 
pants  in  such  items  are  then  to  be  deter¬ 
mined. 

(3)  The  provisions  of  subparagraph 
(2)  of  this  paragraph  may  be  illustrated 
by  the  following  example: 

Example.  (1)  The  plan  of  a  common  trust 
fund  provides  for  quarterly  valuation  dates 
and  for  the  computation  and  the  distribu¬ 
tion  of  the  income  upon  a  quarterly  basis, 
except  that  there  shall  be  no  distribution 
of  capital  gains.  The  participants  are  as 
follows:  Trusts  A,  B,  C,  and  D  for  the  first 
quarter;  Trusts  A,  B,  C,  and  E  for  the  second 
quarter;  and  Trusts  A,  B,  F,  and  G  for  the 
third  and  fourth  quarters,  the  participants 
having  equal  participating  Interests.  As 
computed  upon  the  quarterly  basis,  the  ordi¬ 
nary  net  income,  the  short-term  capital 
gain,  and  the  long-term  capital  loss  for  the 
taxable  year  were  as  follows; 


First  quarter 

Second  quarter 

Third  quarter 

Fourth  quarter 

Total 

Ordinary  net  income. . 

$200 

$300 

$200 

$400  $1,100 

Short-term  capital  eain. 

200 

100 

200 

100  000 

Long-term  capital  loss.. 

100 

200 

100 

200  000 

(ii)  The  participants’  shares  of  ordinary 
net  income  are  as  follows: 

Participants’  Shares  of  Ordinary  Net  Income 


Participant 

First 

quarter 

Second 

quarter 

Third  ^  Fourth 
quarter!  quarter 

Total 

A . 

$50 

$75 

$50  $100 

$275 

B  . . 

so 

75 

50  ltX) 

275 

C . 

50 

75 

125 

I) . . 

50 

so 

75 

75 

F . 

SO  1  100 

150 

G . 

.SO  !  100 

150 

Total... 

200 

300 

200  )  400 

1,  100 

(iii)  The  participants’  shares  of  the  short¬ 
term  capital  gain  are  as  follows: 

Participants’  Shares  of  Short-Term  Capital  Gain 


Participant 

First 

quarter 

Second 

quarter 

Third  1 
quarter 

Fourth 
.  quarter 

Total 

A . 

$50 

$25 

$50 

$25 

$150 

B . 

SO 

25 

50 

25 

150 

O . 

50 

25 

75 

D . 

E  . 

50 

25 

50 

25 

F . 

so 

25 

75 

G . 

SO 

25 

75 

Total... 

200 

100 

200 

100 

600 

(iv)  The  participants’  shares  of  the  long- 
ter  i  capital  loss  are  as  follows: 


Participant 

First 

quarter 

Second 

quarter 

Third  Fourth 
quarter  quarter 

Total 

A . . 

$25 

$50 

$25  $50 

$1.50 

11 . 

25 

60 

25  50 

150 

C . 

25 

50 

75 

n . 

25 

25 

E 

50 

50 

F 

. . 

25  50 

75 

G . 

25  !  50 

75 

Total.... 

100 

200 

100  |  200 

600 

(4)  If  in  the  above  example  the  com¬ 
mon  trust  fund  also  had  short-term  cap¬ 
ital  losses  and  long-term  capital  gains, 
the  treatment  of  such  gains  or  losses 
would  be  similar  to  that  accorded  to  the 
short-term  capital  gains  and  long-term 
capital  losses  in  the  above  example. 

(d)  The  provisions  of  sections  161,  162, 
166,  and  167  are  applicable  in  determin¬ 
ing  the  extent  to  which  each  partici¬ 
pant’s  proportionate  share  of  the  income 
of  the  common  trust  fund  is  taxable  to 
the  participant,  or  to  the  beneficiaries  or 
the  grantor  of  the  participant. 

§  39.169-3  Computation  of  common 
trust  fund  income.  The  net  income  of 
the  common  trust  fund  shall  be  com¬ 
puted  in  the  same  manner  and  on  the 
same  basis  as  in  the  case  of  an  individual, 
except  that: 

(a)  No  deduction  shall  be  allowed 
under  section  23  (o)  for  charitable  con¬ 
tributions.  X 
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(b>  The  gains  and  losses  from  sales 
or  exchanges  of  capital  assets  of  the 
common  trust  fund  are  required  to  be 
segregated.  A  common  trust  fund  is 
not  allowed  the  benefit  of  the  capital 
loss  carry-over  provided  by  section  117 
(e). 

(c)  The  ordinary  net  income,  that  is, 
the  excess  of  the  gross  income  over  the 
deductions,  or  the  ordinary  net  loss, 
that  is,  the  excess  of  the  deductions  over 
the  gross  income,  shall  be  computed  after 
excluding  gains  and  losses  from  sales  or 
exchanges  of  capital  assets. 

(d)  The  standard  deduction  provided 
in  section  23  (aa)  shall  not  be  allowed. 

§  39.169-4  Admission  and  withdrawal 
of  participants  from  the  common  trust 
fund — (a)  Gain  or  loss.  The  common 
trust  fund  realizes  no  gain  or  loss  by  the 
admission  or  withdrawal  of  a  partici¬ 
pant,  and  the  basis  of  the  assets  and  the 
period  for  which  they  are  deemed  to 
have  been  held  by  the  common  trust 
fund  for  the  purposes  of  section  117  (b) 
are  unaffected  by  such  an  admission  or 
withdrawal.  If  a  participant  withdraws 
the  w  hole  or  any  part  of  its  participating 
interest  from  the  common  trust  fund, 
such  withdrawal  shall  be  treated  as  a 
sale  or  exchange  by  the  participant  of 
the  participating  interest  or  portion 
thereof  which  is  so  withdrawn.  A  par¬ 
ticipant  is  not  deemed  to  have  withdrawn 
any  part  of  its  participating  interest  in 
the  common  trust  fund  so  as  to  have 
completed  a  closed  transaction  by  reason 
of  the  segregation  and  administration  of 
an  investment  of  the  fund,  pursuant  to 
the  provisions  of  subdivision  (c>  (7)  of 
section  17  of  Regulation  F  of  the  Board 
of  Governors  of  the  Federal  Reserve  Sys¬ 
tem,  as  amended,  for  the  benefit  of  all 
the  then  participants  in  the  common 
trust  fund.  Such  segregated  investment 
shall  be  considered  as  held  by.  or  on 
behalf  of,  the  common  trust  fund  for  the 
benefit  ratably  of  all  participants  in  the 
common  trust  fund  at  the  time  of  segre¬ 
gation,  and  any  income  or  loss  arising 
from  its  administration  and  liquidation 
shall  constitute  income  or  loss  to  the 
common  trust  fund  apportionable  among 
the  participants  for  whose  benefit  the 
investment  was  segregated. 

(b>  Basis  for  gam  or  loss  upon  with¬ 
drawal.  The  participant’s  gain  or  loss 
upon  withdrawal  of  its  participating  in¬ 
terest  or  portion  thereof  shall  be  mea¬ 
sured  by  the  difference  between  the 
amount  received  upon  such  withdrawal 
and  the  basis  of  the  participating  in¬ 
terest  or  portion  thereof  withdrawn 
(with  proper  adjustments  as  provided  in 
section  113  (b)  to  the  date  of  with¬ 
drawal)  plus  the  additions  prescribed  in 
paragraph  (c)  of  this  section  and  minus 
the  reductions  prescribed  in  paragraph 
(d)  of  this  section.  The  amount  re¬ 
ceived  by  the  participant  shall  be  the 
sum  of  any  money  plus  the  fair  market 
value  of  property  (other  than  money) 
received  upon  such  withdrawal.  The 
basis  of  the  participating  interest  or  por¬ 
tion  thereof  withdrawn  shall  be  the 
money  contributed  by  the  participant  to 
the  common  trust  fund  to  acquire  the 
participating  interest  or  portion  thereof 
withdrawn.  Such  basis  shall  not  be  re¬ 


duced  on  account  of  the  segregation  of 
any  investment  in  the  common  trust 
fund  pursuant  to  the  provisions  of  sub¬ 
division  (c)  (7)  of  section  17  of  Regula¬ 
tion  F  of  the  Board  of  Governors  of  the 
Federal  Reserve  System,  as  amended. 
For  the  purpose  of  making  the  adjust¬ 
ments,  additions,  and  reductions  with 
respect  to  basis  as  prescribed  in  this  par¬ 
agraph,  the  ward,  rather  than  the 
guardian,  shall  be  deemed  to  be  the  par¬ 
ticipant;  and  the  grantor,  rather  than 
the  trust  to  the  extent  that  the  income 
of  the  trust  is  taxable  to  the  grantor 
pursuant  to  the  provisions  of  section  166 
or  167,  shall  be  deemed  to  be  the  partici¬ 
pant. 

(c>  Additions  to  basis.  As  prescribed 
in  paragraph  (b)  of  this  section,  in  com¬ 
puting  the  gain  or  loss  upon  the  with¬ 
drawal  of  a  participating  interest  or  por¬ 
tion  thereof,  there  shall  be  added  to  the 
basis  of  the  participating  interest  or  por¬ 
tion  thereof  withdraw  n  an  amount  equal 
to  the  aggregate  of  the  following  items, 
to  the  extent  that  they  were  properly 
allocated  to  the  participant  for  a  taxable 
year  of  the  common  trust  fund,  and  were 
not  distributed  to  the  participant  prior 
to  withdrawal: 

(1)  Wholly  exempt  income  of  the 
common  trust  fund  for  any  taxable  year, 

(2>  Net  income  of  the  common  trust 
fund  for  the  taxable  years  beginning 
after  December  31,  1935,  and  prior  to 
January  1,  1938, 

(3)  Net  short-term  capital  gain  of  the 
common  trust  fund  for  each  taxable  year 
beginning  after  December  31.  1937, 

(4)  The  excess  of  the  gains  over  the 
losses  recognized  to  the  common  trust 
fund  for  each  taxable  year  beginning 
after  December  31,  1937,  upon  sales  or 
exchanges  of  capital  assets  held  for  more 
than  18  months  (more  than  6  months  for 
taxable  years  beginning  after  December 
31,  1941),  and 

(5)  Ordinary  net  income  of  the  com¬ 
mon  trust  fund  for  each  taxable  year 
beginning  after  December  31,  1937. 

(d)  Reductions  in  basis.  As  pre¬ 
scribed  in  paragraph  (b)  of  this  section, 
in  computing  the  gain  or  loss  upon  the 
withdrawal  of  a  participating  interest 
or  portion  thereof,  the  basis  of  the  par¬ 
ticipating  interest  or  portion  thereof 
withdrawn  shall  be  reduced  by  such 
portions  of  the  following  items  as  were 
allocable  to  the  participant  with  respect 
to  the  participating  interest  or  portion 
thereof  withdrawn: 

(1)  The  amount  of  the  excess  of  the 
allowable  deductions  of  the  common 
trust  fund  over  its  gross  income  for  the 
taxable  years  beginning  after  Decem¬ 
ber  31,  1935,  and  before  January  1,  1938, 
and 

(2)  The  amount  of  the  net  short-term 
capital  loss,  net  long-term  capital  loss, 
and  ordinary  net  loss  of  the  common 
trust  fund  for  each  taxable  year  begin¬ 
ning  after  December  31,  1937. 

§  39.169-5  Returns  of  common  trust 
funds.  A  bank  maintaining  a  common 
trust  fund  shall  make  a  return  of  income 
of  the  common  trust  fund,  regardless  of 
the  amount  of  its  net  income.  If  a  bank 
maintains  more  than  one  common  trust 
fund,  a  separate  return  shall  be  made  for 


each.  The  return  shall  be  made  for  the 
taxable  year  of  the  common  trust  fund 
on  the  form  prescribed  by  the  Commis¬ 
sioner,  in  accordance  with  these  regula¬ 
tions  and  the  instructions  on  the  form  or 
issued  therewith.  The  return  of  a  com¬ 
mon  trust  fund  shall  state  specifically 
with  respect  to  the  fund  the  items  of 
gross  income  and  the  deductions  allowed 
under  chapter  1,  and  shall  include  each 
participant’s  name  and  address,  the  ordi¬ 
nary  net  income  or  loss,  and  its  propor¬ 
tionate  share  of  gains  and  losses  from 
sales  or  exchanges  of  capital  assets. 
See  §  39.169-2.  A  copy  of  the  plan  of  the 
common  trust  fund  must  be  filed  with  the 
return.  If,  however,  a  copy  of  such  plan 
has  once  been  filed  with  a  return,  it  need 
not  again  be  filed  if  the  return  contains 
a  statement  showing  when  and  where  it 
was  filed.  If  the  plan  is  amended  in  any 
way  after  such  copy  has  been  filed,  a 
copy  o$  the  amendment  must  be  filed 
with  the  return  for  the  taxable  year  in 
which  the  amendment  was  made.  Each 
such  return  shall  be  verified  in  the  same 
manner  as  the  return  filed  by  the  bank 
under  section  52. 

§  39.170  Statutory  provisions;  estates 
and  trusts:  net  operating  losses. 

Sec.  170.  Net  operating  losses.  The  benefit 
of  the  deduction  for  net  operating  losses 
allowed  by  section  23  (s)  shall  be  allowed 
to  estates  and  trusts  under  regulations  pre¬ 
scribed  by  the  Commissioner  with  the  ap¬ 
proval  of  the  Secretary.  The  benefit  of  such 
deduction  shall  not  be  allowed  to  a  common 
trust  fund,  but  shall  be  allowed  to  the  par¬ 
ticipants  in  the  common  trust  fund  under 
regulations  prescribed  by  the  Commissioner 
with  the  approval  of  the  Secretary. 

[Sec.  170  as  added  by  sec.  211  (c),  Rev.  Act 
1939] 

§  39.170-1  Net  operating  loss  deduc¬ 
tion  in  the  case  of  estates,  trusts,  and 
common  trust  funds — (a)  Estates  and 
trusts.  The  net  operating  loss  deduction 
allowed  by  section  23  (s),  computed  as 
provided  by  section  122,  shall  be  avail¬ 
able  to  estates  and  trusts  generally,  with 
the  following  exceptions  and  limitations: 

( 1 )  A  net  operating  loss  for  a  year  for 
which  a  trust  was  exempt  from  tax  under 
section  165  may  not  be  used  in  the  com¬ 
putation  of  the  net  operating  loss  carry¬ 
over. 

(2)  In  computing  gross  income  and 
deductions  for  the  purposes  of  section 
122,  a  trust  shall  exclude  that  portion  of 
the  income  and  deductions  attributable 
to  the  grantor  under  section  166  and 
§  39.166-1  (c). 

(3 )  An  estate  or  trust  shall  not.  for  the 
purposes  of  section  122,  avail  itself  of 
the  deductions  allowed  by  section  162. 

(b)  Common  trust  funds.  The  net  op¬ 
erating  loss  deduction  is  not  allowed  to  a 
common  trust  fund.  Each  participant 
in  a  common  trust  fund,  however,  will  be 
allowed  the  benefits  of  such  deduction. 
In  the  computation  of  such  deduction  a 
participant  in  a  common  trust  fund  shall 
take  into  account  its  pro  rata  share  of 
the  income  and  losses  of  the  common 
trust  fund  as  prescribed  by  §  39.189-1  in 
the  case  of  partners. 

§  39.171  Statutory  provisions;  estates 
and  trusts;  income  in  divorce,  etc.,  cases. 
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Sec.  171.  Income  of  an  estate  or  trust  in 
ease  of  divorce,  etc. —  (a)  Inclusion  in  gross 
income.  There  shall  be  Included  In  the 
gross  Income  of  a  wife  who  Is  divorced  or 
legally  separated  under  a  decree  of  divorce 
or  of  separate  maintenance  the  amount  of 
the  income  of  any  trust  which  such  wife  is 
entitled  to  receive  and  which,  except  for  the 
provisions  of  this  section,  would  be  includ¬ 
ible  in  the  gross  income  of  her  husband,  and 
such  amount  shall  not,  despite  section  166, 
section  167,  or  any  other  provision  of  this 
chapter,  be  includible  in  the  gross  Income 
of  such  husband.  This  subsection  shall  not 
apply  to  that  part  of  any  such  income  of  the 
trust  which  the  terms  of  the  decree  or  trust 
Instrument  fix,  in  terms  of  an  amount  of 
money  or  a  portion  of  such  Income,  as  a  sum 
which  is  payable  for  the  support  of  minor 
children  of  such  husband.  In  case  6uch  in¬ 
come  is  less  than  the  amount  specified  In 
the  decree  or  instrument,  for  the  purpose  of 
applying  the  preceding  sentence,  such  in¬ 
come,  to  the  extent  of  such  sum  payable 
for  such  support,  shall  be  considered  a  pay¬ 
ment  for  such  support. 

(b)  Wife  considered  a  beneficiary.  For 
I  the  purposes  of  computing  the  net  income 
of  the  estate  or  trust  and  the  net  income 
of  the  wife  described  in  section  22  (k)  or 
subsection  (a)  of  this  section,  such  wife 
shall  be  considered  as  the  beneficiary  speci¬ 
fied  in  this  supplement.  A  periodic  payment 
under  section  22  (k)  to  any  part  of  which 
the  provisions  of  this  supplement  are  appli¬ 
cable  shall  be  Included  in  the  gross  income 
of  the  beneficiary  in  the  taxable  year  in 
which  under  this  supplement  such  part  is 
!  required  to  be  included. 

[Sec.  171  as  added  by  sec.  120  (c).  Rev.  Act 
1942] 

§  39.171-1  Income  of  trust  in  case  of 
divorce,  etc. — (a)  In  general.  (1)  Sec¬ 
tion  171(a)  provides  rules  in  certain  cases 
for  taxability  of  income  of  trusts  as  be¬ 
tween  spouses  who  are  divorced  or  legally 
separated  under  a  court  order  or  decree. 
In  such  cases,  the  spouse  actually  entitled 
to  receive  payments  from  the  trust  is 
considered  the  beneficiary  rather  than 
the  spouse  in  discharge  of  whose  obliga¬ 
tion  such  payments  are  made.  For  con¬ 
venience,  the  beneficiary  spouse  will 
hereafter  in  this  section  and  in  §  39.171-2 
be  referred  to  as  the  “wife"  and  the  ob¬ 
ligor  spouse  from  whom  she  is  divorced 
or  legally  separated  as  the  “husband.” 
(See  section  3797  (a>  (17).)  Thus,  un- 
j  der  section  171  (a)  income  of  a  trust — 

(1)  Which  is  paid,  credited  or  to  be 
distributed  to  the  wife  in  a  taxable  year 
of  the  wife,  and 

<ii)  Which,  except  for  the  provisions 
of  section  171,  would  be  includible  in  the 
gross  income  of  her  husband, 

shall  be  includible  in  her  gross  income 
j  and  shall  not  be  includible  in  his  gross 

income. 

(2)  Section  171  (a)  does  not  apply  in 
any  case  to  which  section  22  <k)  applies. 

|  Although  section  171  (a)  and  section  22 
seemingly  cover  some  of  the  same 
situations,  there  are  important  differ¬ 
ences  between  them.  Thus,  section  171 
(a)  applies,  for  example,  to  a  trust 
created  before  the  divorce  or  separation 
and  not  in  contemplation  of  it,  while 
section  22  (k)  applies  only  if  the  crea¬ 
tion  of  the  trust  or  payments  by  a  pre¬ 
viously  created  trust  are  in  discharge  of 
a  legal  obligation  imposed  upon  or  as¬ 
sumed  by  the  husband  (or  made  specific) 


under  the  court  decree  or  an  instrument 
incident  to  the  divorce  or  legal  separa¬ 
tion.  On  the  other  hand,  section  22  (k) 
requires  inclusion  in  the  wife’s  income 
of  the  full  amount  of  periodic  payments 
received  attributable  to  property  in  trust 
(whether  or  not  out  of  trust  income), 
while  section  171  (a)  requires  amounts 
paid,  credited  or  to  be  distributed  to  her 
to  be  included  only  to  the  extent  such 
amounts  are  out  of  income  of  the  trust 
for  its  taxable  year  (determined  as  pro¬ 
vided  in  section  162). 

(3)  Section  171  (a)  is  designed  to  pro¬ 
duce  uniformity  as  between  cases  de¬ 
scribed  in  section  171  (a)  and  cases  not 
described  in  section  171  (a),  where,  in 
the  former  cases,  without  section  171  (a) , 
the  income  of  a  so-called  alimony  trust 
would  be  taxable  to  the  husband  because 
of  his  continuing  obligation  to  support 
his  former  wife,  and  w^here,  in  the  latter 
cases,  the  income  of  a  so-called  alimony 
trust  is  taxable  to  the  former  wife  be¬ 
cause  of  the  termination  of  the  husband’s 
obligation.  Furthermore,  section  171 
(a)  taxes  trust  income  to  the  wife  in  all 
cases  where  under  prior  law  the  husband 
would  be  taxed  not  only  because  of  the 
discharge  of  his  alimony  obligation  but 
also  because  of  his  retention  of  control 
over  the  income  or  trust  corpus.  Section 
171  (a)  applies  whether  or  not  the  wife 
is  the  beneficiary  under  the  terms  of  the 
trust  instrument  or  is  an  assignee  of  a 
beneficiary. 

(4)  The  application  of  section  171  (a) 
may  be  illustrated  by  the  following  ex¬ 
amples,  in  which  it  is  assumed  that  both 
the  husband  and  wife  make  their  income 
tax  returns  on  a  calendar  year  basis: 

Example  ( 1 ) .  Upon  the  marriage  of  H  and 
W,  H  irrevocably  transfers  property  In  trust 
to  pay  the  Income  therefrom  to  W  for  her 
life  for  support,  maintenance,  and  all  other 
expenses.  Some  years  later,  W  obtains  a 
legal  separation  from  H  under  an  order  of 
court.  W,  relying  upon  the  Income  from  the 
trust  payable  to  her,  does  not  ask  for  any 
provision  for  her  support  and  none  is  ordered 
by  the  court;  the  court,  however,  has  Juris¬ 
diction  under  the  law  of  the  State  to  order 
at  any  time  prior  to  an  absolute  divorce  that 
provision  be  made  by  H  for  W's  support. 
Under  the  provisions  of  section  171  (a),  the 
Income  of  the  trust  which  becomes  payable 
to  W  after  the  order  of  separation  Is  includi¬ 
ble  in  her  Income  and  Is  deductible  by  the 
trust.  No  part  thereof  Is  Includible  In  H’s 
Income  or  deductible  by  him. 

Example  (2).  H  transfers  property  in 
trust  for  the  benefit  of  W,  retaining  the 
power  to  revoke  the  trust  at  any  time.  H, 
however,  promises  that  If  he  revokes  the 
trust  he  will  transfer  to  W  property  In  the 
value  of  $100,000.  The  transfer  In  trust  and 
the  agreement  were  not  Incident  to  divorce, 
but  some  years  later  W  divorces  H.  The 
court  decree  Is  silent  as  to  alimony  and  the 
trust.  After  the  divorce,  income  of  the  trust 
which  becomes  payable  to  W  Is  taxable  to 
her,  and  Is  not  taxable  to  H  or  deductible 
by  him.  If  H  later  terminates  the  trust 
and  transfers  $100,000  of  property  to  W,  such 
$100,000  is  not  Income  to  W  nor  deductible 
by  H. 

(b)  Alimony  trust  income  designated 
for  support  of  minor  children.  Section 
171  (a)  does  not  require  the  inclusion 
in  the  wife's  income  of  trust  income 
which  the  terms  of  the  decree  or  trust 
instrument  fix  in  terms  of  an  amount  of 


money  or  a  portion  of  such  income  as  a 
sum  which  is  payable  for  the  support 
of  minor  children  of  the  husband.  The 
statute  prescribes  the  treatment  in  cases 
where  under  the  terms  of  the  decree  or 
trust  instrument  a  specific  amount  of 
trust  income  is  to  be  paid  but  a  lesser 
amount  becomes  payable.  In  such  cases, 
to  the  extent  of  the  sum  which  would 
be  payable  for  such  support  out  of  the 
originally  specified  amount  of  trust  in¬ 
come,  such  trust  income  is  considered 
payable  for  support  of  such  minor  chil¬ 
dren.  This  rule  is  similar  to  that  pro¬ 
vided  in  the  case  of  periodic  payments 
under  section  22  (k).  See  §  39.22  (k)-l 
(d). 

§  39.171-2  Application  of  trust  rules 
to  alimony  payments,  (a)  For  the  pur¬ 
pose  of  the  application  of  sections  162, 
163,  and  164,  the  wife  described  in  sec¬ 
tion  171  or  section  22  (k)  who  is  entitled 
to  receive  payments  attributable  to 
property  in  trust  is  considered  a  benefi¬ 
ciary  of  the  trust,  whether  or  not  the 
payments  are  made  for  the  benefit  of 
the  husband  in  discharge  of  his 
obligations. 

(b)  A  periodic  payment  includible  in 
the  wife’s  gross  income  under  section  22 
(k)  attributable  to  property  in  trust 
shall  be  included  in  full  in  her  gross 
income  in  her  taxable  year  in  which 
any  part  is  required  to  be  included  un¬ 
der  sections  162  and  164.  Assume,  for 
example,  in  a  case  in  wrhich  both  the 
w’ife  and  the  trust  file  income  tax  re¬ 
turns  on  the  calendar  year  basis,  that 
an  annuity  of  $5,000  is  to  be  paid  to  the 
wife  by  the  trustee  every  December  31, 
(out  of  trust  income  if  possible  and, 
if  not,  out  of  corpus)  pursuant  to  the 
terms  of  a  divorce  decree.  Of  the  $5,000 
distributable  on  December  31,  1952, 

$4,000  is  payable  out  of  income  and 
$1,000  out  of  corpus.  The  actual  dis¬ 
tribution  is  made  in  1953.  Although  the 
periodic  payment  is  received  by  the 
wife  in  1953,  since  under  sections  162 
and  164  the  $4,000  income  distributable 
on  December  31,  1952,  is  to  be  included 
in  the  wife’s  income  for  1952,  the  $1,000 
payment  out  of  corpus  is  to  be  included 
in  her  income  for  1952. 

§  39.172  Statutory  provisions;  estates 
and  trusts;  allowance  of  amortization 
deduction. 

Sec.  172.  Allowance  of  amortization  de¬ 
duction.  The  benefit  of  the  deduction  for 
amortization  of  emergency  facilities  allowed 
by  section  23  (t)  shall  be  allowed  to  estates 
and  trusts  In  the  same  manner  and  to  the 
same  extent  as  In  the  case  of  an  Individual. 
The  allowable  deduction  shall  be  apportioned 
between  the  Income  beneficiaries  and  the 
fiduciary  under  regulations  prescribed  by 
the  Commissioner  with  the  approval  of  the 
Secretary. 

(Sec.  172  as  added  by  sec.  155  (g).  Rev. 
Act  1942] 

§  39.172-1  Amortization  of  emergency 
facility  of  estate  or  trusts.  In  the  case 
of  an  emergency  facility,  as  defined  in 
section  124A  (d),  acquired  or  completed 
by  an  estate  or  trust  after  December  31, 
1949,  such  estate  or  trust  is  entitled  to 
take  amortization  deductions  with  re¬ 
spect  thereto  in  the  same  manner  and  to 
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the  same  extent  as  in  the  case  of  an 
individual.  See  section  23  (t)  and  sec¬ 
tion  124 A  and  the  regulations  there¬ 
under.  The  principles  governing  the 
apportionment  of  depreciation  in  the 
case  of  property  held  in  trust  are  appli¬ 
cable  with  respect  to  the  amortization  of 
an  emergency  facility  of  an  estate  or 
trust.  See  §  39.23  (1 )  — 1. 

SUPPLEMENT  F - PARTNERSHIPS 

§  39.181  Statutory  provisions ;  part¬ 
nerships;  liability  for  tax. 

Sec.  181.  Partnership  not  taxable.  Indi¬ 
viduals  carrying  on  business  in  partnerships 
shall  be  liable  for  income  tax  only  in  their 
Individual  capacity. 

§  39.181-1  Partnerships.  Partner¬ 
ships  as  such  are  not  subject  to  the  in¬ 
come  tax  imposed  by  chapter  1,  but  are 
re  jUired  to  make  returns  of  income. 
See  sections  187  and  188.  For  definition 
of  what  the  term  “partnership”  includes, 
see  section  3797  (a)  (2).  For  rules  as 
to  allocation  of  partnership  income  in 
the  case  of  family  partnerships,  see  sec¬ 
tion  191  and  the  regulations  thereunder. 

§  39.182  Statutory  provisions;  part¬ 
nerships;  tax  of  partners. 

Sec.  182.  Tax  of  partners.  In  computing 
the  net  income  of  each  partner,  he  shall  in¬ 
clude.  whether  or  not  distribution  is  made 
to  him — 

(a)  As  part  of  his  gains  and  losses  from 
sales  or  exchanges  of  capital  assets  held  for 
not  more  than  6  months,  his  distributive 
share  of  the  gains  and  losses  of  the  partner¬ 
ship  from  sales  or  exchanges  of  capital  as¬ 
sets  held  for  not  more  than  6  months. 

(b)  As  part  of  his  gains  and  losses  from 
sales  or  exchanges  of  capital  assets  held  for 
more  than  6  months,  his  distributive  share 
of  the  gains  and  losses  of  the  partnership 
from  sales  or  exchanges  of  capital  assets 
held  for  more  than  6  months. 

(c)  His  distributive  share  of  the  ordinary 
net  income  or  the  ordinary  net  loss  of  the 
partnership,  computed  as  provided  Ln 
Bection  183  (b). 

[Sec.  182  as  amended  by  sec.  150  (g)  (1), 
Rev.  Act  1942] 

§  39.182-1  Distributive  shares  of  part¬ 
ners.  (a)  Each  partner  is  required  to 
include  in  his  return  for  his  taxable  year 
within  which  or  with  which  the  taxable 
year  of  the  partnership  ends,  whether  or 
not  distributed: 

(1)  As  part  of  his  gains  and  losses 
from  sales  or  exchanges  of  capital  assets 
held  for  not  more  than  six  months,  his 
distributive  share  of  the  gains  and  losses 
of  the  partnership  from  sales  or  ex¬ 
changes  of  capital  assets  held  for  not 
more  than  six  months. 

(2)  As  part  of  his  gains  and  losses 
from  sales  or  exchanges  of  capital  assets 
held  for  more  than  six  months,  his  dis¬ 
tributive  share  of  the  gains  and  losses  of 
the  partnership  from  sales  or  exchanges 
of  capital  assets  held  for  more  than  six 
months. 

(3>  His  distributive  share  of  the  ordi¬ 
nary  net  income  or  the  ordinary  net  loss 
of  the  partnership,  computed  as  pro¬ 
vided  in  section  183  (b>. 

(b>  If  separate  returns  are  made  by 
a  husband  and  wife  domiciled  in  a  com¬ 
munity  property  State,  and  the  husband 
only  is  a  member  of  a  partnership,  the 
part  of  his  distributive  share  of  gains 


and  losses  of  the  partnership  from  sales 
or  exchanges  of  capital  assets  or  the  part 
of  his  distributive  share  of  ordinary  net 
income  or  ordinary  net  loss,  which  is,  or 
is  derived  from,  community  property 
should  be  reported  by  the  husband  and 
by  the  wife  in  equal  proportions.  In  the 
case  of  a  partnership  closely  related  to 
other  trades  or  businesses,  see  section  45. 

§  39.183  Statutory  provisions;  part¬ 
nerships;  computation  of  income. 

Sec.  183.  Computation  of  partnership  in¬ 
come — (a)  General  rule.  The  net  income  of 
the  partnership  shall  be  computed  in  the 
same  manner  and  on  the  same  basis  as  in 
the  case  of  an  Individual,  except  as  pro¬ 
vided  in  subsections  (b),  (c),  and  (d). 

(b)  Segregation  of  items — (1)  Capital 
gains  and  losses.  There  shall  be  segregated 
gains  and  losses  from  sales  or  exchanges  of 
capital  assets. 

(2)  Ordinary  net  income  or  loss.  After 
excluding  all  items  of  gain  and  loss  from 
sales  or  exchanges  of  capital  assets,  there 
shall  be  computed — 

(A)  An  ordinary  net  income  which  shall 
consist  of  the  excess  of  the  gross  income 
over  the  deductions:  or 

(B)  An  ordinary  net  loss  which  shall  con¬ 
sist  of  the  excess  of  the  deductions  over  the 
gross  income. 

(c)  Charitable  contributions.  In  comput¬ 
ing  the  net  income  of  the  partnership  the 
so-called  “charitable  contribution”  deduc¬ 
tion  allowed  by  section  23  (o)  shall  not  be 
allowed;  but  each  partner  shall  be  con¬ 
sidered  as  having  made  payment,  within  his 
taxable  year,  of  his  distributive  portion  of 
any  contribution  or  gift,  payment  of  which 
was  made  by  the  partnership  within  its 
taxable  year,  of  the  character  which  would 
be  allowed  to  the  partnership  as  a  deduction 
under  such  section  if  this  subsection  had 
not  been  enacted. 

(d)  Standard  deduction.  In  computing 
the  net  income  of  the  partnership,  the  stand¬ 
ard  deduction  provided  in  section  23  (aa) 
shall  not  be  allowed. 

[Sec.  183  as  amended  by  sec.  150  (g)  (2), 
Rev.  Act  1942;  sec.  9  (c),  Individual  Income 
Tax  Act  1944] 

§  39.183-1  Computation  of  partner¬ 
ship  income.  The  net  income  of  the 
partnership  shall  be  computed  in  the 
same  manner  and  on  the  same  basis  as 
the  net  income  of  an  individual,  except 
that: 

(a)  The  partnership  is  required  to 
segregate  its  gains  and  losses  from  sales 
or  exchanges  of  capital  assets.  A  part¬ 
nership  is  not  allowed  the  benefit  of 
section  117  (e). 

(b)  The  partnership  is  further  re¬ 
quired.  after  excluding  all  items  de¬ 
scribed  in  paragraph  (a)  of  this  section, 
to  compute  (1)  an  ordinary  net  income 
which  consists  of  the  excess  of  gross 
income  over  the  deductions,  or  <2 »  an 
ordinary  net  loss  which  consists  of  the 
excess  of  the  deductions  over  the  gross 
income.  In  the  computation  of  its 
ordinary  net  income  or  ordinary  net 
loss,  the  partnership  is  denied  the  so- 
called  charitable  contribution  deduction 
allowed  by  section  23  (o) ,  but  each  part¬ 
ner  is  considered  as  having  made  pay¬ 
ment,  within  his  taxable  year,  of  his 
distributive  portion  of  any  contribution 
or  gift,  payment  of  which  was  made  by 
the  partnership  within  its  taxable  year, 
of  a  character  which  would  be  allowed  to 
the  partnership  as  a  deduction  if  section 


183  (c)  had  not  been  enacted.  Payments 
made  to  a  partner  for  services  rendered 
and  for  interest  on  capital  contributions 
are  not  deductible  in  computing  the  net 
income  of  the  partnership,  such  pay¬ 
ments  being  held  to  represent  a  division 
of  partnership  profits. 

(c)  The  partnership  is  not  allowed  the 
standard  deduction  provided  in  section 
23  (aa). 

§  39.184  Statutory  provisions;  part¬ 
nerships;  credits  against  net  income. 

Sec.  184.  Credits  against  net  income.  The 
partner  shall,  for  the  purpose  of  the  normal 
tax,  be  allowed  as  a  credit  against  his  net 
income,  in  addition  to  the  credits  allowed 
to  him  under  section  25,  his  proportionate 
share  of  such  amounts  (not  in  excess  of  the 
net  income  of  the  partnership)  of  interest 
specified  in  section  25  (a)  as  are  received 
by  the  partnership.  If  the  partnership  elects 
under  section  125  to  treat  the  premium  on 
bonds,  the  Interest  on  which  is  allowable 
as  a  credit  under  section  25  (a)  (I)  or  (2), 
as  amortizable,  for  the  purposes  of  the  pre¬ 
ceding  sentence  the  partner’s  proportionate 
share  of  the  interest  received  by  the  part¬ 
nership  shall  be  his  proportionate  share  of 
such  interest  (determined  without  regard 
to  this  sentence)  reduced  by  so  much  of 
the  deduction  under  section  23  (v)  as  is 
attributable  to  such  share. 

[Sec.  184  as  amended  by  sec.  126  (f),  Rev. 
Act  1942] 

§  39.184-1  Credits  allowed  partners. 
The  credits  against  net  income  provided 
in  section  25  are  not  applicable  to 
partnerships  as  such.  An  individual 
partner,  however,  is  entitled  for  the  pur¬ 
pose  of  the  normal  tax  to  a  credit  against 
his  net  income,  in  addition  to  the  credits 
allowed  to  him  under  section  25,  of  his 
proportionate  share  of  such  amounts 
(not  in  excess  of  the  net  income  of  the 
partnership)  of  interest  specified  in  sec¬ 
tion  25  (a)  as  are  received  by  the  part¬ 
nership.  There  shall  be  included  in  the 
return  of  the  partnership  a  statement  of 
the  amounts  of  such  interest  and  the 
proportionate  share  thereof  of  each 
partner.  For  reduction  of  credit  for  such 
interest  on  account  of  amortizable  bond 
premium,  see  §  39.125  (c)-2. 

§  39.185-187  Statutory  provisions; 
par  trier  ships;  earned  income;  taxes  of 
foreign  countries  and  possessions  of  the 
United  States;  returns. 

Sec.  185.  Earned  income. 

[Repealed  by  sec.  107  (a),  Rev.  Act  1943] 

Sec.  186.  Taxes  of  foreign  countries  and 
possessions  of  United  States.  The  amount  of 
income,  war-profits,  and  excess-profits  taxes 
imposed  by  foreign  countries  or  possessions 
of  the  United  States  shall  be  allowed  as  a 
credit  against  the  tax  of  the  member  of  a 
partnership  to  the  extent  provided  in  section 
131. 

Sec.  187.  Partnership  returns.  Every  part¬ 
nership  shall  make  a  return  for  each  taxable 
year,  stating  specifically  the  items  of  hs 
gross  income  and  the  deductions  allowed  by 
this  chapter  and  such  other  information  for 
the  purpose  of  carrying  out  the  provisions 
of  this  chapter  as  the  Commissioner  with  the 
approval  of  the  Secretary  may  by  regulations 
prescribe,  and  shall  include  in  the  return  the 
names  and  addresses  of  the  individuals  who 
would  loe  entitled  to  share  in  the  net  income 
if  distributed  and  the  amount  of  the  dis¬ 
tributive  share  of  each  individual.  The  re- 
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turn  shall  be  sworn  to  by  any  one  of  the 
partners. 

§  39.187-1  Partnership  returns.  Every 
partnership  shall  make  a  return  of  in¬ 
come,  regardless  of  the  amount  of  its  net 
income  (see  section  3797  (a)  (2),  defin¬ 
ing  the  term  “partnership”).  The  re¬ 
turn  shall  be  on  Form  1065;  shall  state 
specifically  the  information  required  to 
be  stated  by  the  return  form;  shall  be 
filled  in  according  to  the  instructions 
contained  thereon  or  issued  with  respect 
thereto;  and  shall  contain  or  be  verified 
by  a  written  declaration,  signed  by  one 
of  the  partners,  that  it  is  made  under 
the  penalties  of  perjury.  Such  return 
shall  be  made  for  the  taxable  year  of  the 
partnership,  that  is,  for  its  annual  ac¬ 
counting  period  (fiscal  year  or  calendar 
year,  as  the  case  may  be),  irrespective 
of  the  taxable  years  of  the  partners. 
See  sections  182  and  183.  If  the  partner¬ 
ship  makes  any  change  in  its  accounting 
period,  it  shall  make  its  return  in  accord¬ 
ance  with  the  provisions  of  section  47, 
except  that  the  return  shall  not  be 
placed  on  an  annual  basis  under  section 
47  (c). 

§  39.188-189  Statutory  provisions ; 
partnership;  different  taxable  years  of 
partner  and  partnership ;  net  operating 

losses. 

Sec.  188.  Different  taxable  years  of  part¬ 
ner  and  partnership.  If  the  taxable  year  of 
a  partner  Is  different  from  that  of  the  part¬ 
nership,  the  inclusions  with  respect  to  the 
net  Income  of  the  partnership,  in  computing 
the  net  income  of  the  partner  for  his  tax¬ 
able  year,  shall  be  based  upon  the  net  ln- 
oome  of  the  partnership  for  any  taxable  year 
of  the  partnership  (whether  beginning  on, 
before,  or  after  January  1,  1939)  ending 
within  or  with  the  taxable  year  of  the 
partner. 

Sec.  189.  Net  operating  losses.  The  bene¬ 
fit  of  the  deduction  for  net  operating  losses 
allowed  by  section  23  (s)  shall  not  be  allowed 
to  a  partnership  but  shall  be  allowed  to  the 
members  of  the  partnership  under  regula¬ 
tions  prescribed  by  the  Commissioner  with 
the  approval  of  the  Secretary. 

|Sec.  189  as  added  by  sec.  211  (d),  Rev.  Act 
1939] 

§  39.189-1  Net  operating  loss  deduc¬ 
tion  in  the  case  of  partners — (a)  In  gen¬ 
eral.  The  benefit  of  the  deduction  for 
net  operating  losses  provided  by  section 
23  (s)  shall  not  be  allowed  to  a  partner¬ 
ship.  In  computing  his  own  net  operat¬ 
ing  loss  or  his  own  net  income  (where 
required  to  be  computed  in  accordance 
with  the  exceptions  and  limitations  pro¬ 
vided  in  section  122  (d)  (1)  to  (4),  in¬ 
clusive)  for  any  taxable  year  for  the 
Purposes  of  the  computations  required 
by  section  122,  however,  each  partner 
shall  take  into  account  the  income  and 
losses  of  the  partnership  in  accordance 
with  sections  182  to  188,  inclusive,  with 
the  exceptions  and  limitations  set  forth 
in  paragraphs  (b)  and  (c)  of  this  section. 

(b)  Exceptions  and  limitations  appli¬ 
cable  in  computation  of  partner’s  net 
operating  loss — (1)  Long-term  capital 
Sains  and  losses.  The  partnership’s 
fains  and  losses  from  sales  or  exchanges 
°f  capital  assets  held  for  more  than  six 
months  shall  be  taken  into  account  in 
ithl.  The  business  gains  and  losses  from 
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sales  or  exchanges  of  capital  assets  held 
for  more  than  six  months  and  the  non¬ 
business  gains  and  losses  from  such  sales 
or  exchanges  shall  be  segregated  and 
his  distributive  share  of  the  partner¬ 
ship’s  business  gains  and  losses  from 
such  sales  or  exchanges  and  the  partner¬ 
ship’s  nonbusiness  gains  and  losses  from 
such  sales  or  exchanges  shall  be  included 
by  each  partner  as  business  and  non¬ 
business  gains  and  losses  from  the  sales 
or  exchanges  of  capital  assets  held  for 
more  than  six  months,  respectively. 

(2)  Short-term  capital  gains  and 
losses.  The  partnership’s  business  gains 
and  losses  from  sales  or  exchanges  of 
capital  assets  held  for  not  more  than 
six  months  and  the  partnership’s  non¬ 
business  gains  and  losses  from  such  sales 
or  exchanges  shall  be  segregated,  and 
his  distributive  share  of  such  business 
gains  and  losses  and  such  nonbusiness 
gains  and  losses  shall  be  included  by 
each  partner  as  business  and  nonbusi¬ 
ness  gains  or  losses  from  sales  or  ex¬ 
changes  of  capital  assets  held  for  not 
more  than  six  months,  respectively. 

(3)  Ordinary  net  income  or  loss,  (i) 
After  excluding  all  items  required  to  be 
segregated  by  subparagraphs  (1)  and 
(2)  of  this  paragraph,  there  shall  be 
computed — 

(a)  A  business  ordinary  net  income  of 
the  partnership,  which  shall  consist  of 
the  excess  of  the  business  gross  income 
over  the  business  deductions;  or 

(b)  A  business  ordinary  net  loss  of 
the  partnership,  which  shall  consist  of 
the  excess  of  the  business  deductions  over 
the  business  gross  income  ;  and 

(c)  A  nonbusiness  ordinary  net  income 
of  the  partnership,  which  shall  consist 
of  the  excess  of  the  nonbusiness  gross  in¬ 
come  over  the  nonbusiness  deductions ;  or 

(d)  A  nonbusiness  ordinary  net  loss  of 
the  partnership,  which  shall  consist  of 
the  excess  of  the  nonbusiness  deductions 
over  the  nonbusiness  gross  income. 

In  making  the  above  computations  the 
limitations  and  exceptions  provided  by 
section  122  (d)  (1)  and  (2)  shall  be 
applied. 

(ii)  His  distributive  share  of  a  busi¬ 
ness  ordinary  net  income  of  the  partner¬ 
ship  shall  be  included  by  each  partner 
as  ordinary  business  gross  income,  and  of 
a  business  ordinary  net  loss  of  the  part¬ 
nership  as  an  ordinary  business  deduc¬ 
tion.  His  distributive  share  of  a 
nonbusiness  ordinary  net  income  of  the 
partnership  shall  be  included  by  each 
partner  as  ordinary  nonbusiness  gross 
income,  and  of  a  nonbusiness  ordinary 
net  loss  of  the  partnership  as  an  ordinary 
nonbusiness  deduction. 

(c)  Exceptions  and  limitations  appli¬ 
cable  in  computation  of  partner’s  net 
income.  (1)  The  ordinary  net  income 
or  ordinary  net  loss  of  the  partnership 
shall  be  computed  with  the  exceptions 
and  limitations  provided  in  section  122 

(d)  (1)  and  (2). 

(2)  The  partnership’s  gains  and  losses 
from  sales  or  exchanges  of  capital  assets 
held  for  more  than  six  months  shall  be 
taken  in  account  in  full. 
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§  39.190  Statutory  provisions;  part¬ 
nerships;  allowance  of  amortization  de¬ 
duction. 

Sec.  190.  Allowance  of  amortization  deduc¬ 
tion.  In  the  case  of  emergency  facilities  of 
a  partnership,  the  benefit  of  the  deduction 
for  amortization  allowed  by  section  23  (t) 
shall  not  be  allowed  to  the  members  of  a 
partnership  but  shall  be  allowed  to  the  part¬ 
nership  in  the  same  manner  and  to  the  same 
extent  as  in  the  case  of  an  individual. 

[Sec.  190  as  added  by  sec.  155  (h),  Rev.  Act 
1942] 

§  39.190-1  Amortization  of  err.tr- 
gency  facility  of  partnership.  In  the 
case  of  an  emergency  facility,  as  defined 
in  section  124A  (d)  (1)  acquired  or  com¬ 
pleted  by  a  partnership  after  December 
31,  1949,  the  partnership  is  entitled  to 
take  amortization  deductions  with  re¬ 
spect  thereto  in  the  same  manner  and 
to  the  same  extent  as  in  the  case  of  an 
individual.  See  section  23  (t>  and  sec¬ 
tion  124A  and  the  regulations  thereun¬ 
der.  Amortization  deductions  with  re¬ 
spect  to  an  emergency  facility  of  a  part¬ 
nership  are  not  allowed  to  the  members 
of  the  partnership. 

§  39.191  Statutory  provisions;  part¬ 
nerships;  family  partnerships. 

Sec.  191.  family  partnerships.  In  the  case 
of  any  partnership  interest  created  by  gift, 
the  distributive  share  of  the  donee  under  the 
partnership  agreement  shall  be  includible  in 
his  gross  income,  except  to  the  extent  that 
such  share  is  determined  without  allowance 
of  reasonable  compensation  for  services  ren¬ 
dered  to  the  partnership  by  the  donor,  and 
except  to  the  extent  that  the  portion  of  such 
share  attributable  to  donated  capital  is  pro¬ 
portionately  greater  than  the  share  of  the 
donor  attributable  to  the  donor’s  capital. 
The  distributive  share  of  a  partner  in  the 
earnings  of  the  partnership  shall  not  be  di¬ 
minished  because  of  absence  due  to  military 
service.  For  the  purpose  of  this  section,  an 
interest  purchased  by  one  member  of  a 
family  from  another  shall  be  considered  to 
be  created  by  gift  from  the  seller,  and  the 
fair  market  value  of  the  purchased  interest 
shall  be  considered  to  be  donated  capital. 
The  "family’’  of  any  individual  shall  include 
only  his  spouse,  ancestors,  and  lineal  de¬ 
scendants,  and  any  trust  for  the  primary 
benefit  of  such  persons. 

[Sec.  191  as  added  by  sec.  340  (b),  Rev.  Act 
1951) 

i 

§  39.191-1  Family  partnerships — (a) 
In  general — (1)  Introduction.  The  pro¬ 
duction  of  income  by  a  partnership  is 
attributable  to  the  capital  or  services, 
or  both,  contributed  by  the  partners. 
The  provisions  of  Supplement  F,  which 
govern  the  taxation  of  the  income  of 
individuals  carrying  on  business  in 
partnership,  are  to  be  read  in  the  light 
of  their  relationship  to  section  22  (a), 
which  requires  that  income  be  taxed  to 
the  person  who  earns  it  through  his  owrn 
labor  and  skill  and  the  utilization  of  his 
own  capital. 

(2)  Recognition  of  donee  as  partner. 
With  respect  to  partnerships  in  which 
capital  is  a  material  income-producing 
factor,  section  3797  (a)  (2)  (dealing  with 
definition  of  partnership  and  partner) 
provides  that  a  person  shall  be  recog¬ 
nized  as  a  partner  for  income  tax  pur¬ 
poses  if  he  owns  a  capital  interest  in 
such  a  partnership  whether  or  not  such 
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interest  is  derived  by  purchase  or  gift 
from  any  other  person.  In  the  case  of 
any  partnership  in  which  capital  is  a 
material  income-producing  factor,  if  any 
capital  interest  in  such  partnership  is 
created  by  gift,  section  191  provides  for 
allocation  of  the  partnership  income 
where  the  distributive  share  of  a  donee 
partner  under  the  partnership  agree¬ 
ment  is  determined  without  allowance 
of  reasonable  compensation  for  services 
rendered  to  the  partnership  by  the 
donor  or  is  proportionately  greater  than 
the  share  of  the  donor  attributable  to 
the  donor’s  capital.  For  rules  of  alloca¬ 
tion,  see  §  39.191-2, 

(3)  Requirement  of  complete  transfer 
to  donee.  A  donee  or  purchaser  of  a 
capital  interest  in  a  partnership  is  not 
recognized  as  a  partner  under  the  prin¬ 
ciples  of  section  3797  (a)  (2)  unless  the 
capital  interest  is  acquired  in  a  bona 
fide  transaction,  not  a  mere  sham  for 
tax  avoidance  purposes  or  otherwise,  and 
the  donee  or  purchaser  is  the  real  owner 
of  such  interest.  To  be  recognized,  a 
transfer  must  vest  dominion  and  control 
of  the  partnership  interest  in  the  trans¬ 
feree.  The  existence  of  such  dominion 
and  control  in  the  donee  is  to  be  deter¬ 
mined  from  all  the  pertinent  facts  and 
circumstances.  A  transfer  is  not  recog¬ 
nized  if  the  transferor  retains  such  in¬ 
cidents  of  ownership  that  the  transferee 
has  not  acquired  full  and  complete  own¬ 
ership  of  the  partnership  interest. 
Transactions  between  members  of  a  fam¬ 
ily  will  be  closely  scrutinized,  and  in  the 
case  of  such  transactions  the  circum¬ 
stances  at  the  time  of  a  purported  trans¬ 
fer  and  during  the  periods  preceding  and 
following  it  will  be  taken  into  considera¬ 
tion  in  determining  the  bona  fides  or 
lack  of  bona  fides  of  the  purported  gift 
or  sale.  A  partnership  may  be  recog¬ 
nized  for  income  tax  purposes  as  to  some 
alleged  partners  but  not  as  to  others. 

(4)  Capital  as  a  material  income-pro¬ 
ducing  factor.  The  determination  as  to 
whether  capital  is  a  material  income- 
producing  factor,  for  purposes  of  section 
3797  (a)  (2),  must  be  made  by  reference 
to  all  the  relevant  facts  of  the  individual 
case.  Capital  is  a  material  income-pro¬ 
ducing  factor  if  a  substantial  portion  of 
the  gross  income  of  the  business  is  at¬ 
tributable  to  the  employment  of  capital 
in  the  business  conducted  by  the  part¬ 
nership.  In  general,  capital  is  not  a 
material  income-producing  factor  where 
the  income  of  the  business  consists  prin¬ 
cipally  of  fees,  commissions,  or  other 
compensation  for  personal  services  per¬ 
formed  by  members  or  employees  of  the 
partnership.  On  the  other  hand,  capi¬ 
tal  is  ordinarily  a  material  income-pro¬ 
ducing  factor  if  the  operation  of  the 
business  requires  substantial  inventories 
or  a  substantial  investment  in  plant, 
machinery,  or  equipment. 

<5>  Capital  interest  in  a  partnership. 
For  purposes  of  sections  191  and  3797 
(a)  v2),  a  capital  interest  in  a  partner¬ 
ship  means  an  interest  in  the  capital  of 
the  partnership,  including  accretions 
thereto,  which  interest  is  distributable  to 
the  owner  of  the  capital  interest  upon  his 
withdrawal  from  the  partnership  or  upon 
dissolution  or  liquidation  of  the  partner¬ 


ship.  The  mere  right  to  participate 
in  the  earnings  and  profits  of  a  partner¬ 
ship  is  not  a  capital  interest  in  the 
partnership. 

(b)  Basic  tests  as  to  ownership — (1) 
In  general.  Whether  an  alleged  partner 
in  a  gift  capital  case  is  the  real  owner 
of  the  capital  interest  attributed  to  him 
and  whether  the  donee  has  dominion 
and  control  over  his  or  her  interest,  must 
be  ascertained  from  all  the  facts  and  cir¬ 
cumstances  of  the  particular  case.  Iso¬ 
lated  facts  should  not  be  considered 
determinative;  the  reality  of  the  donee’s 
ownership  is  to  be  determined  in  the 
light  of  the  transaction  as  a  whole.  The 
execution  of  legally  sufficient  and  irrev¬ 
ocable  deeds  or  other  instruments  of 
gift  under  State  law  is  a  factor  to  be 
taken  into  account  but  is  not  deter¬ 
minative  of  ownership  in  the  done  \  The 
reality  of  the  transfer  and  of  the  donee’s 
ownership  of  the  property  attributed  to 
him  are  to  be  ascertained  from  the  con¬ 
duct  of  the  parties  with  respect  to  the 
alleged  gift  and  not  by  any  mechanical 
or  formulistic  test.  Some  of  the  more 
important  factors  to  be  considered  in 
determining  whether  the  donee  has 
acquired  ownership  of  the  capital  inter¬ 
est  in  a  partnership  are  indicated  in 
subparagraphs  (2)  to  (10),  inclusive,  of 
this  paragraph. 

(2)  Retained  controls.  The  donor 
may  have  retained  such  controls  of  the 
interest  which  he  has  purported  to  trans¬ 
fer  to  the  donee  that  the  donor  should 
be  treated  as  remaining  the  substantial 
owner  of  the  interest.  Controls  of  par¬ 
ticular  significance  include,  for  example, 
the  following: 

(i)  Retention  of  control  of  the  dis¬ 
tribution  of  income  or  restrictions  on  the 
distribution  of  income  other  than 
amounts  retained  in  the  partnership  an¬ 
nually  with  the  consent  of  the  partners 
(including  the  donee  partner)  for  the 
reasonable  needs  of  the  business.  If 
there  is  a  partnership  agreement  pro¬ 
viding  for  a  managing  partner,  or  part¬ 
ners,  then,  amounts  of  income  may  be 
retained  in  the  partnership  without  the 
acquiesence  of  all  the  partners  if  such 
amounts  are  retained  for  the  reasonable 
needs  of  the  business. 

(ii)  Limitation  of  the  right  of  the 
donee  to  withdraw  or  sell  his  interest  in 
the  partnership  at  his  discretion  without 
financial  detriment. 

(iii)  Retention  of  control  of  assets  es¬ 
sential  to  the  business  (for  example, 
through  retention  of  assets  leased  to  the 
alleged  partnership). 

(iv)  Retention  of  management  powers 
inconsistent  with  normal  relationships 
among  partners.  Retention  by  the 
donor  of  control  of  business  manage¬ 
ment  or  of  voting  control,  such  as  is 
common  in  ordinary  business  relation¬ 
ships.  is  not  by  itself  to  be  considered  as 
inconsistent  with  normal  relationships 
among  partners  provided  the  donee  is 
free  to  withdraw  his  interest  without 
financial  detriment  at  his  discretion. 
The  donee  shall  not  be  considered  free 
to  withdraw  his  interest  unless,  consider¬ 
ing  all  the  facts,  it  is  evident  that  the 
donee  is  independent  of  the  donor  and 


has  such  maturity  and  understanding  of 
his  rights  as  to  be  capable  of  deciding  to 
exercise,  and  of  exercising,  his  right  to 
withdraw  his  capital  interest  from  the 
partnership. 

The  existence  of  some  of  the  indicated 
controls,  though  amounting  to  less  than 
substantial  ownership  retained  by  the 
donor,  may  be  considered  along  with 
other  facts  and  circumstances  as  tend¬ 
ing  to  show  the  lack  of  reality  of  the 
partnership  interest  of  the  donee. 

(3)  Indirect  controls.  Controls  in¬ 
consistent  with  ownership  by  the  donee 
may  be  exercised  indirectly  as  well  as 
directly,  for  example,  through  a  separate 
business  organization,  estate,  trust,  in¬ 
dividual,  or  other  partnership.  Where 
such  indirect  controls  exist,  the  reality  of 
the  donee’s  interest  will  be  determined 
as  if  such  controls  were  exercisable  di¬ 
rectly. 

(4)  Participation  in  management. 
Substantial  participation  by  the  donee  in 
the  control  and  management  of  the  busi¬ 
ness  (including  participation  in  the 
major  policy  decisions  affecting  the  busi¬ 
ness)  is  strong  evidence  of  a  donee  part¬ 
ner’s  exercise  of  the  dominion  and 
control  over  his  interest.  Such  partici¬ 
pation  presupposes  sufficient  maturity 
and  experience  on  the  part  of  the  donee 
to  deal  with  the  business  problems  of 
the  partnership. 

(5)  Income  distributions.  The  actual 
distribution  to  a  donee  partner  of  all  or 
the  major  portion  of  his  distributive 
share  of  the  business  income  for  the 
sole  benefit  and  use  of  the  donee  is  sub¬ 
stantial  evidence  of  the  reality  of  the 
donee’s  interest  provided  the  donor  has 
not  retained  controls  inconsistent  with 
real  ownership  in  the  donee.  Amounts 
distributed  are  not  considered  to  be  used 
for  the  donee’s  sole  benefit  if.  for  j 
example,  they  are  deposited,  loaned,  or 
invested  in  such  ways  that  the  donor 
controls  or  can  control  the  use  or  enjoy¬ 
ment  of  such  funds. 

(6)  Conduct  of  partnership  business. 

In  determining  the  reality  of  the  donee's 
ownership  of  a  capital  interest  in  a  part-  ■ 
nership,  consideration  shall  be  given  to  I 
whether  the  donee  is  actually  treated  as  ■ 
a  partner  in  the  operation  of  the  business.  I 
It  is  of  principal  importance  for  this 
purpose  u  hether  the  donee  has  been  held 
out  publicly  as  a  partner  in  the  conduct 

of  the  business,  in  relations  with  cus¬ 
tomers,  or  with  creditors  or  other 
sources  of  financing.  Other  factors  of 
significance  in  this  connection  include: 

(i)  Compliance  with  local  partner¬ 
ship,  fictitious  name,  and  business  regis¬ 
tration  statutes. 

(ii)  Control  of  business  bank  accounts. 

(iii)  Recognition  of  the  donee’s  in¬ 
terest  in  appropriate  capital  and  drawing 
accounts. 

(iv)  Recognition  of  the  donee’s  in¬ 

terest  in  insurance  policies,  leases,  and 
other  business  contracts  and  in  litigation 
affecting  business.  I 

(v)  The  existence  of  written  agree-  I 
ments,  records  or  memoranda,  contem-  I 
poraneous  with  the  taxable  year  or  years  ■ 
concerned,  establishing  the  nature  of  ■ 
the  partnership  agreement  and  the  I 
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rights  and  liabilities  of  the  respective 
partners. 

(vi)  Filing  of  partnership  tax  re¬ 
turns  as  required  by  law. 

However,  despite  formal  compliance  with 
the  rbove  factors,  other  circumstances 
may  indicate  that  the  donor  has  re¬ 
tained  substantial  ownership  of  the 
interest  purportedly  transferred  to  the 
donee. 

(7)  Trustees  as!  partners.  A  trustee 
may  be  recognized  as  a  partner  for  in¬ 
come  tax  purposes  under  the  principles 
relative  to  family  partnerships  generally 
as  applied  to  the  particular  facts  of  the 
trust-partnership  arrangement.  A  trus¬ 
tee  who  is  unrelated  to  and  independent 
of  the  grantor,  and  who  participates 
as  a  partner  and  receives  distribution  of 
the  income  distributable  to  the  trust,  will 
ordinarily  be  recognized  as  the  owner  of 
the  partnership  interest  which  he  holds 
for  the  trust  unless  the  grantor  has  re¬ 
tained  controls  inconsistent  with  such 
ownership.  However,  if  the  grantor  is 
the  trustee,  or  if  the  trustee  is  amenable 
to  the  will  of  the  grantor,  the  provisions 
of  the  trust  instrument  (particularly 
with  relation  to  wrhether  the  trustee  is 
subject  to  the  responsibilities  of  a  fiduci¬ 
ary),  the  provisions  of  the  partnership 
agreement,  and  the  conduct  of  the  parties 
must  all  be  taken  into  account  in  deter¬ 
mining  whether  the  trustee  in  a  fiduciary 
capacity  has  become  the  real  owner  of 
the  partnership  interest.  In  a  case 
where  the  grantor  (or  person  amenable 
to  his  will)  is  the  trustee,  the  trust  may 
be  recognized  as  a  partner  only  if  the 
grantor  (or  such  other  person)  in  his 
participation  in  the  affairs  of  the  part¬ 
nership  actively  represents  and  protects 
the  interests  of  the  beneficiaries  in  ac¬ 
cordance  with  the  obligations  of  a  fiduci¬ 
ary,  and  does  not  subordinate  such 
interests  to  the  interests  of  the  grantor. 
Furthermore,  if  the  grantor  (or  person 
amenable  to  his  will)  is  the  trustee,  par¬ 
ticular  consideration  should  be  given  to 
the  following  factors: 

(i)  Whether  the  trust  is  recognized 
as  a  partner  in  business  dealings  with 
customers  and  creditors,  and 

(ii)  Whether,  if  the  partnership  in¬ 
come  is  not  properly  retained  for  the 
reasonable  needs  of  the  business,  the 
trust’s  share  of  the  income  is  distributed 
to  the  trust  annually  and  paid  to  the 
beneficiaries  or  reinvested  solely  in  the 
interests  of  the  beneficiaries. 

(8)  Interests  of  minor  children  ( not 
held  in  trust).  Except  where  a  minor 
child  is  shown  to  be  competent  to  man¬ 
age  his  own  property  and  participate  in 
the  partnership  activities  in  accordance 
with  his  interest  in  the  property,  a  minor 
child  generally  will  not  be  recognized  as 
a  member  of  a  partnership  unless  control 
of  the  property  and  its  enjoyment  is 
exercised  by  another  person  as  fiduciary 
for  the  sole  benefit  of  the  child  and  un¬ 
less  there  is  such  judicial  supervision  of 
the  conduct  of  the  fiduciary,  guardian 
or  otherwise,  as  is  required  by  law.  The 
use  of  the  child’s  property  or  income  for 
support  for  which  a  parent  is  legally 
responsible  will  be  considered  a  use  for 
the  parent’s  benefit.  “Judicial  supervi- 
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sion  of  the  conduct  of  a  fiduciary”  in¬ 
cludes  filing  of  such  accountings  and 
reports  as  are  required  by  law  of  the  fi¬ 
duciary  who  participates  in  the  affairs 
of  the  partnership  on  behah  of  the 
minor.  A  minor  child  will  be  considered 
as  competent  to  manage  his  own  prop¬ 
erty  if  he  actually  has  sufficient  maturity 
and  experience  to  be  treated  by  disin¬ 
terested  persons  as  competent  to  enter 
business  dealings  and  otherwise  to  con¬ 
duct  his  affairs  on  a  basis  of  equality 
with  adult  persons,  notwithstanding 
legal  disabilities  of  the  minor  under 
State  lawr. 

(9)  Donees  as  limited  partners.  The 
recognition  of  a  donee’s  interest  in  a 
limited  partnership  will  depend,  as  in 
the  case  of  other  donated  interests,  on 
whether  the  transfer  of  property  is  real 
and  the  donee  has  acquired  dominion 
and  control  over  the  interests  purport¬ 
edly  transferred  to  aim.  To  be  recog¬ 
nized  for  Federal  income  tax  purposes, 
a  limited  partnership  must  be  organized 
and  conducted  in  accordance  with  the 
requirements  of  the  applicable  State 
limited  partnership  law.  The  absence 
of  services  and  participation  in  manage¬ 
ment  by  a  donee  in  a  limited  partnership 
is  immaterial  if  the  limited  partnership 
meets  all  the  other  requirements  pre¬ 
scribed  in  this  section.  If  the  limited 
partner’s  right  to  withdraw  his  interest 
is  subject  to  substantial  restrictions  (for 
example,  where  the  interest  of  the  lim¬ 
ited  partner  is  not  assignable  in  a  real 
sense  or  where  it  may  be  required  to  be 
left  in  the  business  for  a  long  term  of 
years),  or  if  the  general  partner  retains 
any  other  control  which  substantially 
limits  any  of  the  rights  which  would 
ordinarily  be  exercisable  by  unrelated 
limited  partners  in  normal  business  re¬ 
lationships,  such  restrictions  on  the 
right  to  withdraw  or  retention  of  other 
control  will  be  considered  •  strong  evi¬ 
dence  of  lack  of  reality  of  ownership  by 
the  donee. 

(10)  Motive.  If  the  reality  of  the 
transfer  of  interest  is  satisfactorily 
established,  the  motives  for  the  trans¬ 
action  are  immaterial.  However,  the 
presence  or  absence  of  a  tax  avoidance 
motive  is  one  of  many  factors  to  be 
considered  in  determining  the  reality  of 
a  gift  capital  transaction. 

(c)  Purchased  interest — (1)  In  gen¬ 
eral.  If  a  purported  purchase  of  a  cap¬ 
ital  interest  in  a  partnership  does  not 
meet  the  requirements  of  subparagraph 
(2)  of  this  paragraph,  the  ownership  by 
the  transferee  of  such  capital  interest 
will  be  recognized  only  if  it  qualifies  un¬ 
der  the  requirements  applicable  to  a 
transfer  of  a  partnership  interest  by  gift. 
In  a  case  not  qualifying  under  subpara¬ 
graph  (2),  if  payment  of  any  part  of  the 
purchase  price  is  made  out  of  the 
partnership  earnings,  the  transaction 
may  be  regarded  in  the  same  light  as  a 
purported  gift  subject  to  deferred  en¬ 
joyment  of  the  income.  Such  a  transac¬ 
tion  may  be  lacking  in  reality  either  as 
a  gift  or  as  a  bona  fide  purchase. 

(2)  Tests  as  to  reality  of  purchased 
interests.  A  purchase  of  a  capital  inter¬ 
est  in  a  partnership  either  directly  or 
by  means  of  a  loan  or  credit  extended 


by  a  member  of  the  family  will  be  recog¬ 
nized  if  it  is  shown  to  be  bona  fide  under 
either  of  the  following  tests: 

(1)  That  the  purchase  has  the  usual 
characteristics  of  an  arm’s  length  trans¬ 
action,  considering  all  relevant  factors 
including  the  terms  of  the  purchase 
agreement  (as  to  price,  due  date  of  pay¬ 
ment,  rate  of  interest,  and  security,  if 
any)  and  the  terms  of  any  loan  or  credit 
arrangement  collateral  to  the  purchase 
agreement;  the  credit  standing  of  the 
purchaser,  apart  from  relationship  to 
the  seller;  and  the  capacity  of  the  pur¬ 
chaser  to  incur  a  legally  binding  obli¬ 
gation;  or 

(ii)  Assuming  the  lack  of  one  or  more 
of  the  usual  characteristics  of  arm's 
length  dealing,  that  the  transaction  was 
genuinely  intended  to  promote  the  suc¬ 
cess  of  the  business  through  securing 
participation  in  the  business  of  the  pur¬ 
chaser  or  the  addition  of  his  or  her 
credit  to  that  of  other  participants. 

However,  if  the  alleged  purchase  price 
or  loan  has  not  been  paid  or  the  obli¬ 
gation  otherwise  discharged  the  factors 
indicated  in  subdivisions  (i)  and  (ii) 
of  this  subparagraph,  shall  be  taken  into 
account  only  as  an  aid  in  determining 
whether  a  bona  fide  purchase  or  loan 
obligation  existed. 

§  39.191-2  Allocation  of  family  part¬ 
nership  income — (a)  In  general.  (1) 
In  the  case  of  any  partnership  in  which 
capital  is  a  material  income-producing 
factor,  if  any  capital  interest  in  such  a 
partnership  is  created  by  gift,  the  dis¬ 
tributive  share  of  the  donee  under  the 
partnership  agreement  shall  be  includi¬ 
ble  in  his  gross  income,  except  to  the  ex¬ 
tent  that  such  share  is  determined 
without  allowance  of  reasonable  com¬ 
pensation  for  services  rendered  to  the 
partnership  by  the  donor,  and  except  to 
the  extent  that  the  portion  of  such  share 
attributable  to  donated  capital  is  propor¬ 
tionately  greater  than  the  share  attribu¬ 
table  to  the  donor’s  capital.  For  the 
purpose  of  this  section,  a  capital  interest 
in  a  partnership  purchased  by  one  mem¬ 
ber  of  a  family  from  another  shall  be 
considered  to  be  created  by  gift  from  the 
seller,  and  the  fair  market  value  of  the 
purchased  interest  shall  be  considered 
to  be  donated  capital.  For  the  purpose 
of  the  preceding  sentence,  the  “family” 
of  any  individual  shall  include  only  his 
spouse,  ancestors,  and  lineal  descend¬ 
ants,  and  any  trust  for  the  primary  ben¬ 
efit  of  such  persons. 

(2)  To  the  extent  that  the  partner¬ 
ship  agreement  does  not  so  allocate  the 
partnership  income,  the  partnership  in¬ 
come  of  the  donor  and  donee  shall  be 
reallocated  by  making  a  reasonable  al¬ 
lowance  for  the  services  of  the  donor  and 
by  attributing  the  balance  of  such  in¬ 
come  (other  than  a  reasonable  allowance 
for  the  services,  if  any,  rendered  by  the 
donee)  to  the  partnership  capital  of  the 
donor  and  donee.  The  portion  of  in¬ 
come,  if  any.  thus  attributable  to  part¬ 
nership  capital  for  the  taxable  year  shall 
be  allocated  between  donor  and  donee  in 
accordance  with  their  respective  inter¬ 
ests  in  the  partnership  capital. 
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(3)  In  determining  a  reasonable  al¬ 
lowance  for  services  rendered  by  the 
partners,  consideration  shall  be  given  to 
all  the  circumstances  of  the  business,  in¬ 
cluding  the  fact  that  some  of  the  part¬ 
ners  may  have  greater  managerial 
responsibility  than  others.  Among  other 
factors,  there  shall  be  considered  the 
amount  that  would  ordinarily  be  paid 
in  order  to  obtain  comparable  services 
from  a  person  not  having  a  capital  in¬ 
terest  in  the  partnership. 

(4)  In  the  case  of  a  partner  who 
rendered  services  to  a  partnership  be¬ 
fore  entering  service  in  the  armed  forces 
of  the  United  States,  his  distributive 
share  in  the  earnings  of  the  partnership, 
determined  under  subparagraph  (2)  of 
this  paragraph,  shall  not  be  diminished 
because  of  absence  due  to  military 
service.  Such  distributive  share  shall 
be  adjusted  to  reflect  increases  or  de¬ 
creases  in  the  capital  interest  of  the 
absent  partner.  However,  the  partners 
may  by  agreement  allocate  a  smaller 
share  to  the  absent  partner  due  to  his 
absence. 

(b)  Special  rules.  Cl)  The  provi¬ 
sions  of  paragraph  (a)  of  this  section, 
relating  to  allocation,  are  applicable 
where  the  gift  interest  in  the  partner¬ 
ship  is  created  indirectly  as  well  as  di¬ 
rectly.  Where  the  partnership  interest 
is  created  indirectly,  the  term  “donor'* 
may  include  persons  other  than  the 
nominal  transferor. 

Example  (7).  A  father  gives  property  to 
his  son  who  shortly  thereafter  conveys  the 
property  to  a  partnership  consisting  of  the 
father  and  the  son.  The  partnership  in¬ 
terest  of  the  son  may  be  considered  created 
by  gift  and  the  father  may  be  considered 
the  donor  of  the  son’s  partnership  interest. 

Example  (2).  A  father,  the  owner  of  a 
business  conducted  as  a  sole  proprietorship, 
transfers  the  business  to  a  partnership  con¬ 
sisting  of  his  wife  and  himself.  The  wife 
subsequently  conveys  such  interest  to  their 
son.  In  such  case,  the  father,  as  well  as  the 
mother,  may  be  considered  the  donor  of  the 
son’s  partnership  interest. 

Example  (3).  A  father  makes  a  gift  to 
his  son  of  stock  in  the  family  corporation. 
The  corporation  is  subsequently  liquidated. 
The  son  later  contributes  the  property  re¬ 
ceived  in  the  liquidation  of  the  corporation 
to  a  partnership  consisting  of  his  father  and 
himself.  In  such  case,  the  son's  partner¬ 
ship  interest  may  be  considered  created  by 
gift  and  the  father  may  be  considered  the 
donor  of  his  son’s  partnership  interest. 

(2)  The  allocation  rules  set  forth  in 
section  191  and  paragraph  (a)  of  this 
section  apply  in  any  case  in  which  the 
transfer  or  creation  of  the  partnership 
interest  has  any  of  the  substantial  char¬ 
acteristics  of  a  gift.  Thus,  allocation 
may  be  required  where  transfer  of  a 
partnership  interest  is  made  between 
members  of  a  family  (including  collat¬ 
erals)  under  a  purported  purchase  agree¬ 
ment,  if  the  characteristics  of  a  gift  are 
ascertained  from  the  terms  of  the  pur¬ 
chase  agreement,  the  terms  of  any  loan 
or  credit  arrangements  made  to  finance 
the  purchase,  or  from  other  relevant 
data. 

(3)  In  the  case  of  limited  partner¬ 
ship,  for  the  purpose  of  the  allocation 
provisions  of  paragraph  (a)  of  this  sec¬ 
tion,  proper  weight  shall  be  given  to  the 


fact  that  a  general  partner,  unlike  the 
limited  partner,  risks  his  credit  in  the 
partnership  business. 

SUPPLEMENT  C — INSURANCE  COMPANIES 

§  39.201  Statutory  provisions;  tax  on 
life  insurance  companies. 

Sec.  201.  Life  insurance  companies — (a) 
Imposition  of  tax — (1)  In  general.  There 
shall  be  levied,  collected,  and  paid  for  each 
taxable  year  upon  the  adjusted  normal-tax 
net  income  (as  defined  in  section  202)  and 
upon  the  adjusted  corporation  surtax  net 
income  (as  defined  in  section  203)  of  every 
life  insura,  ce  company  taxes  computed  as 
provided  in  section  13  (b)  and  in  section 
15  (b).  In  lieu  of  the  taxes  imposed  by  the 
preceding  sentence,  there  shall  be  levied, 
collected,  and  paid  for  taxable  years  begin¬ 
ning  in  1951  and  1952  upon  the  1951  and 
1952  adjusted  normal-tax  net  income  (as 
defined  in  section  203 A)  of  every  life  insur¬ 
ance  company  a  tax  equal  to  the  sum  of 
the  following: 

3%  per  centum  of  the  amount  thereof  not 
in  excess  of  $200,000,  plus 

6 Vi  per  centum  of  the  amount  thereof  in 
excess  of  $200,000. 

(2)  Foreign  life  insurance  companies.  A 
foreign  life  Insurance  company  carrying  on 
a  life  Insurance  business  within  the  United 
States  if  with  respect  to  its  United  States 
business  it  would  qualify  as  a  life  Insurance 
company  under  subsection  (b)  shall  be  tax¬ 
able  in  the  same  manner  as  a  domestic  life 
insurance  company  except  that  the  deter¬ 
minations  necessary  for  the  purposes  of  this 
chapter  shall  be  made  on  the  basis  of  the 
income,  disbursements,  assets,  and  liabilities 
reported  in  the  annual  statement  for  the 
taxable  year  of  the  United  States  business 
of  such  company  on  the  form  approved  for 
life  insurance  companies  by  the  National 
Association  of  Insurance  Commissioners. 

(3)  No  United  States  insurance  business. 
Foreign  life  insurance  companies  not  carry¬ 
ing  on  an  insurance  business  within  the 
United  States  shall  not  be  taxable  under  this 
section  but  shall  be  taxable  as  other  foreign 
corporations. 

(b)  Definition  of  life  insurance  company. 
When  used  in  this  chapter,  the  term  “life 
insurance  company’’  means  an  insurance 
company  which  is  engaged  in  the  business 
of  issuing  life  insurance  and  annuity  con¬ 
tracts  (either  separately  or  combined  with 
health  and  accident  insurance),  or  noncan- 
cellable  contracts  of  health  and  accident  in¬ 
surance,  and  the  life  insurance  reserves  (as 
defined  in  subsection  (c)  (2) )  plus  unearned 
premiums  and  unpaid  losses  on  noncancell- 
able  life,  health,  or  accident  policies  not  in¬ 
cluded  in  life  insurance  reserves,  of  which 
comprise  more  than  50  per  centum  of  its 
total  reserves.  For  the  purpose  of  this  sub¬ 
section,  total  reserves  means  life  insurance 
reserves,  unearned  premiums  and  unpaid 
losses  not  included  in  life  insurance  reserves, 
and  all  other  insurance  reserves  required  by 
law.  For  taxable  years  beginning  after  De¬ 
cember  31,  1943,  a  burial  or  funeral  benefit 
insurance  company  engaged  directly  in  the 
manufacture  of  funeral  supplies  or  the  per¬ 
formance  of  funeral  services  shall  not  be 
taxable  under  this  section  but  shall  be  tax¬ 
able  under  section  204  or  section  207. 

(c)  Other  definitions.  In  the  case  of  a 
life  insurance  company — 

(1)  Gross  income.  The  term  "gross  in¬ 
come”  means  the  gross  amount  of  income 
received  during  the  taxable  year  from  in¬ 
terest,  dividends,  and  rents. 

(2)  Life  insurance  reserves.  The  term 
“life  insurance  reserves”  means  amounts 
which  are  computed  or  estimated  on  the 
basis  of  recognized  mortality  or  morbidity 
tables  and  assumed  rates  of  interest,  and 
which  are  set  aside  to  mature  or  liquidate, 
either  by  payment  or  reinsurance,  future 


unaccrued  claims  arising  from  life  insur¬ 
ance,  annuity,  and  noncancellable  health 
and  accident  insurance  contracts  (including 
life  insurance  or  annuity  contracts  combined 
with  noncancelable  health  and  accident 
Insurance)  involving,  at  the  time  with  re¬ 
spect  to  which  the  reserve  is  computed,  life, 
health,  or  accident  contingencies.  Such  life 
insurance  reserves,  except  in  the  case  of 
policies  covering  life,  health,  and  accident 
insurance  combined  in  one  policy  Issued  on 
the  weekly  premium  payment  plan,  con¬ 
tinuing  for  life  and  no#  subject  to  cancella¬ 
tion  and  except  as  hereinafter  provided  in 
the  case  of  assessment  life  insurance,  must 
also  be  required  by  law.  In  the  evse  of  an 
assessment  life  insurance  company  or  asso¬ 
ciation  the  term  “life  insurance  reserves’’ 
includes  sums  actually  deposited  by  such 
company  or  association  with  State  or  Terri¬ 
torial  officers  pursuant  to  law  as  guaranty 
or  reserve  funds,  and  any  funds  maintained 
under  the  charter  or  articles  of  incorporation 
or  association,  or  bylaws  approved  by  State 
Insurance  Commissioner  of  such  company 
or  association  exclusively  for  the  payment 
of  claims  arising  under  certificates  of  mem¬ 
bership  or  policies  issued  upon  the  assess¬ 
ment  plan  and  not  subject  to  any  other  use. 

(3)  Adjusted  reserves.  The  term  “ad¬ 
justed  reserves”  means  life  insurance  re¬ 
serves  plus  7  per  centum  of  that  portion  of 
such  reserves  as  are  computed  on  a  prelim¬ 
inary  term  basis. 

(4)  Reserve  earnings  rate.  The  term  “re¬ 
serve  earnings  rate”  means  a  rate  computed 
by  adding  2.1125  per  centum  (65  per  centum 
of  3^4  per  centum)  to  35  per  centum  of 
the  average  rate  of  interest  assumed  in  com¬ 
puting  life  insurance  reserves.  Such  average 
rate  shall  be  calculated  by  multiplying  each 
assumed  rate  of  interest  by  the  means  of 
the  amounts  of  the  adjusted  reserves  com¬ 
puted  at  that  rate  at  the  beginning  and  end 
of  the  taxable  year  and  dividing  the  6um 
of  the  products  by  the  mean  of  the  total 
adjusted  reserves  at  the  beginning  and  end 
of  the  taxable  year. 

(5)  Reserve  for  deferred  dividends.  The 
term  “reserve  for  deferred  dividends"  means 
sums  held  at  the  end  of  the  taxable  year 
as  a  reserve  for  dividends  (other  than  divi¬ 
dends  payable  during  the  year  following  the 
taxable  year)  the  payment  of  which  is  de¬ 
ferred  for  a  period  of  not  less  than  five 
years  from  the  date  of  the  policy  contract. 

(6)  Interest  paid.  The  term  “interest 
paid”  means — 

(A)  All  interest  paid  within  the  taxable 
year  on  indebtedness,  except  on  indebtedness 
incurred  or  continued  to  purchase  or  carry 
obligations  (other  than  obligations  of  th? 
United  States  issued  after  September  24, 
1917,  and  originally  subscribed  for  by  the 
taxpayer)  the  interest  upon  which  is  wholly 
exempt  from  taxation  under  this  chapter, 
and 

(B)  All  amounts  in  the  nature  of  interest, 
whether  or  not  guaranteed,  paid  within  the 
taxable  year  on  insurance  or  annuity  con¬ 
tracts  (or  contracts  arising  out  of  insurance 
or  annuity  contracts)  which  do  not  involve, 
at  the  time  of  payment,  life,  health,  or  ac¬ 
cident  contingencies. 

(7)  Net  income.  The  term  "net  income" 
means  the  gross  income  less — 

(A)  Tax-free  interest.  The  amount  of 
interest  received  during  the  taxable  year 
which  under  section  22  (b)  (4)  is  excluded 
from  gross  income; 

(B)  Investment  expenses.  Investment  ex¬ 
penses  paid  during  the  taxable  year.  If  any 
general  expenses  are  in  part  assigned  to  or 
included  in  the  investment  expenses,  the 
total  deduction  under  this  subparagraph 
shall  not  exceed  one-fourth  of  1  per  centum 
of  the  mean  of  the  book  value  of  the  in¬ 
vested  assets  held  at  the  beginning  and  end 
of  the  taxable  year  plus  one-fourth  of  the 
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amount  by  which  net  Income  computed 
without  any  deduction  for  investment  ex¬ 
penses  allowed  by  this  subparagraph,  or  for 
tax-free  interest  allowed  by  subparagraph 
(A),  exceeds  3%  per  centum  of  the  book 
value  of  the  mean  of  the  invested  assets  held 
at  the  beginning  and  end  of  the  taxable 
yea*-: 

(C)  Real  estate  expenses.  Taxes  and 
other  expenses  paid  during  the  taxable  year 
exclusively  upon  or  with  respect  to  the  real 
estate  owned  by  the  company,  not  including 
taxes  assessed  against  local  benefits  of  a 
kind  tending  to  increase  the  value  of  the 
property  assessed,  and  not  including  any 
amount  paid  out  for  new  buildings,  or  for 
permanent  improvements  or  betterments 
made  to  increase  the  value  of  any  property. 
The  deduction  allowed  by  this  paragraph 
shall  be  allowed  in  the  case  of  taxes  im¬ 
posed  upon  a  shareholder  of  a  company  upon 
his  interest  as  shareholder,  which  are  paid 
by  the  company  without  reimbursement 
from  the  shareholder,  but  in  such  cases  no 
deduction  shall  be  allowed  the  shareholder 
for  the  amount  of  such  taxes; 

(D)  Depreciation.  A  reasonable  allow¬ 
ance,  as  provided  in  section  23  (1), 

for  the  exhaustion,  wear  and  tear  of  prop¬ 
erty,  including  a  reasonable  allowance  for 
obsolescence. 

(d)  Rental  value  of  real  estate.  The  de¬ 
duction  under  subsection  (c)  (7)  (C)  or  (C) 
(7)  (D)  of  this  section  on  account  of  any 
real  estate  owned  and  occupied  in  whole  or 
in  part  by  a  life  insurance  company,  shall 
be  limited  to  an  amount  which  bears  the 
same  ratio  to  such  deduction  (computed 
without  regard  to  this  subsection)  as  the 
rental  value  of  the  space  not  so  occupied 
bears  to  the  rental  value  of  the  entire  prop¬ 
erty. 

(e)  Amortization  of  premium  and  accrual 
of  discount.  The  gross  income,  the  deduc¬ 
tion  provided  in  section  201  (c)  (7)  (A)  and 
the  credit  allowed  against  net  income  in  sec¬ 
tion  26  (a)  shall  each  be  decreased  by  the 
appropriate  amortization  of  premium  and 
increased  by  the  appropriate  accrual  of  dis¬ 
count  attributable  to  the  taxable  year  on 
bonds,  notes,  debentures  or  other  evidences 
of  indebtedness  held  by  a  life  insurance  com¬ 
pany.  Such  amortization  and  accrual  shall 
be  determined  (1)  in  accordance  with  the 
method  regularly  employed  by  such  com¬ 
pany,  if  such  method  is  reasonable,  and  (2) 
in  all  other  cases,  in  accordance  with  regu¬ 
lations  prescribed  by  the  Commissioner  witn 
the  approval  of  the  Secretary. 

(f)  Double  deductions.  Nothing  in  this 
section  or  in  section  202,  203,  or  203A  shall 
be  construed  to  permit  the  same  items  to  be 
twice  deducted. 

(g)  Credits  under  section  26.  For  the 
purposes ‘of  this  section,  in  computing  nor¬ 
mal  tax  net  income  and  corporation  surtax 
net  income,  the  credits  provided  in  section 
26  shall  be  allowed  in  the  manner  and  to  the 
extent  provided  in  sections  13  (a)  and  15  (a). 

| Sec.  201  as  amended  by  sec.  203,  Rev.  Act 
1939;  sec.  163  (a).  Rev.  Act  1942;  sec.  121  (g) 
(3),  Rev.  Act  1950;  sec.  336  (a)  and  (c).  Rev. 
Act  1951;  Pub.  Law  468  (82d  Cong.)  ] 

§  39.201-1  Tax  on  life  insurance  com¬ 
panies.  (a)  Except  as  otherwise  pro¬ 
vided  in  §  39.203A-1  with  respect  to 
taxable  years  beginning  in  1952,  all  life 
insurance  companies  (including  a  for¬ 
eign  life  insurance  company  carrying  on 
a  life  insurance  business  within  the 
United  States  if  with  respect  to  its 
United  States  business  it  would  qualify  as 
a  life  insurance  company  under  section 
201  (b> )  are  subject  to  both  normal  tax 
and  surtax.  The  normal  tax  is  imposed 
on  the  adjusted  normal-tax  net  income 
(as  defined  in  section  202)  and  the  sur- 
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tax  is  imposed  on  the  adjusted  corpora¬ 
tion  surtax  net  income  (as  defined  in 
section  203)  at  the  rates  provided  in 
section  13  (b)  and  in  section  15  (b). 

(b)  The  net  income  of  life  insurance 
companies  differs  from  the  net  income 
of  other  corporations.  See  section  201 

(c).  Life  insurance  companies  are  en¬ 
titled,  in  computing  normal-tax  net  in¬ 
come  and  corporation  surtax  net  income, 
to  the  credits  provided  in  section  26  in 
the  manner  and  to  the  extent  provided 
in  sections  13  (a)  and  15  (a),  respec¬ 
tively.  The  gross  income,  the  deduction 
under  section  201  (c)  (7)  (A)  for  wholly 
tax-exempt  interest,  and  the  credit 
under  section  26  (a)  for  partially  tax- 
exempt  interest,  are  decreased  by  the 
appropriate  amortization  of  premium 
and  increased  by  the  appropriate  ac¬ 
crual  of  discount  attributable  to  the  tax¬ 
able  year  on  bonds,  notes,  debentures,  or 
other  evidences  of  indebtedness  held  by 
a  life  insurance  company.  See  section 
201  (e)  and  §  39.201-9.  Such  companies 
are  not  subject  to  the  provisions  of  sec¬ 
tion  117  (capital  gains  and  losses)  nor 
to  the  provisions  of  section  125  (amortiz¬ 
able  bond  premium).  For  computation 
of  the  adjusted  normal-tax  net  income 
from  normal-tax  net  income  and  the 
adjusted  corporation  surtax  net  income 
from  corporation  surtax  net  income,  see 
§§  39.202-1,  39.202-2,  and  39.203-1.  For 
computation  of  the  1952  adjusted  nor¬ 
mal-tax  net  income  from  the  normal 
tax  net  income  for  such  year,  see 
§§  39.203A-1  and  39.203A-2. 

(c)  All  provisions  of  the  Internal 
Revenue  Code  and  of  these  regulations 
not  inconsistent  with  the  specific  pro¬ 
visions  of  sections  201  to  203 A,  inclusive, 
are  applicable  to  the  assessment  and  col¬ 
lection  of  the  tax  imposed  by  section  201 
(a),  and  life  insurance  companies  are 
subject  to  the  same  penalties  as  are  pro¬ 
vided  in  the  case  of  returns  and  payment 
of  income  tax  by  other  corporations. 
The  return  shall  be  on  Form  1120L. 

(d)  Foreign  life  insurance  companies 
not  carrying  on  an  insurance  business 
within  the  United  States  are  not  taxable 
under  section  201  (a),  but  are  taxable  as 
other  foreign  corporations.  See  section 
231. 

§  39.201-2  Foreign  life  insurance  com¬ 
panies.  A  foreign  life  insurance  com¬ 
pany  carrying  on  a  life  insurance 
business  within  the  United  States,  if 
with  respect  to  its  United  States  business 
it  would  qualify  as  a  life  insurance  com¬ 
pany  under  section  201  (b ) ,  is  taxable 
on  its  income  received  during  the  taxable 
year  from  interest,  dividends,  and  rents, 
from  sources  within  and  without  the 
United  States,  pertaining  to  its  United 
States  business.  Such  a  company  is  tax¬ 
able  in  the  same  manner  as  a  domestic 
life  insurance  company  except  that  the 
determinations  necessary  for  the  pur¬ 
poses  of  chapter  1,  such  as  gross  income, 
the  adjustment  for  certain  reserves,  de¬ 
ductions  and  limitations  on  deductions, 
amortization  of  premiums  and  accrual 
of  discount,  and  the  credits  provided  in 
section  26,  shall  be  made  on  the  basis 
of  the  income,  disbursements,  assets,  and 
liabilities  reported  in  the  annual  state¬ 
ment  for  the  taxable  year  of  the  United 
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States  business  of  such  company  on  the 
form  approved  for  life  insurance  com¬ 
panies  by  the  National  Association  of 
Life  Insurance  Commissioners.  This 
statement  is  presumed  clearly  to  reflect 
the  income,  disbursements,  assets,  and 
liabilities  of  the  United  States  business 
of  the  company  and  in  so  far  as  it  is 
not  inconsistent  with  the  provisions  of 
the  Internal  Revenue  Code  will  be  recog¬ 
nized  and  used  as  a  basis  for  that 
purpose. 

§  39.201-3  Life  insurance  companies ; 
definition.  The  term  “life  insurance 
company”  as  used  in  chapter  1  is  defined 
in  section  201  (b).  In  determining 

whether  an  insurance  company  is  a  life 
insurance  company,  the  life  insurance 
reserves  (as  defined  in  section  201  (c) 
(2) )  plus  any  unearned  premiums  and 
unpaid  losses  on  noncancelable  life, 
health,  or  accident  policies,  not  included 
in  “life  insurance  reserves”  must  com¬ 
prise  more  than  50  percent  of  its  total 
reserves  (as  defined  in  section  201  (b ) ) . 
An  insurance  company  writing  only  non- 
cancelable  life,  health,  or  accident  poli¬ 
cies  and  having  no  “life  insurance  re¬ 
serves”  may  qualify  as  a  life  insurance 
company  if  its  unearned  premiums  and 
unpaid  losses  on  such  policies  comprise 
more  than  50  percent  of  its  total  re¬ 
serves.  A  noncancelable  insurance  pol¬ 
icy  means  a  contract  which  the  insur¬ 
ance  company  is  under  an  obligation  to 
renew  or  continue  at  a  specified  premium 
and  with  respect  to  which  a  reserve  in 
addition  to  the  unearned  premium  must 
be  carried  to  cover  that  obligation.  A 
burial  or  funeral  benefit  insurance  com¬ 
pany  qualifying  as  a  life  insurance  com¬ 
pany  engaged  directly  in  the  manufac¬ 
ture  of  funeral  supplies  or  the  perform¬ 
ance  of  funeral  services  will  be  taxable 
under  section  204  or  section  207  as  an 
insurance  company  other  than  life.  For 
the  definition  of  an  insurance  company 
see  §  39.3797-7. 

§  39  201-4  Life  insurance  reserves. 
(a)  The  term  “life  insurance  reserves”  is 
defined  in  section  201  (c)  (2).  Gener¬ 
ally,  such  reserves,  as  in  the  case  of  level 
premium  life  insurance,  are  held  to  sup¬ 
plement  the  future  premium  receipts 
when  the  latter,  alone,  are  insufficient 
to  cover  the  increased  risk  in  the  later 
years.  In  the  case  of  cancelable  health 
and  accident  policies  and  similar  cancel- 
able  contracts,  the  unearned  premiums 
held  to  cover  the  risk  for  the  unexpired 
period  covered  by  the  premiums  are  not 
included  in  life  insurance  reserves.  Un¬ 
paid  loss  reserves  for  noncancelable 
health  and  accident  policies  are  included 
in  life  insurance  reserves  if  they  are  com¬ 
puted  or  estimated  on  the  basis  of  recog¬ 
nized  mortality  or  morbidity  tables  and 
assumed  rates  of  interest. 

(b)  In  the  case  of  an  assessment  life 
insurance  company  or  association,  life 
insurance  reserves  include  sums  actually 
deposited  by  such  company  or  association 
with  State  or  Territorial  officers  pur¬ 
suant  to  law  as  guaranty  or  reserve 
funds,  and  any  funds  maintained  under 
the  charter  or  articles  of  incorporation 
or  association  of  such  company  or  associ¬ 
ation,  or  by-laws  (approved  by  the  State 
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insurance  commissioner)  of  such  com¬ 
pany  or  association,  exclusively  for  the 
payment  of  claims  arising  under  certifi¬ 
cates  of  membership  or  policies  issued 
upon  the  assessment  plan  and  not  sub¬ 
ject  to  any  other  use, 

(c)  Life  insurance  reserves,  except  as 
otherwise  provided  in  section  201  (c) 
(2),  must  be  required  by  law  either  by 
express  statutory  provisions  or  by  rules 
and  regulations  of  the  insurance  de¬ 
partment  of  a  State,  Territory,  or  the 
District  of  Columbia  when  promulgated 
in  the  exercise  of  a  power  conferred  by 
statute,  but  such  requirement,  without 
more,  is  not  conclusive;  for  example,  life 
insurance  reserves  do  not  include  re¬ 
serves  required  to  be  maintained  to  pro¬ 
vide  for  the  ordinary  running  expenses 
of  a  business  definite  in  amount,  and 
which  must  be  currently  paid  by  every 
company  from  its  income  if  its  business 
is  to  continue,  such  as  taxes,  salaries, 
and  unpaid  brokerage;  nor  do  they  in¬ 
clude  the  net  value  of  risks  reinsured  in 
other  solvent  companies;  liability  for 
premiums  paid  in  advance;  liability  for 
annual  and  deferred  dividends  declared 
or  apportioned;  liability  for  dividends 
left  on  deposit  at  interest;  liability  for 
accrued  but  unsettled  policy  claims 
whether  known  or  unreported;  liability 
for  supplementary  contracts  not  in¬ 
volving,  at  the  time  with  respect  to  which 
the  liability  is  computed,  life,  health  or 
accident  contingencies. 

(d)  In  any  case  where  reserves  are 
claimed,  sufficient  information  must  be 
filed  with  the  return  to  enable  the  Com¬ 
missioner  to  determine  the  validity  of 
the  claim.  Only,  reserves  which  are  re¬ 
quired  by  law  or  insurance  department 
ruling,  which  are  peculiar  to  insurance 
companies,  and  which  are  dependent 
upon  interest  earnings  for  their  main¬ 
tenance  will,  except  as  otherwise  specifi¬ 
cally  provided  in  section  201  (c)  (2),  be 
considered  as  life  insurance  reserves.  A 
company  is  permitted  to  make  use  of  the 
highest  aggregate  reserve  required  by 
any  State  or  Territory  or  the  District  of 
Columbia  in  which  it  transacts  business, 
but  the  reserve  must  have  been  actually 
held. 

(e)  In  the  case  of  life  insurance  com¬ 
panies  issuing  policies  covering  life, 
health,  and  accident  insurance  combined 
in  one  policy  issued  on  the  weekly  pre¬ 
mium  payment  plan,  continuing  for  life 
and  not  subject  to  cancellation,  it  is  re¬ 
quired  that  reserve  funds  thereon  be 
based  upon  recognized  mortality  or  mor¬ 
bidity  tables  covering  disability  benefits 
of  the  kind  contained  in  policies  issued 
by  this  particular  class  of  companies  but 
they  need  not  be  required  by  law. 

§  39.201-5  Interest  paid.  Interest 
paid  is  one  of  the  elements  to  be  used, 
together  with  adjusted  reserves,  reserve 
earnings  rate,  and  reserve  for  deferred 
dividends,  in  arriving  at  the  figure  to 
be  determined  and  proclaimed  by  the 
Secretary  under  the  formula  set  forth 
in  section  202  (b).  See  §  39.202-1.  In¬ 
terest  paid  is  also  one  of  the  elements 
to  be  used  in  computing  the  amount  of 
“required  interest”  for  purposes  of  de¬ 
termining  the  reserve  interest  credit 
provided  in  section  203A  in  the  case 

§  39.201-5 


of  taxable  years  beginning  in  1952.  See 
§  39.203A-2.  Interest  paid  consists  of 

(a)  interest  paid  on  indebtedness  (ex¬ 
cept  indebtedness  incurred  or  continued 
to  purchase  or  carry  tax-exempt  securi¬ 
ties  as  set  forth  in  section  201  (c)  (6) 
(A))  and  (b)  amounts  in  the  nature  of 
interest  paid  on  certain  contracts,  as  pro¬ 
vided  in  section  201  (c)  (6)  (B) .  Inter¬ 
est  on  indebtedness  includes  interest  on 
dividends  held  on  deposit  and  surren¬ 
dered  during  the  taxable  year  but  does 
not  include  interest  paid  on  deferred  divi¬ 
dends  the  reserve  for  which  is  used  in 
determining  the  policy  and  other  liabil¬ 
ity  credit  provided  in  section  202  (b). 
Life  insurance  reserves  as  defined  in 
§  39.201-4  are  not  indebtedness.  Divi¬ 
dends  left  with  the  company  to  accu¬ 
mulate  at  interest  are  a  debt  and  not 
a  reserve  liability.  Amounts  in  the 
nature  of  interest  include  so-called 
excess-interest  dividends  as  well  as  guar¬ 
anteed  interest  paid  within  the  taxable 
year  on  insurance  or  annuity  contracts 
(or  contracts  arising  out  of  insurance 
or  annuity  contracts)  which  do  not  in¬ 
volve  at  the  time  of  payment,  life,  health, 
or  accident  contingencies.  It  is  imma¬ 
terial  whether  the  optional  mode  of  set¬ 
tlement  specified  in  the  insurance  or 
annuity  contract  arises  from  an  option 
exercised  by  the  insured  during  his  or 
her  lifetime  or  from  an  option  exercised 
by  a  beneficiary  after  the  policy  has 
matured,  frequently  referred  to  as  a 
supplementary  contract  not  involving 
life  contingencies;  for  example,  a  con¬ 
tract  to  pay  the  insurance  benefit  in 
10  annual  installments.  No  distinction 
is  made  based  on  the  person  choosing 
the  method  of  payment  and  the  full 
amount  of  the  interest  paid  and  not 
merely  the  guaranteed  interest  is  con¬ 
sidered  as  interest  paid. 

§  39.201-6  Adjusted  reserves.  For  the 
purpose  of  determining  the  figure  to  be 
proclaimed  by  the  Secretary  under  the 
formula  set  forth  in  section  202  (b),  and 
also  for  the  purpose  of  determining  “re¬ 
quired  interest”  for  taxable  years  begin¬ 
ning  in  1952,  certain  reserves  computed 
on  a  preliminary  term  method  are  to  be 
adjusted  by  increasing  such  reserves  by 
7  percent  (see  §  39.202-1).  The  reserves 
to  be  thus  adjusted  are  reserves  com¬ 
puted  on  preliminary  term  methods,  such 
as  the  Illinois  Standard,  or  the  Select 
and  Ultimate  methods.  Only  reserves 
on  policies  in  the  modification  period 
are  to  be  so  adjusted.  Where  reserves 
under  a  preliminary  term  method  are 
the  same  as  on  the  level  premium 
method,  and  in  the  case  of  reserves  for 
extended  or  paid-up  insurance,  no  ad¬ 
justment  is  to  be  made.  The  reserves 
as  thus  adjusted,  and  the  rate  of  interest 
on  which  they  are  computed  should  be 
reported  in  Schedule  A,  Form  1120L. 

§  39.201-7  Net  income  and  deduc¬ 
tions — (a)  In  general.  The  net  income 
of  a  life  insurance  company  is  its  gross 
amount  of  income  received  during  the 
taxable  year  from  interest,  dividends, 
and  rents,  less  the  deductions  provided  in 
section  201  (c)  (7)  for  wholly  tax-exempt 
interest,  investment  expenses,  real  estate 
expenses,  and  depreciation.  In  addi¬ 


tion  to  the  limitations  on  deductions 
relating  to  real  estate  owned  and  oc¬ 
cupied  by  a  life  insurance  company 
provided  in  section  201  (d),  the  limita¬ 
tions  on  the  adjustment  for  amortiza¬ 
tion  of  premium  and  accrual  of  discount 
provided  in  section  201  (e) ,  and  the  lim¬ 
itation  on  the  deduction  for  investment 
expenses  where  general  expenses  are 
allocated  to  investment  income  provided 
in  section  201  (c)  (7)  (B) ,  life  insurance 
companies  are  subject  to  the  limitation 
on  deductions  relating  to  wholly  tax- 
exempt  income  provided  in  section  24 
(a)  (5).  Life  insurance  companies  are 
not  entitled  to  the  net  operating  loss 
deduction  provided  in  section  23  (s). 

(b)  Wholly  tax-exempt  interest.  In¬ 
terest  which  in  the  case  of  other  tax¬ 
payers  is  excluded  from  gross  income  by 
section  22  (b)  (4)  but  included  in  the 
gross  income  of  a  life  insurance  com¬ 
pany  by  section  201  (c)  (1)  is  allowed 
as  a  deduction  from  gross  income  by 
section  201  (c)  (7)  (A). 

(c)  Investment  expenses.  (1)  As  used 
in  the  Internal  Revenue  Code,  the  term 
“general  expenses”  means  any  expense 
incurred  for  the  benefit  of  more  than  one 
department  of  the  company  rather  than 
for  the  benefit  of  a  particular  depart¬ 
ment  thereof.  Any  assignment  of  such 
expense  to  the  investment  department  of 
the  company  for  which  a  deduction  is 
claimed  under  section  201  (c)  (7)  (B) 
subjects  the  entire  deduction  for  invest¬ 
ment  expenses  to  the  limitation  provided 
in  that  section.  The  accounting  proce¬ 
dure  employed  is  not  conclusive  as  to 
whether  any  assignment  has  in  fact  been 
made.  Investment  expenses  do  not  in¬ 
clude  Federal  income  and  excess  profits 
taxes. 

(2)  If  no  general  expenses  are  as¬ 
signed  to  or  included  in  investment  ex¬ 
penses  the  deduction  may  consist  of  in¬ 
vestment  expenses  actually  paid  during 
the  taxable  year  in  which  case  an  item¬ 
ized  schedule  of  such  expenses  must  be 
appended  to  the  return. 

(3)  Invested  assets  for  the  purpose  of 
section  201  (c)  (7)  (B)  and  this  section 
are  those  which  are  owned  and  used,  and 
to  the  extent  used,  for  the  purpose  of 
producing  the  income  specified  in  sec¬ 
tion  201  (c)  (1).  They  do  not  include 
real  estate  owned  and  occupied,  and  to 
the  extent  owned  and  occupied,  by  the 
company.  If  general  expenses  are  as¬ 
signed  to  or  included  in  investment  ex¬ 
penses,  the  maximum  allowance  w  ill  not 
be  granted  unless  it  is  shown  to  the  sat¬ 
isfaction  of  the  Commissioner  that  such 
allowance  is  justified  by  a  reasonable  as¬ 
signment  of  actual  expenses. 

(d)  Taxes  and  expenses  with  respect 
to  real  estate.  The  deduction  for  taxes 
and  expenses  under  section  201  (c)  (7) 
(C)  includes  taxes  and  expenses  paid 
during  the  taxable  year  exclusively  upon 
or  with  respect  to  real  estate  owned  by 
the  company  and  any  sum  representing 
taxes  imposed  upon  a  shareholder  of  the 
company  upon  his  interest  as  share¬ 
holder  which  is  paid  by  the  company 
without  reimbursement  from  the  share¬ 
holder.  No  deduction  shall  be  allowed, 
however,  for  taxes,  expenses,  and  depre¬ 
ciation  upon  or  with  respect  to  any  real 
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estate  owned  by  the  company  except  to 
the  extent  used  for  the  purpose  of  pro¬ 
ducing  investment  income.  See  para¬ 
graph  (c)  of  this  section.  As  to  real 
estate  owned  and  occupied  by  the  com¬ 
pany,  see  §  39.201-8. 

(e>  Depreciation.  The  deduction  al¬ 
lowed  for  depreciation  is,  except  as  pro¬ 
vided  in  section  201  (d),  identical  with 
that  allowed  other  corporations  by  sec¬ 
tion  23  (1).  The  amount  allowed  by 
section  23  (1)  in  the  case  of  life  insur¬ 
ance  companies  is  limited  to  deprecia¬ 
tion  sustained  on  the  property  used,  and 
to  the  extent  used,  for  the  purpose  of 
producing  the  income  specified  in  section 
201  (c)  (1). 

§39  201-8  Real  estate  owned  and  oc¬ 
cupied.  The  amount  allowable  as  a 
deduction  for  taxes,  expenses,  and  de¬ 
preciation  upon  or  with  respect  to  any 
real  estate  owned  and  occupied  in  whole 
or  in  part  by  a  life  insurance  company  is 
limited  to  an  amount  which  bears  the 
same  ratio  to  such  deduction  (computed 
without  regard  to  this  limitation)  as  the 
rental  value  of  the  space  not  so  occupied 
bears  to  the  rental  value  of  the  entire 
property.  For  example,  if  the  rental 
value  of  the  space  not  occupied  by  the 
company  is  equal  to  one-half  of  the 
rental  value  of  the  entire  property,  the 
deduction  for  taxes,  expenses,  and  de¬ 
preciation  is  one-half  of  the  taxes,  ex¬ 
penses,  and  depreciation  on  account  of 
the  entire  property.  Where  a  deduction 
is  claimed  as  provided  in  this  section,  the 
parts  of  the  property  occupied  and  the 
parts  not  occupied  by  the  company,  to¬ 
gether  with  the  respective  rental  values 
thereof,  must  be  shown  in  a  statement 
accompanying  the  return. 

§39.201-9  Amortization  of  premium 
and  accrual  of  discount,  (a)  Section 
201  (e)  provides  for  certain  adjustments 
on  account  of  amortization  of  premium 
and  accrual  of  discount  on  bonds,  notes, 
debentures,  or  other  evidences  of  indebt¬ 
edness  held  by  a  life  insurance  company. 
Such  adjustments  are  limited  to  the 
amount  of  appropriate  amortization  or 
accrual  attributable  to  the  taxable  year 
with  respect  to  such  securities  which  are 
not  in  default  as  to  principal  or  interest 
and  which  are  amply  secured.  The  ques¬ 
tion  of  ample  security  will  be  resolved 
according  to  the  rules  laid  down  from 
time  to  time  by  the  National  Association 
of  Insurance  Commissioners.  The  ad¬ 
justment  for  amortization  of  premium 
decreases,  and  for  accrual  of  discount 
increases,  (1)  the  gross  income,  (2)  the 
deduction  for  wholly  tax-exempt  in¬ 
terest,  and  (3)  the  credit  for  partially 
tax-exempt  interest. 

(b)  The  premium  for  any  such  se¬ 
curity  is  the  excess  of  its  acquisition 
value  over  its  maturity  value  and  the 
discount  is  the  excess  of  its  maturity 
value  over  its  acquisition  value.  The 
acquisition  value  of  any  such  security  is 
its  cost  (including  buying  commissions 
°r  brokerage  but  excluding  any  amounts 
Paid  for  accrued  interest)  if  purchased 
for  cash,  or  if  not  purchased  for  cash, 
then  its  fair  market  value.  The  ma¬ 
turity  value  of  any  such  security  is  the 
amount  payable  thereunder  either  at  the 


maturity  date  or  an  earlier  call  date. 
The  earlier  call  date  of  any  such  secu¬ 
rity  may  be  the  earliest  call  date  specified 
therein  as  a  day  certain,  the  earliest  in¬ 
terest  payment  date  if  it  is  callable  or 
payable  at  such  date,  the  earliest  date 
at  which  it  is  callable  at  par,  or  such 
other  call  or  payment  date,  prior  to 
maturity,  specified  in  the  security  as  may 
be  selected  by  the  life  insurance  com¬ 
pany.  A  life  insurance  company  which 
adjusts  amortization  of  premium  or  ac¬ 
crual  of  discount  with  reference  to  a 
particular  call  or  payment  date  must 
make  the  adjustments  with  reference 
to  the  value  on  such  date  and  may  not, 
after  selecting  such  date,  use  a  different 
call  or  payment  date,  or  value,  in  the 
calculation  of  such  amortization  or  dis¬ 
count  with  respect  to  such  security  un¬ 
less  the  security  was  not  in  fact  called 
or  paid  on  such  selected  date. 

(c)  The  adjustments  for  amortization 
of  premium  and  accrual  of  discount  will 
be  determined: 

(1)  According  to  the  method  regu¬ 
larly  employed  by  the  company,  if  such 
method  is  reasonable,  or 

(2)  According  to  the  method  pre¬ 
scribed  by  this  section. 

A  method  of  amortization  of  premium 
or  accrual  of  discount  will  be  deemed 
“regularly  employed”  by  a  life  insurance 
company  if  the  method  was  consistently 
followed  in  prior  taxable  years,  or  if,  in 
the  case  of  a  company  which  has  never 
before  made  such  adjustments,  the  com¬ 
pany  initiates  in  the  first  taxable  year 
for  which  the  adjustments  are  made  a 
reasonable  method  of  amortization  of 
premium  or  accrual  of  discount  and  con¬ 
sistently  follows  such  method  thereafter. 
Ordinarily,  a  company  regularly  em¬ 
ploys  a  method  in  accordance  with  the 
statute  of  some  State,  Territory,  or  the 
District  of  Columbia,  in  which  it  oper¬ 
ates. 

(d)  The  method  of  amortization  and 
accrual  prescribed  by  this  section  is  as 
follows: 

(D  The  premium  (or  discount)  shall 
be  determined  in  accordance  with  this 
section:  and 

(2)  The  appropriate  amortization  of 
premium  (or  accrual  of  discount)  at¬ 
tributable  to  the  taxable  year  shall  be 
an  amount  which  bears  the  same  ratio 
to  the  premium  (or  discount)  as  the 
number  of  months  in  the  taxable  year 
during  which  the  security  was  owned 
by  the  life  insurance  company  bears  to 
the  number  of  months  between  the  date 
of  acquisition  of  the  security  and  its 
maturity  or  earlier  call  date,  determined 
in  accordance  with  this  section.  For 
the  purpose  of  this  section,  a  fractional 
part  of  a  month  shall  be  disregarded 
unless  it  amounts  to  more  than  half  a 
month,  in  which  case  it  shall  be  con¬ 
sidered  as  a  month. 

§  39.202  Statutory  provisions;  life  in¬ 
surance  companies ;  adjusted  normal- 
tax  net  income. 

Sec.  202.  Adjusted,  normal-tax  net  in¬ 
come — (a)  Definition.  For  the  purposes  of 
section  201,  the  term  “adjusted  normal-tax 
net  income”  means  the  normal-tax  net  in¬ 
come  minus  the  reserve  and  other  policy 
liability  credit  provided  in  subsection  (b) 


and  plus  the  amount  of  the  adjustment  for 
certain  reserves  provided  in  subsection  (c). 

(b)  Reserve  and  other  policy  liability 
credit.  As  used  in  this  section  the  term  “re¬ 
serve  and  other  policy  liability  credit”  means 
an  amount  computed  by  multiplying  the 
normal-tax  net  income  by  a  figure,  to  be  de¬ 
termined  and  proclaimed  by  the  Secretary  for 
each  taxabl2  year.  This  figure  shall  be  based 
on  such  data  with  respect  to  life  insurance 
companies  for  the  preceding  taxable  year  as 
the  Secretary  considers  representative  and 
shall  be  computed  as  follows: 

(1)  In  general.  Except  as  provided  in 
paragraph  (2),  the  figure  shall  be  computed 
in  accordance  with  the  following  formula: 
The  ratio  which  a  numerator  comprised  of 
the  aggregate  of  the  sums  of  (A)  2  per  cen¬ 
tum  of  the  reserves  for  deferred  dividends, 
(B)  interest  paid,  and  (C)  the  product  of 

(i)  the  mean  of  the  adjusted  reserves  at  the 
beginning  and  end  of  the  taxable  year  and 

(ii)  the  reserve  earnings  rate  bears  to  a 
denominator  comprised  of  the  aggregate  of 
the  excess  of  net  incomes  computed  without 
any  deduction  for  ta::-free  interest,  over  the 
adjustment  for  certain  reserves  provided  in 
subsection  (c). 

(2)  Special  rule  for  1949  and  1950.  •  *  • 

(c)  Adjustment  for  certain  reserves.  In 
the  case  of  a  life  insurance  company  writing 
contracts  other  than  life  insurance  or  an¬ 
nuity  contracts  (either  separately  or  com¬ 
bined  with  noncancellable  health  and 
accident  insurance),  the  term  "adjustment 
for  certain  reserves”  means  an  amount  equal 
to  3»4  per  centum  of  the  unearned  premi¬ 
ums  and  unpaid  losses  on  such  other  con¬ 
tracts  which  are  not  included  in  lifo 
insurance  reserves.  For  the  purposes  of  this 
subsection  such  unearned  premiums  shall 
not  be  considered  to  be  less  than  25  per 
centum  of  the  net  premiums  written  during 
the  taxable  year  on  such  other  contracts. 

[Sec.  202  as  amended  by  sec.  163  (a),  Rev. 
Act  1942;  sec.  401  (a),  Rev.  Act  1950] 

§  39  202-1  Reserve  and  other  policy 
liability  credit  for  adjusted  normal-tax 
net  income,  (a)  Life  insurance  compa¬ 
nies  in  computing  adjusted  normal-tax 
net  income  are  allowed  a  “reserve  and 
other  policy  liability  credit”  in  lieu  of  a 
deduction  for  the  interest  allowed  on 
their  reserves,  for  interest  paid  and  for 
deferred  dividends.  This  credit  is  a  flat 
percentage  of  normal-tax  net  income. 
The  figure  is  the  same  for  all  companies 
and  is  determined  on  the  basis  of  the 
aggregate  of  the  interest  allowed  on 
reserves,  interest  paid,  and  2  percent 
of  the  reserves  held  for  deferred  divi¬ 
dends,  as  provided  in  section  202  (b), 
for  all  companies.  The  figure  for  each 
taxable  year  is  to  be  determined  and 
proclaimed  by  the  Secretary,  based  on 
such  data  with  respect  to  life  insurance 
companies  for  the  preceding  taxable  year 
as  the  Secretary  considers  representative 
for  such  year. 

(b)  The  application  of  the  reserve  and 
other  policy  liability  credit  for  the  pur¬ 
pose  of  this  section  and  section  203  may 
be  illustrated  by  the  following  examples: 

Example  ( 1 ).  The  X  Life  Insurance  Com¬ 
pany  for  the  calendar  year  1942  had  gross 
Income,  consisting  of  Interest  and  rents,  of 
$4,000,000,  of  which  $700,000  consists  of 
wholly  tax-exempt  interest.  It  had  invest¬ 
ment  expenses  of  $100,000,  real  estate  ex¬ 
penses  of  $80,000,  and  depreciation  of  $20,000. 
Its  net  income  and  its  normal-tax  net  income 
was  accordingly  $3,100,000  ($4,000,000  less 
investment  expenses,  real  estate  expenses, 
and  depreciation,  totaling  $200,000,  and 
wholly  tax-exempt  interest  of  $700,000). 

§  39.202-1 
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Since  the  Secretary  determined  and  pro¬ 
claimed  that  for  the  taxable  year  1942  the 
figure  based  on  data  for  the  taxable  year 

1941  is  0.93,  the  X  Life  Insurance  Company 
was  entitled  to  a  credit  of  $2,883,000 
($3,100,000  X  0.93)  and  its  adjusted  normal- 
tax  net  income  as  well  as  its  adjusted  cor¬ 
poration  surtax  net  income  was  $217,000 
( $3 , 1 00.000  -  $2 ,883 ,000 ) . 

Example  (2).  If  in  example  (1)  $100,000 
of  the  $4,000,000  gross  Income  of  the  X  Life 
Insurance  Company  for  the  calendar  year 

1942  consisted  of  partially  tax-exempt  in¬ 
terest,  in  addition  to  the  $700,000  of  wholly 
tax-exempt  Interest,  its  corporation  surtax 
net  income  and  adjusted  corporation  surtax 
net  income  would  be  the  same  as  in  the 
above  example.  Its  normal-tax  net  income, 
however,  would  be  $3,000,000  ($4,000,000  less 
$200,000  less  $700,000  less  $100,000) ,  its  credit 
would  be  $2,790,000  ($3,000,000  X  0.93)  and 
its  adjusted  normal -tax  net  income  would  be 
$210,000  ($3,000,000- $2,790,000). 

§  39.202-2  Adjustment  for  certain 
reserves,  (a)  A  life  insurance  company 
writing  contracts  other  than  life  insur¬ 
ance  or  annuity  contracts  (either  sepa¬ 
rately  or  combined  with  noncancellable 
health  and  accident  insurance  con¬ 
tracts)  must  add  to  its  normal-tax  net 
income  and  to  its  corporation  surtax  net 
income,  as  an  offset  to  its  reserve  and 
other  policy  liability  credit,  an  amount 
equal  to  3*/4  percent  of  the  mean  of  the 
unearned  premiums  and  unpaid  losses 
at  the  beginning  and  end  of  the  taxable 
year  on  such  other  contracts  as  are  not 
included  in  life  insurance  reserves.  If 
such  unearned  premiums,  however,  are 
less  than  25  percent  of  the  net  premi¬ 
ums  written  during  the  taxable  year  on 
such  other  contracts,  then  the  amount 
to  be  added  to  normal -tax  net  income 
and  to  corporation  surtax  net  income  is 
31/4  percent  of  25  percent  of  the  net  pre¬ 
miums  written  during  the  taxable  year 
on  such  other  contracts  plus  3  V4  percent 
of  the  mean  of  the  unpaid  losses  at  the 
beginning  and  end  of  the  taxable  year  on 
such  other  contracts.  As  used  in  this 
section,  the  term  “unearned  premiums  ’ 
has  the  same  meaning  as  in  section  204 
(b>  (5)  and  §  39.204-2. 

<b)  For  taxable  years  beginning  in 
1952,  an  amount  equal  to  8  times  the 
amount  of  the  applicable  adjustment 
provided  in  paragraph  (a)  of  this  sec¬ 
tion,  must  be  added  to  normal-tax  net 
income  for  such  year  as  a  factor  in  de¬ 
termining  1952  adjusted  normal-tax  net 
income. 

IS  39.203  Statutory  provisions;  life  in¬ 
surance  companies;  adjusted  corpora¬ 
tion  surtax  net  income. 

Sec.  203.  Adjusted  corporation  surtax  net 
income — (a)  Definition.  For  the  purposes 
of  section  201,  the  term  "adjusted  corpora¬ 
tion  surtax  net  Income"  means  the  corpora¬ 
tion  surtax  net  Income  minus  the  reserve 
and  other  policy  liability  credit  and  plus 
the  adjustment  for  certain  reserves  provided 
In  section  202  (c). 

(b)  Reserve  and  other  policy  liability 
credit.  As  used  In  this  section,  the  term  “re¬ 
serve  and  other  policy  liability  credit”  means 
an  amount  computed  by  multiplying  the  cor¬ 
poration  surtax  net  Income  by  the  applicable 
figure  determined  and  proclaimed  under  sec¬ 
tion  202  (b) . 

[Sec.  203  as  amended  by  sec.  211  <e)  (l),Rev. 
Act  1939;  sec.  163  (a).  Rev.  Act  1942;  sec.  401 
(b),  Rev.  Act  1950] 


5  39.203-1  Reserve  and  other  policy 
liability  credit  for  adjusted  corporation 
surtax  net  income.  Life  insurance  com¬ 
panies  in  computing  adjusted  corpora¬ 
tion  surtax  net  income  are  allowed  a  re¬ 
serve  and  other  policy  liability  credit. 
This  credit  is  similar  to  that  provided  in 
section  202  except  that  it  is  based  on 
corporation  surtax  net  income,  which  in¬ 
cludes  partially  tax-exempt  interest. 
See  §  39.202-1  for  the  application  and 
effect  of  this  provision. 

§  39.203A  Statutory  provision;  life 
insurance  companies;  1951  and  1952 
adjusted  normal-tax  net  income. 

Sec.  203 A.  1951  and  1952  adjusted  normal- 
tax  net  income — (a)  1951  and  1952  adjusted 
normal-tax  net  income.  For  the  purposes 
of  section  201,  the  term  “1951  and  1952  ad¬ 
justed  normal-tax  net  Income”  means  the 
normal-tax  net  income  plus  eight  times  the 
amount  of  the  adjustment  for  certain  re¬ 
serves  provided  in  section  202  (c)  and  minus 
the  reserve  interest  credit,  If  any,  provided 
in  subsection  (b)  of  this  section. 

(b)  Reserve  interest  credit.  For  the  pur¬ 
poses  of  subsection  (a),  the  reserve  Interest 
credit  shall  be  an  amount  determined  as 
follows : 

(1)  Divide  the  amount  of  the  adjusted 
net  Income  (as  defined  In  subsection  (c)  > 
by  the  amount  of  the  required  interest  (as 
defined  In  subsection  (d)). 

(2)  If  the  quotient  obtained  in  para¬ 

graph  (1)  Is  1.05  or  more,  the  reserve  In¬ 
terest  credit  shall  be  zero. 

(3)  If  the  quotient  obtained  In  para¬ 

graph  (1)  Is  1.00  or  less,  the  reserve  interest 
credit  shall  be  an  amount  equal  to  50  per 
centum  of  the  normal-tax  net  Income. 

(4)  If  the  quotient  obtained  In  para¬ 
graph  (1)  Is  more  than  1.00  but  less  than 

1.05,  the  reserve  interest  credit  shall  be  the 
amount  obtained  by  multiplying  the  nor¬ 
mal-tax  net  income  by  10  times  the  difference 
between  the  figures  1.05  and  such  quotient. 

(c)  Adjusted  net  income.  For  the  pur¬ 
poses  of  subsection  (b)  (1),  the  term  “ad¬ 
justed  net  Income”  means  the  net  Income 
computed  without  any  deduction  for  tax- 
free  Interest  minus  50  per  centum  of  the 
amount  of  the  adjustment  for  certain  re¬ 
serves  provided  In  section  202  (c). 

(d)  Required  interest.  For  the  purposes 
of  subsection  (b)  (1) ,  the  term  “required  In¬ 
terest”  means  the  total  of — 

(1)  The  sum  of  the  amounts  obtained  by 
multiplying  (A)  each  rate  of  Interest  as¬ 
sumed  In  computing  the  taxpayer’s  life  in¬ 
surance  reserves  by  (B)  the  means  of  the 
amounts  of  the  taxpayer’s  adjusted  reserves 
computed  at  that  rate  at  the  beginning  and 
end  of  the  taxable  year, 

(2)  2  per  centum  of  the  reserve  for  de¬ 
ferred  dividends,  and 

(3)  Interest  paid. 

[Sec.  203A  as  added  by  sec.  336  (b).  Rev.  Act 
1951,  amended  by  sec.  1  (b);  Pub.  Law  468, 
(82d  Cong.)  ] 

§  39.203A-1  Tax  on  life  insurance 
companies  in  the  case  of  a  taxable  year 
beginning  in  1952.  (a)  In  the  case  of  a 

taxable  year  beginning  in  1952,  the  tax 
imposed  on  a  life  insurance  company  for 
such  year  shall  consist  of  a  tax  upon 
the  1952  adjusted  normal-tax  net  in¬ 
come  of  the  company  equal  to  3%  per¬ 
cent  of  the  amount  of  such  income  not  in 
excess  of  $200,000,  plus  6V2  percent  of 
the  amount  of  such  income  in  excess  of 
$200,000.  The  term  “1952  adjusted  nor¬ 
mal-tax  net  income”  means  the  normal- 
tax  net  income  (consisting  of  net  income 
computed  as  provided  in  §  39.201-7  less 


the  credit  for  partially  tax-exempt  in¬ 
terest  allowed  under  section  26  (a)  and 
less  the  credit  for  dividends  received  al- 
lowed  under  section  26  (b) )  for  the  tax¬ 
able  year  beginning  in  1952  plus  eight 
times  the  amount  of  the  adjustment  for 
certain  reserves  computed  as  provided  I 
in  section  202  (c)  (see  §  39.202-2),  and  I 
minus  the  reserve  interest  credit,  if  any,  I 
provided  in  section  203 A  (b)  (see  I 
§  39.203 A-2).  The  reserve  and  other  I 
policy  liability  credit  is  not  allowed  for  I 
purposes  of  the  computation  of  1952  ad¬ 
justed  normal-tax  net  income.  j 

(b)  The  tax  imposed  upon  1952  ad-  I 
justed  normal-tax  net  income  by  sec-  I 
tion  201  (a)  is  in  lieu  of  the  tax  other¬ 
wise  imposed  on  adjusted  normal-tax 
net  income  and  adjusted  corporation 
surtax  net  income  by  section  201  (a). 

§  39.203A-2  Reserve  interest  credit. 

(a)  In  computing  1952  adjusted  normal- 
tax  net  income,  a  reserve  interest  credit 
is  allowed  where  the  “adjusted  net  in¬ 
come”  of  the  company  is  less  than  105 
percent  of  its  required  interest.  For  the 
purpose  of  computing  the  reserve  in¬ 
terest  credit,  the  term  “adjusted  net  in¬ 
come”  means  the  net  income  of  the  com¬ 
pany  without  any  deduction  for  tax-free 
interest  otherwise  allowed  by  section  201 
(c)  (7)  (A),  less  50  percent  of  the  ad¬ 
justment  for  certain  reserves  on  con¬ 
tracts  other  than  life  insurance  or  an¬ 
nuity  contracts  provided  in  section  202 
(c). 

(b)  The  required  interest  for  which  a 
credit  may  be  allowed  consists  of  the 
total  of: 

(1)  The  sum  of  amounts  obtained  by 
multiplying  each  rate  of  interest  as¬ 
sumed  in  computing  life  insurance  re¬ 
serves  (see  section  201  (c)  <2)  and 
§  39  201-4)  by  the  means  of  the  amounts 
of  the  adjusted  reserves,  as  defined  in 
section  201  (c)  (3),  computed  at  that 
rate  at  the  beginning  and  the  end  of 
the  taxable  year; 

<2)  Tw’o  percent  of  the  reserve  for 
deferred  dividends;  and 

(3)  Interest  paid. 

(c)  To  determine  the  amount  of  the 
reserve  interest  credit,  it  is  necessary  to 
divide  the  amount  of  the  adjusted  net 
income  by  the  amount  of  the  required 
interest.  If  the  adjusted  net  income  is 
100  percent  or  less  of  the  required  in¬ 
terest,  the  reserve  interest  credit  is  an 
amount  equal  to  50  percent  of  the  nor¬ 
mal-tax  net  income.  If  the  adjusted  net 
income  is  105  percent  or  more  of  the 
required  interest,  the  reserve  interest 
credit  is  zero.  If  the  adjusted  net  income 
is  more  than  100  percent  and  less  than 
105  percent  of  the  required  interest,  the 
reserve  interest  credit  is  computed  by 
multiplying  the  normal-tax  not  income 
by  ten  times  the  difference  between  105 
percent  and  the  percentage  established. 
Thus,  if  the  adjusted  net  income  of  a  life 
insurance  company  for  the  calendar  year 
1952  is  $103,000  and  the  required  interest 
for  such  year  is  $100,000,  the  adjusted  net 
income  is  103  percent  of  the  required 
interest  and  the  reserve  interest,  accord’ 
ingly,  is  the  normal-tax  net  income  mul¬ 
tiplied  by  20  percent  (10  times  2  percent, 
the  difference  between  105  peicent  and 
103  percent). 
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(d)  In  determining  the  percentage  of 
the  adjusted  net  income  to  required  in¬ 
terest  for  purposes  of  determining  the 
reserve  interest  credit,  the  figures  shall 
be  computed  to  at  least  the  nearest  one- 
tenth  of  a  percentage  point. 

§  39.204  Statutory  provisions;  tax  on 
insurance  companies  other  than  life  or 
mutual. 

Sec.  204.  Insurance  companies  other  than 
life  or  mutual — (a)  Imposition  of  tax — (1) 
In  general.  There  shall  be  levied,  collected, 
and  paid  for  each  taxable  year  upon  the 
normal -tax  net  Income  and  upon  the  cor¬ 
poration  surtax  net  income  of  every  insur¬ 
ance  company  (other  than  a  life  or  mutual 
Insurance  company)  and  every  mutual 
marine  insurance  company  and  every  mutual 
fire  insurance  company  exclusively  issuing 
either  perpetual  policies,  or  policies  for 
which  the  sole  premium  charged  is  a  single 
deposit  which  (except  for  such  deduction 
of  underwriting  costs  as  may  be  provided)  is 
refundable  upon  cancellation  or  expiration 
of  the  policy  taxes  computed  as  provided  in 
section  13  (b)  and  in  section  15  (b). 

(2)  Normal-tax  and  corporation  surtax 
net  income  of  foreign  insurance  companies 
other  than  life  or  mutual  and  foreign  mutual 
marine.  In  the  case  of  a  foreign  insurance 
company  (other  than  a  life  or  mutual  in¬ 
surance  company)  and  a  foreign  mutual 
marine  insurance  company  and  a  foreign 
mutual  fire  insurance  company  described  in 
paragraph  (1)  of  this  subsection,  the  nor¬ 
mal-tax  net  income  shall  be  the  net  income 
from  sources  within  the  United  States  minus 
the  credit  provided  in  section  26  (a)  and  the 

I  credit  provided  in  section  26  (b),  and  the 
corporation  surtax  net  income  shall  be  the 
net  Income  from  sources  within  the  United 
States  minus  the  credit  provided  in  section 
25  (b). 

(3)  No  United  States  insurance  business. 
Foreign  insurance  companies  (other  than  a 
life  or  mutual  insurance  company)  and 
foreign  mutual  marine  insurance  companies 
and  foreign  mutual  fire  insurance  com¬ 
panies  described  in  paragraph  (1)  of  this 
subsection  not  carrying  on  an  insurance 
business  within  the  United  States  shall  not 
be  taxable  under  this  section  but  shall  be 
taxable  as  other  foreign  corporations. 

(b)  Definition  of  income,  etc.  In  the  case 
of  an  insurance  company  subject  to  the  tax 
imposed  by  this  section — 

(1)  Gross  income.  “Gross  income”  means 
the  sum  of  (A)  the  combined  gross  amount 
earned  during  the  taxable  year,  from  invest¬ 
ment  income  and  from  underwriting  Income 
as  provided  in  this  subsection,  computed  on 
the  basis  of  the  underwriting  and  invest¬ 
ment  exhibit  of  the  annual  statement  ap¬ 
proved  by  the  National  Convention  of 
Insurance  Commissioners,  and  (B)  gain 
during  the  taxable  year  from  the  sale  or 
other  disposition  of  property,  and  (C)  all 
other  items  constituting  gross  income  under 
section  22;  except  that  in  the  case  of  a 
mutual  fire  insurance  company  described  in 
paragraph  (1)  of  subsection  (a)  of  this  sec¬ 
tion,  the  amount  of  single  deposit  premiums 
paid  to  such  company  shall  not  be  included 
10  gross  income; 

I  (2)  Net  income.  “Net  income”  means  the 
Poss  income  as  defined  in  paragraph  (1) 
°f  this  subsection  lesa  the  deductions  al¬ 
lowed  by  subsection  (c)  of  this  section; 

(3)  Investment  income.  “Investment  ln- 
c°me”  means  the  gross  amount  of  income 
*arned  during  the  taxable  year  from  interest, 
dividends,  and  rents,  computed  as  follows: 

To  all  interest,  dividends  and  rents  re¬ 
ceived  during  the  taxable  year,  add  interest, 
dividends  and  rents  due  and  accrued  at  the 
*nd  of  the  taxable  year,  and  deduct  all  in- 
I  west,  dividends  and  rents  due  and  accrued 
I  «  the  end  of  the  preceding  taxable  year; 
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(4)  Underwriting  income.  “Underwriting 
income”  means  the  premiums  earned  on 
insurance  contracts  during  the  taxable  year 
less  losses  incurred  and  expenses  incurred; 

(5)  Premiums  earned.  “Premiums  earned 
on  insurance  contracts  during  the  taxable 
year”  means  an  amount  computed  as  follows: 

From  the  amount  of  gross  premiums 
written  on  insurance  contracts  during  the 
taxable  year,  deduct  return  premiums  and 
premiums  paid  for  reinsurance.  To  the  re¬ 
sult  so  obtained  add  unearned  premiums  on 
outstanding  business  at  the  end  of  the  pre¬ 
ceding  taxable  year  and  deduct  unearned 
premiums  on  outstanding  business  at  the 
end  of  the  taxable  year.  For  the  purposes 
of  this  subsection,  unearned  premiums  shall 
include  life  insurance  reserves,  as  defined  in 
section  201  (c)  (2),  pertaining  to  the  life, 
burial,  or  funeral  insurance,  or  annuity  busi¬ 
ness  of  an  insurance  company  subject  to  the 
tax  imposed  by  this  section  and  not  qualify¬ 
ing  as  a  life  insurance  company  under  sec¬ 
tion  201  (b); 

(6)  Losses  incurred.  “Losses  incurred” 
means  losses  incurred  during  the  taxable 
year  on  insurance  contracts,  computed  as 
follows: 

To  losses  paid  during  the  taxable  year,  add 
salvage  and  reinsurance  recoverable  out¬ 
standing  at  the  end  of  the  preceding  taxable 
year,  and  deduct  salvage  and  reinsurance  re¬ 
coverable  outstanding  at  the  end  of  the 
taxable  year.  To  the  result  so  obtained  add 
all  unpaid  losses  outstanding  at  the  end  of 
the  taxable  year  and  deduct  unpaid  losses 
outstanding  at  the  end  of  the  preceding 
taxable  year; 

(7)  Expenses  incurred .'  “Expenses  in¬ 
curred"  means  all  expenses  shown  on  the 
annual  statement  approved  by  the  National 
Convention  of  Insurance  Commissioners,  and 
shall  be  computed  as  follows: 

To  all  expenses  paid  during  the  taxable 
year  add  expenses  unpaid  at  the  end  of  the 
taxable  year  and  deduct  expenses  unpaid  at 
the  end  of  the  preceding  taxable  year.  For 
the  purpose  of  computing  the  net  income 
subject  to  the  tax  imposed  by  this  section 
there  shall  be  deducted  from  expenses  In¬ 
curred  as  defined  in  this  paragraph  all 
expenses  incurred  which  are  not  allowed  as 
deductions  by  subsection  (c)  of  this  section. 

(c)  Deductions  allowed.  In  computing 
the  net  income  of  an  insurance  company 
subject  to  the  tax  imposed  by  this  section 
there  shall  be  allowed  as  deductions: 

(1)  All  ordinary  and  necessary  expenses 
Incurred,  as  provided  in  section  23  (a>; 

(2)  All  interest  as  provided  in  section  23 
<b) ; 

(3)  Taxes  as  provided  in  section  23  (c); 

(4)  Losses  incurred  as  defined  in  subsec¬ 
tion  (b)  (6)  of  this  section; 

(5)  Capital  losses.  Capital  losses  to  the 
extent  provided  in  section"  117  plus  losses 
from  capital  assets  sold  or  exchanged  in  order 
to  obtain  funds  to  meet  abnormal  Insurance 
losses  and  to  provide  for  the  payment  of 
dividends  and  similar  distributions  to  policy¬ 
holders.  Capital  assets  shall  be  considered 
as  sold  or  exchanged  in  order  to  obtain  funds 
to  meet  abnormal  insurance  losses  and  to 
provide  for  the  payment  of  dividends  and 
similar  distributions  to  policyholders  to  the 
extent  that  the  gross  receipts  from  their  sale 
or  exchange  are  not  greater  than  the  excess, 
if  any,  for  the  taxable  year  of  the  sum  of 
dividends  and  similar  distributions  paid  to 
policyholders  in  their  capacity  as  such,  losses 
paid,  and  expenses  paid  over  the  sum  of 
interest,  dividends,  rents,  and  net  premiums' 
received.  In  the  application  of  section  117 
(e)  for  the  purposes  of  this  section,  the  net 
capital  loss  for  the  taxable  year  shall  be  the 
amount  by  which  losses  for  such  year  from 
sales  or  exchanges  of  capital  assets  exceeds 
the  sum  of  the  gains  from  such  sales  or  ex¬ 
changes  and  whichever  of  the  following 
amounts  is  the  lesser: 
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<A)  The  corporation  surtax  net  income 
(computed  without  regard  to  gains  or  losses 
from  sales  or  exchanges  of  capital  assets); 
or 

(B)  Losses  from  the  sale  or  exchange  of 
capital  assets  sold  or  exchanged  to  obtain 
funds  to  meet  abnormal  insurance  losses  and 
to  provide  for  the  payment  of  dividends 
and  similar  distributions  to  policyholders; 

(6)  Debts  in  the  nature  of  agency  balances 
and  bills  receivable  which  become  worthless 
within  the  taxable  year; 

(7)  The  amount  of  interest  earned  during 
the  taxable  year  which  under  section  22  (b) 
(4)  is  excluded  from  gross  income; 

(8)  A  reasonable  allowance  for  the  ex¬ 
haustion,  wear  and  tear  of  property,  as  pro¬ 
vided  in  section  23  (1); 

(9)  Charitable,  and  so  forth,  contribu¬ 
tions,  as  provided  in  section  23  (q); 

(10)  Deductions  (other  than  those  speci¬ 
fied  in  this  subsection)  as  provided  in  section 
23; 

(11)  Dividends  and  similar  distributions 
paid  or  declared  to  policyholders  in  their 
capacity  as  such,  except  in  the  case  of  a 
mutual  fire  Insurance  company  described  in 
paragraph  (1)  of  subsection  (a)  of  this  sec¬ 
tion.  The  term  “paid  or  declared”  shall  be 
construed  according  to  the  method  of  ac¬ 
counting  regularly  employed  in  keeping  the 
books  of  the  insurance  company. 

(d)  Deductions  of  foreign  corporations. 
In  the  case  of  a  foreign  corporation  the  de¬ 
ductions  allowed  in  this  section  shall  be 
allowed  to  the  extent  provided  in  Supple¬ 
ment  I  in  the  case  of  a  foreign  corporation 
engaged  in  trade  or  business  within  the 
United  States. 

(e)  Double  deductions.  Nothing  in  this 
section  shall  be  construed  to  permit  the 
same  item  to  be  twice  deducted. 

(f)  Credits  under  section  26.  For  the 
purposes  of  this  section,  in  computing  nor¬ 
mal-tax  net  income  and  corporation  surtax 
net  income,  the  credits  provided  in  section 
26  shall  be  allowed  in  the  manner  and  to  the 
extent  provided  in  sections  13  (a)  and  (15) 
(a). 

|  Sec.  204  as  amended  by  secs.  204  and  226 
(a),  Rev.  Act  1939;  secs.  124  (b),  160  (d),  and 
164,  Rev.  Act  1942;  sec.  135,  Rev.  Act  1943; 
sec.  122  (g)  (7).  Rev.  Act  1945;  sec.  121  (g) 
(4),  Rev.  Act  1950) 

§  39.204-1  Tax  on  insurance  com¬ 
panies  other  than  life  or  mutual,  mutual 
marine  insurance  companies,  and  mutual 
fire  insurance  companies  issuing  per¬ 
petual  policies,  (a)  All  insurance  com¬ 
panies,  other  than  life  or  mutual  or 
foreign  insurance  companies  not  carry¬ 
ing  on  an  insurance  business  within  the 
United  States,  and  all  mutual  marine 
insurance  companies  and  mutual  fire 
insurance  companies  exclusively  issuing 
either  perpetual  policies,  or  policies  for 
which  the  sole  premium  charged  is  a 
single  deposit  which,  except  for  such  de¬ 
duction  of  underwriting  costs  as  may  be 
provided,  is  refundable  upon  cancella¬ 
tion  or  expiration  of  the  policy,  are  suo- 
ject  to  the  tax  imposed  by  section  204. 
As  used  in  this  section  and  §§  39.204-2 
and  39.204-3,  the  term  “insurance  com¬ 
panies’'  means  only  those  companies 
subject  to  the  tax  imposed  by  section  204. 
For  what  constitutes  an  insurance  com¬ 
pany,  see  §  39.3797-7.  The  net  income 
of  insurance  companies  is  defined  in  sec¬ 
tion  204  and  differs  from  the  net  income 
of  other  corporations.  All  provisions  of 
the  Internal  Revenue  Code  and  of  these 
regulations  not  inconsistent  with  the 
specific  provisions  of  section  204  are  ap¬ 
plicable  to  the  assessment  and  collection 
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of  the  tax  imposed  by  section  204  (a), 
and  insurance  companies  are  subject  to 
the  same  penalties  as  are  provided  In 
the  case  of  returns  and  payment  of  in¬ 
come  tax  by  other  corporations.  Since 
section  204  provides  that  the  underwrit¬ 
ing  and  investment  exhibit  of  the  annual 
statement  approved  by  the  National 
Convention  of  Insurance  Commissioners 
shall  be  the  basis  for  computing  gross 
income  and  since  the  annual  statement 
is  rendered  on  the  calendar  year  basis, 
the  returns  under  section  204  shall  be 
made  on  the  basis  of  the  calendar  year 
and  shall  be  on  Form  1120.  Insurance 
companies  are  entitled,  in  computing 
normal-tax  net  income  and  corporation 
surtax  net  income,  to  the  credits  pro¬ 
vided  in  section  26  in  the  manner  and 
to  the  extent  provided  in  sections  13 

(a)  and  15  (a). 

(b)  Foreign  insurance  companies  not 
carrying  on  an  insurance  business  within 
the  United  States  are  not  taxable  under 
section  204  but  are  taxable  as  other  for¬ 
eign  corporations.  See  section  231. 

(c>  Insurance  companies  are  subject 
to  both  normal  tax  and  surtax.  The 
normal  tax  shall  be  computed  as  pro¬ 
vided  in  section  13  (b).  For  what  con¬ 
stitutes  normal-tax  net  Income,  see 
§  39.13-1.  The  surtax  shall  be  computed 
as  provided  in  section  15  (b).  For  what 
constitutes  corporation  surtax  net  in¬ 
come,  see  §  39.15-1.  For  the  circum¬ 
stances  under  which  the  $25,000  exemp¬ 
tion  from  surtax  for  certain  taxable 
years  may  be  disallowed  in  whole  or  in 
part,  see  §  39.15-2.  For  alternative  tax 
where  the  net  long-term  capital  gain  for 
any  taxable  year  exceeds  the  net  short¬ 
term  capital  loss,  see  section  117  (c)  and 
the  regulations  thereunder. 

5  39.204-2  Gross  income,  (a)  Gross 
Income  as  defined  in  section  204  <b) 
means  the  gross  amount  of  income 
earned  during  the  taxable  year  from  in¬ 
terest,  dividends,  rents,  and  premium  in¬ 
come,  computed  on  the  basis  of  the 
underwriting  and  investment  exhibit  of 
the  annual  statement  approved  by  the 
National  Convention  of  Insurance  Com¬ 
missioners,  as  well  as  the  gain  derived 
from  the  sale  or  other  disposition  of 
property,  and  all  other  items  constitut¬ 
ing  gross  income  under  section  22,  except 
that  in  the  case  of  a  mutual  fire  insur¬ 
ance  company  described  in  5  39.204-1  the 
amount  of  single  deposit  premiums  re¬ 
ceived,  but  not  assessments,  shall  be  ex¬ 
cluded  from  gross  income.  See  section 
22  (a),  (b),  and  (c)  and  sections  28  and 
334.  It  does  not  include  increase  in  lia¬ 
bilities  during  the  year  on  account  of 
reinsurance  treaties,  remittances  from 
the  home  office  of  a  foreign  insurance 
company  to  the  United  States  branch, 
borrowed  money,  or  gross  increase  due  to 
adjustments  in  book  value  of  capital 
assets.  The  underwriting  and  invest¬ 
ment  exhibit  is  presumed  clearly  to  re¬ 
flect  the  true  net  income  of  the  company, 
and  insofar  as  it  is  not  inconsistent  with 
the  provisions  of  the  Internal  Revenue 
Code  will  be  recognized  and  used  as  a 
basis  for  that  purpose.  All  items  of  the 
exhibit,  however,  do  not  reflect  an  insur¬ 
ance  company's  income  as  defined  in  the 
Code.  By  reason  of  the  definition  of 

§  39.204-2 


investment  income,  miscellaneous  items 
which  are  intended  to  reflect  surplus  but 
do  not  properly  enter  into  the  computa¬ 
tion  of  income,  such  as  dividends  de¬ 
clared  to  shareholders  in  their  capacity 
as  such,  home  office  remittances  and  re¬ 
ceipts,  and  special  deposits,  are  ignored. 
Gain  or  loss  from  agency  balances  and 
bills  receivable  not  admitted  as  assets  on 
the  underwTiting  and  investment  exhibit 
will  be  ignored,  excepting  only  such 
agency  balances  and  bills  receivable  as 
have  been  allowed  as  deductions  for 
worthless  debts  or,  having  been  previ¬ 
ously  so  allowed,  are  recovered  during 
the  taxable  year.  In  computing  “pre¬ 
miums  earned  on  insurance  contracts 
during  the  taxable  year”  the  amount  of 
the  unearned  premiums  shall  include  ( 1 ) 
life  insurance  reserves  as  defined  in  sec¬ 
tion  201  (c)  (2)  and  §  39.201-4  pertain¬ 
ing  to  the  life,  burial,  or  funeral  insur¬ 
ance,  or  annuity  business  of  an  insur¬ 
ance  company  subject  to  the  tax  imposed 
by  section  204  and  not  qualifying  as  a 
life  insurance  company  under  section 
201  (b),  and  (2)  liability  for  return  pre¬ 
miums  under  a  rate  credit  or  retrospec¬ 
tive  rating  plan  based  on  experience, 
such  as  the  “War  Department  Insurance 
Rating  Plan,”  and  which  return  premi¬ 
ums  are  therefore  not  earned  premiums. 
In  computing  “losses  incurred”  the  de¬ 
termination  of  unpaid  losses  at  the  close 
of  each  year  must  represent  actual  un¬ 
paid  losses  as  nearly  as  it  is  possible  to 
ascertain  them. 

(b)  Every  insurance  company  to  which 
this  section  applies  must  be  prepared  to 
establish  to  the  satisfaction  of  the  Com¬ 
missioner  of  Internal  Revenue  that  the 
part  of  the  deduction  for  “losses  in¬ 
curred”  which  represents  unpaid  losses 
at  the  close  of  the  taxable  year  com¬ 
prises  only  actual  unpaid  losses  stated 
in  amounts  which,  based  upon  the  facts 
in  each  case  and  the  company’s  experi¬ 
ence  with  similar  cases,  can  be  said  to 
represent  a  fair  and  reasonable  estimate 
of  the  amount  the  company  will  be  re¬ 
quired  to  pay.  Amounts  included  in,  or 
added  to,  the  estimates  of  such  losses 
which,  in  the  opinion  of  the  Commis¬ 
sioner,  are  in  excess  of  the  actual  liabil¬ 
ity  determined  as  provided  in  the  pre¬ 
ceding  sentence  will  be  disallowed  as  a 
deduction.  The  Commissioner  may  re¬ 
quire  any  such  insurance  company  to 
submit  such  detailed  information  with 
respect  to  its  actual  experience  as  is 
deemed  necessary  to  establish  the  rea¬ 
sonableness  of  the  deduction  for  “losses 
incurred.” 

(c)  That  part  of  the  deduction  for 
“losses  incurred”  which  represents  an 
adjustment  to  “losses  paid”  for  “salvage 
and  reinsurance  recoverable”  shall,  ex¬ 
cept  as  hereinafter  provided,  include  all 
salvage  in  course  of  liquidation,  and  all 
reinsurance  in  process  of  collection  not 
otherwise  taken  into  account  as  a  reduc¬ 
tion  of  “losses  paid,”  outstanding  at  the 
end  of  the  taxable  year.  Salvage  in 
course  of  liquidation  includes  all  prop¬ 
erty  (other  than  cash),  real  or  personal, 
tangible  or  intangible,  except  that  which 
may  not  be  included  by  reason  of  ex¬ 
press  statutory  provisions  (or  rules  and 
regulations  of  an  insurance  department) 


of  any  State  or  Territory  or  the  District 
of  Columbia  in  which  the  company 
transacts  business.  Such  salvage  in 
course  of  liquidation  shall  be  taken  into 
account  to  the  extent  of  the  value  thereof 
at  the  end  of  the  taxable  year  as  deter, 
mined  from  a  fair  and  reasonable  esti¬ 
mate  based  upon  either  the  facts  in  each 
case  or  the  company’s  experience  with 
similar  cases.  Cash  received  during  the 
taxable  year  with  respect  to  items  of 
salvage  or  reinsurance  shall  be  taken 
into  account  in  computing  losses  paid 
during  such  taxable  year. 

§  39.204-3.  Deductions,  (a)  The  de¬ 
ductions  allowable  are  specified  in  sec¬ 
tion  204  (c)  and  by  reason  of  the  pro¬ 
visions  of  section  204  (c)  (10)  include 
deductions  (other  than  those  specified 
in  section  204  (c) )  as  provided  in  section 
23.  The  deductions,  however,  are  subject 
to  the  limitation  provided  in  section  24 
(a)  (5).  The  net  operating  loss  deduc¬ 
tion  allowed  by  section  23  (s)  is  com¬ 
puted  under  section  122  and  the  regu¬ 
lations  thereunder.  In  computing  net 
operating  loss  or  net  income  of  insurance 
companies  for  the  purposes  of  section 
122,  “gross  income”  shall  mean  gross 
income  as  defined  in  section  204  (b)  (1) 
and  the  allowable  deductions  shall  be 
those  allowed  by  section  204  (c)  with  the 
exceptions  and  limitations  set  forth  in 
section  122  (d).  In  addition  to  the  de¬ 
duction  for  capital  losses  provided  in 
section  117,  insurance  companies  areal- 
lowed  a  deduction  for  losses  from  capital 
assets  sold  or  exchanged  in  order  to  ob¬ 
tain  funds  to  meet  abnormal  insurance 
losses  and  to  provide  for  the  payment  of 
dividends  and  similar  distributions  to 
policyholders.  A  special  rule  is  provided 
for  the  application  of  the  5-year  capital 
loss  carry-over  provisions  of  section  117 
(e).  The  deduction  is  the  same  as  that 
allowed  mutual  insurance  companies 
subject  to  the  tax  imposed  by  section  207, 
see  section  207  (b)  (4)  (F)  and  the  regu¬ 
lations  thereunder.  Insurance  compa¬ 
nies,  other  than  mutual  fire  insurance 
companies  described  in  §  39.204—1,  are 
also  allotved  a  deduction  for  dividends 
and  similar  distributions  paid  or  declared 
to  policyholders  in  their  capacity  as  such. 
The  deduction  is  otherwise  the  same  as 
that  allowed  mutual  insurance  compa¬ 
nies  subject  to  the  tax  imposed  by  section 
207,  see  section  207  (b)  (3)  and  the  regu¬ 
lations  thereunder. 

(b)  Among  the  items  which  may  not 
be  deducted  are  income  and  profits  taxes 
imposed  by  the  United  States,  income 
and  profits  taxes  imposed  by  any  foreign 
country  or  possession  of  the  United 
States  (in  cases  where  the  company 
chooses  to  claim  to  any  extent  a  credit 
for  such  taxes),  taxes  assessed  against 
local  benefits,  decrease  during  the  year 
due  to  adjustments  in  the  book  value  of 
capital  assets,  decrease  in  liabilities  dur¬ 
ing  the  year  on  account  of  reinsurance 
treaties,  dividends  paid  to  shareholders 
in  their  capacity  as  such,  remittances  to 
the  home  office  of  a  foreign  insurance 
company  by  the  United  States  brancn, 
and  borrowed  money  repaid. 

(c)  In  computing  net  income  of  insm* 
ance  companies,  losses  sustained  dunns 
the  taxable  year  from  the  sale  or  otn 
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disposition  of  property  are  deductible 
subject  to  the  limitation  contained  in 
section  117  <d)  (1).  Insurance  compa¬ 
nies  are  entitled  to  the  alternative  taxes 
provided  in  section  117  (c). 

§  39.205-207  Statutory  provisions;  in¬ 
surance  companies;  taxes  of  foreign 
countries  arid  possessions  of  United 
States;  computation  of  gross  income;  tax 
on  mutual  insurance  companies  other 
than  life  or  marine. 

Sec.  205.  Taxes  of  foreign  countries  and 
possessions  of  United  States.  The  amount 
of  income,  war-proflts,  and  excess-profits 
taxes  imposed  by  foreign  countries  or  posses¬ 
sions  of  the  United  States  shall  be  allowed 
as  a  credit  against  the  tax  of  a  domestic 
Insurance  company  subject  to  the  tax  im¬ 
posed  by  section  201,  204,  or  207,  to  the 
extent  provided  in  the  case  of  a  domestic 
corporation  in  section  131,  and  in  the  case 
of  the  tax  imposed  by  section  201  or  204 
“net  income”  as  used  in  section  131  means 
the  net  income  as  defined  in  this  Sup¬ 
plement. 

Sec.  206.  Computation  of  gross  income. 
The  gross  income  of  insurance  companies 
subject  to  the  tax  imposed  by  section  201 
or  204  shall  not  be  determined  in  the  manner 
provided  in  section  119. 

Sec.  207.  Mutual  insurance  companies 
other  than  life  or  marine — (a)  Imposition  of 
tax.  There  shall  be  levied,  collected,  and 
paid  for  each  taxable  year  upon  the  income 
of  every  mutual  insurance  company  (other 
than  a  life  or  a  marine  insurance  company 
or  a  fire  insurance  company  subject  to  the 
tax  imposed  by  section  204  and  other  than 
an  interinsurer  or  reciprocal  underwriter)  a 
tax  computed  under  paragraph  ( 1 )  or  para¬ 
graph  (2)  whichever  is  the  greater  and  upon 
the  income  of  every  mutual  insurance  com¬ 
pany  (other  than  a  life  or  marine  insurance 
company  or  a  fire  insurance  company  sub¬ 
ject  to  the  tax  imposed  by  section  204)  which 
is  an  interinsurer  or  reciprocal  underwriter, 
a  tax  computed  under  paragraph  (3) : 

(1)  If  the  corporation  surtax  net  income 
is  over  $3,000  a  tax  computed  as  follows: 

(A)  Taxable  years  beginning  after  Decem¬ 
ber  31,  1950,  and  before  April  1,  1951.  •  •  • 

(B)  Taxable  years  beginning  after  March 
31,  1951,  and  before  April  1,  1954.  In  the 
case  of  taxable  years  beginning  after  March 
31,  1951,  and  before  April  1,  1954 — 

(1)  Normal  tax.  A  normal  tax  of  30  per 
centum  of  the  normal-tax  net  income,  or  60 
per  centum  of  the  amount  by  which  the 
normal-tax  net  Income  exceeds  $3,000, 
whichever  is  the  lesser;  plus 
(ii)  Surtax.  A  surtax  of  22  per  centum 
of  the  corporation  surtax  net  income  in  ex¬ 
cess  of  $25,000. 

(C)  Taxable  years  beginning  after  March 
31. 1954.  In  the  case  of  a  taxable  year  begin¬ 
ning  after  March  31,  1954— 

(1)  Normal  tax.  A  normal  tax  of  25  per 
centum  of  the  normal-tax  net  income,  or  50 
per  centum  of  the  amount  by  which  the  nor¬ 
mal-tax  net  income  exceeds  $3,000,  whichever 
is  the  lesser;  plus 

(ii)  Surtax.  A  surtax  of  22  per  centum  of 
the  corporation  surtax  net  income  in  excess 
ol  125.000. 

(2)  If  for  the  taxable  year  the  gross 
amount  of  income  from  interest,  dividends, 
cents,  and  net  premiums,  minus  dividends  to 
policyholders,  minus  the  interest  *  which 
under  section  22  (b)  (4)  is  excluded  from 
Stoss  Income,  exceeds  $75,000,  a  tax  equal  to 
the  excess  of — 

(A)  1  per  centum  of  the  amounts  so  com¬ 
puted,  or  2  per  centum  of  the  excess  of  the 
emount  so  computed  over  $75,000,  whichever 

the  lesser,  over 

(B)  The  amount  of  the  tax  imposed  under 
Subchapter  E  of  Chapter  2. 
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(3)  In  the  case  of  an  interinsurer  or  recip¬ 
rocal  underwriter,  if  the  corporation  surtax 
net  income  is  over  $50,000  a  tax  computed  as 
follows: 

(A)  Taxable  years  beginning  after  Decem¬ 
ber  31,  1950,  and  before  April  1,  1951.  *  *  • 

(B)  Taxable  years  beginning  after  March 
31,  1951,  and  before  April  1,  1954.  In  the 
case  of  taxable  years  beginning  after  March 
31,  1951,  and  before  April  1,  1954 — 

(i)  Normal  tax.  A  normal  tax  of  30  per 
centum  of  the  normal-tax  net  income,  or  60 
per  centum  of  the  amount  by  which  the 
normal-tax  net  income  exceeds  $50,000, 
whichever  is  the  lesser;  plus 

(ii)  Surtax.  A  surtax  of  22  per  centum  of 
the  corporation  surtax  net  income  in  excess 
of  $25,000,  or  33  per  centum  of  the  amount 
by  which  the  corporation  surtax  net  income 
exceeds  $50,000,  whichever  is  the  lesser. 

(C)  Taxable  years  beginning  after  March 
31,  1954.  In  the  case  of  a  taxable  year  be¬ 
ginning  after  March  31,  1954 — 

(i)  Normal  tax.  A  normal  tax  of  25  per 
centum  of  the  normal-tax  net  income,  or 
50  per  centum  of  the  amount  by  which  the 
normal-tax  net  income  exceeds  $50,000, 
whichever  is  the  lesser;  plus 

(ii)  Surtax.  A  surtax  of  22  per  centum  of 
the  corporation  surtax  net  income  in  excess 
of  $25,000,  or  33  per  centum  of  the  amount 
by  which  the  corporation  surtax  net  income 
exceeds  $50,000,  whichever  is  the  lesser. 

(4)  Gross  amount  received  over  $75,000  but 
less  than  $125,000.  If  the  gross  amount  re¬ 
ceived  during  the  taxable  year  from  interest, 
dividends,  rents,  and  premiums  (including 
deposits  and  assessments)  is  over  $75,000  but 
less  than  $125,000  the  amount  ascertained 
under  paragraph  (1),  paragraph  (2)  (A), 
and  paragraph  (3)  shall  be  an  amount  which 
bears  the  same  proportion  to  the  amount 
ascertained  under  such  paragraph,  computed 
without  reference  to  this  paragraph,  as  the 
excess  over  $75,000  of  such  gross  amount  re¬ 
ceived  bears  to  $50,000. 

(5)  Foreign  mutual  insurance  companies 
other  than  life  or  marine.  In  the  case  of  a 
foreign  mutual  insurance  company  (other 
than  a  life  or  marine  insurance  company  or 
a  fire  insurance  company  subject  to  the  tax 
imposed  by  section  204) ,  the  net  income  shall 
be  the  net  income  from  sources  within  the 
United  States  and  the  gross  amount  of  in¬ 
come  from  interest,  dividends,  rents,  and  net 
premiums  shall  be  the  amount  of  such  in¬ 
come  from  sources  within  the  United  States. 

(6)  No  United  States  insurance  business. 
Foreign  mutual  insurance  companies  (other 
than  a  life  or  marine  insurance  company  or 
a  fire  insurance  company  subject  to  the  tax 
imposed  by  section  204)  not  carrying  on  an 
insurance  business  within  the  United  States 
shall  not  be  taxable  under  this  section  but 
shall  be  taxable  as  other  foreign  corporations. 

(b)  Definition  of  income,  etc.  In  the  case 
of  an  insurance  company  subject  to  the  tax 
imposed  by  this  section — 

(1)  Gross  investment  income.  “Gross  in¬ 
vestment  income”  means  the  gross  amount 
of  income  during  the  taxable  year  from  in¬ 
terest,  dividends,  rents,  and  gains  from  sales 
or  exchanges  of  capital  assets  to  the  extent 
provided  in  section  117; 

(2)  Net  premiums.  “Net  premiums” 
means  gross  premiums  (including  deposits 
and  assessments)  written  or  received  on  in¬ 
surance  contracts  during  the  taxable  year 
less  return  premiums  and  premiums  paid  or 
incurred  for  reinsurance.  Amounts  returned 
where  the  amount  is  not  fixed  in  the  insur¬ 
ance  contract  but  depends  upon  the  ex¬ 
perience  of  the  company  or  the  discretion 
of  the  management  shall  not  be  included  in 
return  premiums  but  shall  be  treated  as 
dividends  to  policyholders  under  paragraph 
(3); 

(3)  Dividends  to  policyholders.  “Divi¬ 
dends  to  policyholders”  means  dividends  and 


similar  distributions  paid  or  declared  to 
policyholders.  The  term  “paid  or  declared” 
shall  be  construed  according  to  the  method 
regularly  employed  in  keeping  the  books  of 
the  insurance  company; 

(4)  Net  income.  The  term  "net  income” 
means  the  gross  investment  income  less — 

(A)  Tax-free  interest.  The  amount  of 
interest  which  under  section  22  (b)  (4)  is 
excluded  for  the  taxable  year  from  gross 
income; 

(B)  Investment  expenses.  Investment  ex¬ 
penses  paid  or  accrued  during  the  taxable 
year.  If  any  general  expenses  are  in  part 
assigned  to  or  included  in  the  investment 
expenses,  the  total  deduction  under  this 
subparagraph  shall  not  exceed  one-fourth  of 
1  per  centum  of  the  mean  of  the  book  value 
of  the  invested  assets  held  at  the  beginning 
and  end  of  the  taxable  year  plus  one-fourth 
of  the  amount  by  which  net  income  com¬ 
puted  without  any  deduction  for  investment 
expenses  allowed  by  this  subparagraph,  or 
for  tax-free  interest  allowed  by  subsection 
(b)  (4)  (A),  exceeds  3%  per  centum  of  the 
book  value  of  the  mean  of  the  invested  as¬ 
sets  held  at  the  beginning  and  end  of  the 
taxable  year. 

(C)  Real  estate  expenses.  Taxes  and  other 
expenses  paid  or  accrued  during  the  taxable 
year  exclusively  upon  or  with  respect  to  the 
real  estate  owned  by  the  company,  not  in¬ 
cluding  taxes  assessed  against  local  benefits 
of  a  kind  tending  to  increase  the  value  of  the 
property  assessed,  and  not  including  any 
amount  paid  out  for  new  buildings,  or  for 
permanent  improvements  or  betterments 
made  to  increase  the  value  of  any  property 
The  deduction  allowed  by  this  paragraph 
shall  be  allowed  in  the  case  of  taxes  imposed 
upon  a  shareholder  of  a  company  upon  his 
interest  as  shareholder,  which  are  paid  or 
accrued  by  the  company  without  reimburse¬ 
ment  from  the  shareholder,  but  in  such  cases 
no  deduction  shall  be  allowed  the  share¬ 
holder  for  the  amount  of  such  taxes; 

(D)  Depreciation.  A  reasonable  allow¬ 
ance,  as  provided  in  section  23  (1),  for  the 
exhaustion,  wear  and  tear  of  property,  in¬ 
cluding  a  reasonable  allowance  for 
obsolescence; 

(E)  Interest  paid  or  accrued.  All  interest 
paid  or  accrued  within  the  taxable  year  on 
indebtedness,  except  on  indebtedness  in¬ 
curred  or  continued  to  purchase  or  carry  ob¬ 
ligations  (other  than  obligations  of  the 
United  States  issued  after  September  24,  1917, 
and  originally  subscribed  for  by  the  tax¬ 
payer)  the  interest  upon  which  is  wholly 
exempt  from  taxation  under  this  chapter. 

(F)  Capital  losses.  Capital  losses  to  the 
extent  provided  in  section  117  plus  losses 
from  capital  assets  sold  or  exchanged  in 
order  to  obtain  funds  to  meet  abnormal  in¬ 
surance  losses  and  to  provide  for  the  payment 
of  dividends  and  similar  distributions  to 
policyholders.  Capital  assets  shall  be  con¬ 
sidered  as  sold  or  exchanged  in  order  to  ob¬ 
tain  funds  to  meet  abnormal  insurance  losses 
and  to  provide  for  the  payment  of  dividends 
and  similar  distributions  to  policyholders  to 
the  extent  that  the  gross  receipts  from  their 
sale  or  exchange  are  not  greater  than  the 
excess,  if  any,  for  the  taxable  year  of  the 
sum  of  dividends  and  similar  distributions 
paid  to  policyholders,  losses  paid,  and  ex¬ 
penses  paid  over  the  sum  of  interest,  divi¬ 
dends,  rents,  and  net  premiums  received. 
In  the  application  of  section  117  (e)  for  the 
purposes  of  this  section,  the  net  capital  loss 
for  the  taxable  year  shall  be  the  amount  by 
which  losses  for  such  year  from  sales  or  ex¬ 
changes  of  capital  assets  exceeds  the  sum  of 
the  gains  from  such  sales  or  exchanges  and 
whichever  of  the  following  amounts  is  the 
lesser : 

(i)  The  corporation  surtax  net  income 
(computed  without  regard  to  gains  or  losses 
from  sales  or  exchanges  of  capital  assets); 
or 
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(il)  Losses  from  the  sale  or  exchange  of 
capital  assets  sold  or  exchanged  to  obtain 
funds  to  meet  abnormal  insurance  losses  and 
to  provide  for  the  payment  of  dividends  and 
similar  distributions  to  policyholders. 

(c)  Rental  value  of  real  estate.  The  de¬ 
duction  under  subsection  (b)  (4)  (C)  or 
(b)  (4)  (D)  of  this  section  on  account  of 
any  real  estate  owned  and  occupied  in  whole 
or  in  part  by  a  mutual  insurance  company 
subject  to  the  tax  imposed  by  this  section, 
shall  be  limited  to  an  amount  which  bears 
the  same  ratio  to  such  deduction  (computed 
without  regard  to  this  subsection)  as  the 
rental  value  of  the  space  not  so  occupied 
bears  to  the  rental  value  of  the  entire 
property. 

(d)  Amortization  of  premium  and  accrual 

of  discount.  The  gross  amount  of  income 
during  the  taxable  year  from  interest,  the 
deduction  provided  in  subsection  (b)  (4) 

(A),  and  the  credit  allowed  against  net 
income  in  section  26  (a)  shall  each  be  de¬ 
creased  by  the  appropriate  amortization  of 
premium  and  increased  by  the  appropriate 
accrual  of  discount  attributable  to  the  tax¬ 
able  year  on  bonds,  notes,  debentures  or  other 
evidences  of  indebtedness  held  by  a  mutual 
insurance  company  subject  to  the  tax  im¬ 
posed  by  this  section.  Such  amortization  and 
accrual  shall  be  determined  (1)  in  accordance 
with  the  method  regularly  employed  by  such 
company,  if  such  method  Is  reasonable,  and 
(2)  in  all  other  cases,  in  accordance  with 
regulations  prescribed  by  the  Commissioner 
with  the  approval  of  the  Secretary. 

(e)  Deductions  of  foreign  corporations. 
In  the  case  of  a  foreign  corporation  the 
deductions  allowed  in  this  section  shall  be 
allowed  to  the  extent  provided  in  Supple¬ 
ment  I  in  the  case  of  a  foreign  corporation 
engaged  In  trade  or  business  within  the 
United  States. 

(f)  Double  deductions.  Nothing  in  this 
section  shall  be  construed  to  permit  the 
same  item  to  be  twice  deducted. 

(g)  Credits  under  section  26.  For  the 
purposes  of  this  section,  in  computing 
normal  tax  net  income  and  corporation  sur¬ 
tax  net  Income,  the  credits  provided  in  sec¬ 
tion  26  shall  be  allowed  in  the  manner  and 
to  the  extent  provided  In  sections  13  (a) 
and  15  (a). 

(Sec.  207  as  amended  by  sec.  205,  Rev.  Act 
1939;  sec.  165  (b).  Rev.  Act  1942;  sec.  135, 
Rev.  Act  1943;  sec.  121  (b),  Rev.  Act  1945; 
sec.  121  (d).  Rev.  Act  1950;  sec.  201  (b), 
Excess  Profits  Tax  Act  1950;  sec.  121  (c). 
Rev.  Act  1951) 

§  39.207-ff  Tax  on  mutual  insurance 
companies  other  than  life  or  marine  or 
fire  insurance  companies  subject  to  the 
tax  imposed  by  section  204 — (a)  In  gen¬ 
eral.  (1)  All  mutual  insurance  compa¬ 
nies,  including  foreign  insurance  compa¬ 
nies  carrying  on  an  insurance  business 
within  the  United  States,  not  taxable 
under  section  201  or  204  and  not  spe¬ 
cifically  exempt  under  the  provisions  of 
section  101  (11),  are  subject  to  the  tax 
imposed  by  section  207  (a)  on  their  in¬ 
vestment  income  or  on  their  gross  in¬ 
come,  whichever  tax  is  the  greater,  ex¬ 
cept  interinsurers  and  reciprocal  under¬ 
writers  which  are  taxed  only  on  their 
investment  income.  For  the  alternative 
tax.  in  lieu  of  the  tax  imposed  by  section 
207  (a)  (1>  or  (3),  where  the  net  long¬ 
term  capital  gain  for  any  taxable  year 
exceeds  the  net  short-term  capital  loss, 
see  section  117  (c)  (1)  and  the  regula¬ 
tions  thereunder. 

(2)  The  taxable  incoine  of  mutual  in¬ 
surance  companies  subject  to  the  tax 
imposed  by  section  207  differs  from  the 


taxable  income  of  other  corporations. 
See  section  207  (a)  (2)  and  section  207 
(b).  Such  companies  are  entitled,  in 
computing  normal-tax  net  income  and 
corporation  surtax  net  income,  to  the 
credits  provided  in  section  26  in  the  man¬ 
ner  and  to  the  extent  provided  in  sec¬ 
tions  13  (a)  and  15  (a).  The  gross 
amount  of  income  during  the  taxable 
year  from  interest,  the  deductions  under 
section  207  (b)  (4)  (A)  for  wholly  tax- 
exempt  interest,  and  the  credit  under 
section  26  (a)  for  partially  tax-exempt 
interest,  are  decreased  by  the  appropri¬ 
ate  amortization  of  premiums  and  in¬ 
creased  by  the  appropriate  accrual  of 
discount  attributable  to  the  taxable  year 
on  bonds,  notes,  debentures  or  other  evi¬ 
dences  of  indebtedness  held  by  a  mutual 
insurance  company  subject  to  the  tax 
imposed  by  section  207.  See  section  207 
<d)  and  §  39.207-6. 

(3)  All  provisions  of  the  Internal  Rev¬ 
enue  Code  and  of  the  regulations  in  this 
part  not  inconsistent  with  the  specific 
provisions  of  section  207  are  applicable 
to  the  assessment  and  collection  of  the 
tax  imposed  by  section  207  (a)  and 
mutual  insurance  companies  subject  to 
the  tax  imposed  by  section  207  are  subject 
to  the  same  penalties  as  are  provided  in 
the  case  of  returns  and  payment  of 
income  tax  by  other  corporations.  The 
return  shall  be  on  Form  1120M. 

(4)  Foreign  mutual  insurance  compa¬ 
nies  not  carrying  on  an  insurance  busi¬ 
ness  within  the  United  States  are  not 
taxable  under  section  207  (a),  but  are 
taxable  as  other  foreign  corporations. 
See  section  231. 

(5)  Mutual  insurance  companies  sub¬ 
ject  to  the  tax  imposed  by  section  207, 
except  interinsurers  or  reciprocal  under¬ 
writers,  with  corporation  surtax  net 
incomes  of  over  $3,000  or  with  gross 
amounts  of  income  from  interest,  divi¬ 
dends,  rents,  and  net  premiums  (minus 
dividends  to  policyholders  and  wholly 
tax-exempt  interest)  in  excess  of  $75,000, 
are  subject  to  a  tax  computed  under  sec¬ 
tion  207  (a)  (1)  or  section  207  (a)  (2) 
whichever  is  the  greater.  Interinsurers 
and  reciprocal  underwriters  with  corpo¬ 
ration  surtax  net  incomes  of  over  $50,000 
are  subject  to  a  tax  computed  under 
section  207  (a)  (3). 

(b)  Rates  of  tax.  (1)  The  normal  tax 
under  section  207  (a)  (1)  and  207  (a) 
(3),  except  as  hereinafter  indicated,  is 
computed  upon  normal-tax  net  income 
at  the  following  rates; 

Percent 


(i)  For  taxable  years  beginning  before 

Apr.  1,  1954 _  30 

(il)  For  taxable  years  beginning  after 

Mar.  31.  1954 _  25 


(2)  The  surtax  under  section  207  (a) 
(1)  and  207  (a)  (3),  except  as  herein¬ 
after  indicated,  is  computed  on  that 
portion  of  the  corporation  surtax  net 
income  in  excess  of  $25,000  at  the  rate 
of  22  percent.  The  tax  under  section 
207  (a)  (2),  except  as  hereinafter  indi¬ 
cated,  is  1  percent  of  the  gross  amount 
of  income  from  interest,  dividends,  rents, 
and  net  premiums,  minus  dividends  to 
policyholders  and  minus  wholly  tax- 
exempt  interest. 


(3)  Under  section  207  (a)  (1)  com¬ 
panies  with  normal-tax  net  incomes  of 
over  $3,000  and  not  over  $6,000  pay  a 
normal  tax,  at  a  specified  rate,  on  that 
portion  of  the  normal-tax  net  income  in 
excess  of  $3,000.  The  rates  applicable  in 
computing  the  normal  tax  of  such  com¬ 
panies  are  as  follows: 

Percent 


For  taxable  years  beginning  before 

Apr.  1,  1954 _ _ 60 

For  taxable  years  beginning  after  Mar. 

31,  1954 . .  50 


Under  section  207  (a)  (2)  companies 
w'ith  gross  amounts  of  income  from  in¬ 
terest,  dividends,  rents,  and  net  premi¬ 
ums,  minus  dividends  to  policyholders 
and  minus  wholly  tax-exempt  interest, 
of  over  $75,000  and  not  over  $150,000  pay 
a  tax  equal  to  2  percent  of  that  portion 
in  excess  of  $75,000.  Under  section  297 
(a)  (3)  interinsurers  and  reciprocal 

underwriters  with  normal-tax  net  in¬ 
comes  of  over  $50,000  and  not  over  $100,- 
000  pay  a  normal  tax  computed  on  that 
portion  of  the  normal-tax  net  income  in 
excess  of  $50,000  at  the  following  rates: 

Percent 


For  taxable  years  beginning  before 

Apr.  1,  1954 . . .  60 

For  taxable  years  beginning  after  Mar. 

31,  1954 . . . . . .  50 


Under  section  207  (a)  (3)  interinsurers 
and  reciprocal  underwriters  with  cor¬ 
poration  surtax  net  incomes  of  over  $50,- 
000  and  not  over  $100,000  pay  a  surtax, 
at  the  rate  of  33  percent,  on  that  portion 
of  the  corporation  surtax  net  income  in 
excess  of  $50,000. 

(4)  Section  207  (a)  (4)  provides  for 
an  adjustment  of  the  amount  computed 
under  section  207  (a)  (1 ) ,  section  207  (a) 
(2)  (A),  and  section  207  (a)  (3)  where 
the  gross  amount  received  during  the 
taxable  year  from  interest,  dividends, 
rents,  and  premiums  (including  deposits 
and  assessments)  is  over  $75,000  and  less 
than  $125,000.  The  adjustment  reduces 
the  tax  otherwise  computed  under  those 
sections  to  an  amount  w’hich  bears  the 
same  proportion  to  such  tax  as  the  excess 
over  $75,000  bears  to  $50,000. 

(c)  Application.  The  application  of 
section  207  (a)  (1),  (2),  (3),  and  (4>  may 
be  illustrated  by  the  following  examples: 

Example  (1).  The  W  Company,  a  mutual 
casualty  insurance  company,  for  the  calendar 
year  1952  has  corporation  surtax  net  income 
of  $5,500  and.  due  to  partially  tax-exempt 
interest  of  $800,  normal-tax  net  income  of 
$4,700.  The  gross  amount  of  income  of  the 
W  Company  from  interest,  dividends,  rents, 
and  net  premiums,  minus  dividends  to 
policyholders  and  wholly  tax-exempt  interest, 
is  $150,000.  Its  normal  tax  under  section  207 
(a)  (1)  for  the  calendar  year  1952  is  00  per¬ 
cent  of  $1,700  ($4,700  $3, ()00) ,  or  $1,020.  since 
its  normal-tax  net  Income  Is  not  over  $6  000. 
It  is  not-  liable  for  surtax  for  the  calendar 
year  1952  as  its  surtax  net  income  does  not 
exceed  $25,000.  It  has  no  surtax  and.  there¬ 
fore,  i^s  total  tax  under  section  207  (a)  (D 
is  the  normal  tax  of  $1,020.  The  tax  under 
section  207  (a)  (2)  is  2  percent  of  $75,000 
($150,000  $75,000),  or  $1,500.  Since  the  tax 
under  section  207  (a)  (2)  exceeds  the  tax 
under  section  207  (a)  (1),  the  tax  under  sec¬ 
tion  207  (a)  is  $1,500,  namely,  that  imposed 
by  section  207  (a)  (2). 

Example  (2).  If  in  the  above  example  the 
normal-tax  net  income  were  not  over  $3,000, 
the  corporation  surtax  net  income  were  not 
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over  $25,000,  the  gross  amount  received  from 
interest,  dividends,  rents,  and  premiums  (in¬ 
cluding  deposits  and  assessments)  were 
$90,000,  and  the  gross  amount  of  income 
from  interest,  dividends,  rents,  and  net 
premiums,  minus  dividends  to  policyholders 
and  wholly  tax-exempt  interest,  were  $70,000, 
the  W  Company  would  be  required  to  file  an 
Income  tax  return  but  due  to  section  207  (a) 
no  income  tax  would  be  imposed. 

Example  (3).  The  X  Company,  a  mutual 
casualty  insurance  company,  for  the  calendar 
year  1952  has  corporation  surtax  net  income 
of  $28,000  and,  due  to  partially  tax-exempt  in¬ 
terest  of  $5,000,  normal-tax  net  income  of 
$23,000.  The  gross  amount  of  income  of  the 
X  Company  from  interest,  dividends,  rents, 
and  net  premiums,  minus  dividends  to 
policyholders  and  wholly  tax-exempt  interest. 
Is  $1,200,000.  Under  section  207  (a3  (1)  its 
normal  tax  for  the  calendar  year  1952  is  30 
percent  of  $23,000,  or  $6,900,  and  the  surtax 
Is  22  percent  of  $3,000  ($28,000-$25,000) ,  or 
$660.  The  combined  tax  under  section  207 
(a)  (1)  is  $7,560  ($6,900  plus  $660).  The 
tax  under  section  207  (a)  (2)  is  1  percent 
of  $1,200,000,  or  $12,000.  Since  the  tax  under 
section  207  (a)  (2)  exceeds  the  tax  under 
section  207  (a)  (1),  the  tax  under  section 
207  (a)  is  $12,000,  namely,  that  imposed  by 
section  207  (a)  (2). 

Example  ( 4 ).  The  Y  Company,  a  mutual 
fire  Insurance  company  subject  to  the  tax 
Imposed  by  section  207,  for  the  calendar 
year  1952  has  corporation  surtax  net  income 
of  $35,000  and,  due  to  partially  tax-exempt 
interest  of  $5,000,  normal-tax  net  income 
of  $30,000.  The  gross  amount  received  from 
interest,  dividends,  rents,  and  premiums 
(Including  deposits  and  assessments)  is 
$120,000,  and  the  gross  amount  of  income 
from  interest,  dividends,  rents,  and  net  pre¬ 
miums,  minus  dividends  to  policyholders 
and  wholly  tax-exempt  interest,  is  $100,000. 
Under  section  207  (a)  (1),  without  applica¬ 
tion  of  section  207  (a)  (4),  the  normal  tax 
would  be  30  percent  of  $30,000,  or  $9,000, 
since  this  is  less  than  $16,200,  60  percent  of 
$27,000  (excess  of  normal-tax  net  income  of 
$30,000  over  $3,000) ;  and  the  surtax  would 
be  22  percent  of  $10,000  (excess  of  corpora¬ 
tion  surtax  net  income  of  $35,000  over 
$25,000),  or  $2,200.  The  combined  tax  of 
$11,200  ($9,000  plus  $2,200)  would  then  be 
reduced  by  applying  section  207  (a)  (4), 
since  the  gross  receipts  are  between  $75,000 
and  $125,000.  The  tax  under  section  207 
(a)  (1),  as  thus  adjusted,  would  be  90  per¬ 
cent  of  $11,200,  or  $10,080,  since  $45,000 
(excess  of  $120,000  over  $75,000)  is  90  per¬ 
cent  of  $50,000.  Under  section  207  (a)  (2) 
(A),  without  reference  to  section  207  (a) 
(4),  the  tax  is  2  percent  of  $25,000  (excess 
of  $100,000  over  $75,000),  or  $500,  since  this 
is  less  than  $1,000,  1  percent  of  $100,000. 
Applying  section  207  (a)  (4)  reduces  this 
to  $450,  or  90  percent  of  $500.  Since  $10,080, 
the  tax  under  section  207  (a)  (1),  as  ad¬ 
justed,  exceeds  $450,  the  tax  under  section 
207  (a)  (2),  as  adjusted,  the  tax  under 
section  207  (a)  ( 1) ,  as  adjusted,  is  applicable. 
The  Y  Company  would  accordingly  pay  a 
combined  normal  tax  and  surtax  of  $10,080. 

Example  (5).  The  Z  Exchange,  an  inter- 
insurer,  for  the  calendar  year  1952  has  corpo¬ 
ration  surtax  net  income  of  $60,000  and,  due 
to  partially  tax-exempt  interest  of  $12,000, 
normal-tax  net  income  of  $48,000.  The  gross 
amount  received  from  interest,  dividends, 
rents,  and  premiums  (including  deposits 
and  assessments)  is  $2,700,000.  The  Z  Ex¬ 
change  is  not  liable  for  normal  tax  under 
section  207  (a)  (3)  for  the  calendar  year  1952 
as  its  normal-tax  net  income  does  not  exceed 
$50,000.  Its  surtax  is  33  percent  of  $10,000 
($60,000  minus  $50,000),  or  $3,300,  since 
that  amount  is  less  than  $7,700,  22  percent 
°f  $35,000  (excess  of  corporation  surtax  net 
income  of  $60,000  over  $25,000).  Since  the 
z  Exchange  has  no  normal  tax,  is  not  sub- 
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Ject  to  the  tax  imposed  by  section  207  (a) 
(2),  and  is  not  entitled  to  the  adjustment 
provided  in  section  207  (a)  (4),  its  total 
tax  under  section  207  (a)  is  $3,300. 

§  39.207-2  Net  premiums.  Net  pre¬ 
miums  are  one  of  the  items  used,  together 
with  interest,  dividends,  and  rents,  less 
dividends  to  policyholders  and  wholly 
tax-exempt  interest,  in  determining  tax 
liability  under  section  207  ca)  (2).  They 
are  also  used  in  section  207  (b)  (4)  (F) 
in  determining  the  limitation  on  certain 
capital  losses  and  in  the  application  of 
section  117  (e).  The  term  “net  pre¬ 
miums”  is  defined  in  section  207  (b)  (2) 
and  includes  deposits  and  assessments, 
but  excludes  amounts  returned  to  policy¬ 
holders  which  are  treated  as  dividends 
under  section  207  (b)  (3). 

§  39.207-3  Dividends  to  policyholders. 

(a)  “Dividends  to  policyholders”  is  one 
of  the  deductions  used,  together  with 
wholly  tax-exempt  interest,  in  determin¬ 
ing  tax  liability  under  section  207  (a) 
(2).  They  are  also  used  in  section  207 

(b)  (4)  (F)  in  determining  the  limita¬ 
tion  on  certain  capital  losses  and  in  the 
application  of  section  117  (e).  The  term 
“dividends  to  policyholders”  is  defined  in 
section  207  (b)  (3)  as  dividends  and  sim¬ 
ilar  distributions  paid  or  declared  to 
policyholders.  It  includes  amounts  re¬ 
turned  to  policyholders  where  the 
amount  is  not  fixed  in  the  insurance 
contract  but  depends  upon  the  experi¬ 
ence  of  the  company  or  the  discretion 
of  the  management.  Such  amounts  are 
not  to  be  treated  as  return  premiums 
under  section  207  (b)  (2).  Similar  dis¬ 
tributions  include  such  payments  as 
the  so-called  unabsorbed  premium  de¬ 
posits  returned  to  policyholders  by  fac¬ 
tory  mutual  fire  insurance  companies. 
The  term  “paid  or  declared”  is  to  be  con¬ 
strued  according  to  the  method  of  ac¬ 
counting  regularly  employed  in  keeping 
the  books  of  the  insurance  company,  and 
such  method  shall  be  consistently  fol¬ 
lowed  writh  respect  to  all  deductions  (in¬ 
cluding  dividends  and  similar  distribu¬ 
tions  to  policyholders)  and  all  items  of 
income. 

(b)  If  the  method  of  accounting  so 
employed  is  the  cash  receipts  and  dis¬ 
bursements  method,  the  deduction  is 
limited  to  the  dividends  and  similar  dis¬ 
tributions  actually  paid  to  policyholders 
in  the  taxable  year.  If,  on  the  other 
hand,  the  method  of  accounting  so  em¬ 
ployed  is  the  accrual  method,  the  deduc¬ 
tion,  or  a  reasonably  accurate  estimate 
thereof,  for  dividends  and  similar  dis¬ 
tributions  declared  to  policyholders  for 
any  taxable  year  will,  in  general,  be 
computed  as  follows: 

To  dividends  and  similar  distributions  paid 
during  the  taxable  year  edd  the  amount  of 
dividends  and  similar  distributions  declared 
but  unpaid  at  the  end  of  the  taxable  year 
and  deduct  dividends  and  similar  distribu¬ 
tions  declared  but  unpaid  at  the  beginning 
of  the  taxable  year. 

If  an  insurance  company  on  the  accrual 
basis  does  not  use  the  above  method  in 
determining  the  deduction  for  dividends 
and  similar  distributions  declared  to 
policyholders,  it  must  submit  with  its 
return  a  full  and  complete  explanation 
of  the  method  actually  used.  For  the 
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rule  as  to  when  dividends  are  considered 
paid,  see  §  39.27  (b)-2  (a). 

§  39.207-4  Net  income  and  deduc¬ 
tions — (a)  In  general.  The  net  income 
of  a  mutual  insurance  company  subject 
to  the  tax  imposed  by  section  207  is  its 
gross  investment  income,  namely,  the 
gross  amount  of  income  during  the  tax¬ 
able  year  from  interest,  dividends,  rents, 
and  gains  from  sales  or  exchanges  of 
capital  assets,  less  the  deductions  pro¬ 
vided  in  section  207  (b)  (4)  for  wholly 
tax-exempt  interest,  investment  ex¬ 
penses,  real  estate  expenses,  depreciation, 
interest  paid  or  accrued,  and  capital 
losses  to  the  extent  provided  in  section 
117.  In  addition  to  the  limitations  on 
deductions  relating  to  real  estate  owned 
and  occupied  by  a  mutual  insurance 
company  subject  to  the  tax  imposed  by 
section  207  provided  in  section  207  (c), 
the  adjustment  for  amortization  of  pre¬ 
mium  and  accrual  of  discount  provided 
in  section  207  (d) ,  and  the  limitation  on 
the  deduction  for  investment  expenses 
where  general  expenses  are  allocated  to 
investment  income  provided  in  section 
207  (b)  (4)  (B),  mutual  insurance  com¬ 
panies  subject  to  the  tax  imposed  by  sec¬ 
tion  207  are  subject  to  the  limitation  on 
deductions  relating  to  wholly  tax-exempt 
income  provided  in  section  24  (a)  (5). 
Such  companies  are  not  entitled  to  the 
net  operating  loss  deduction  provided  in 
section  23  (s). 

(b)  Wholly  tax-exempt  interest.  In¬ 
terest  which  in  the  case  of  other  tax¬ 
payers  is  excluded  from  gross  income  by 
section  22  (b)  (4)  but  included  in  the 
gross  investment  income  by  section  207 
(b)  (1)  is  allowed  as  a  deduction  from 
gross  investment  income  by  section  207 

(b)  (4)  (A). 

(c)  Investment  expenses.  The  deduc¬ 
tion  allowed  by  section  207  (b)  (4)  <B) 
for  investment  expenses  is  the  same  as 
that  allowed  life  insurance  companies  by 
section  201  (c)  (7)  (B>  except  that  pro¬ 
vision  is  made  for  both  the  cash  and  ac¬ 
crual  method  of  accounting.  See  §  39.- 
201-7  (c). 

(d)  Taxes  and  expenses  with  respect 
to  real  estate.  The  deduction  allowed 
by  section  207  (b)  (4)  (C)  for  taxes  and 
expenses  with  respect  to  real  estate 
owned  by  the  company  is  the  same  as 
that  allowed  life  insurance  companies 
by  section  201  (c)  (7)  (C)  except  that 
provision  is  made  for  both  the  cash  and 
accrual  method  of  accounting.  See  §  39.- 
201-7  (d). 

(e)  Depreciation.  The  deduction  al¬ 
lowed  by  section  207  (b)  (4)  (D)  for 
depreciation  is  the  same  as  that  allowed 
life  insurance  companies  by  section  201 

(c)  (7)  (D).  See  §  39.201-7  (e). 

(f)  Interest  paid  or  accrued.  The  de¬ 
duction  allowed  by  section  207  (b)  (4) 
(E>  for  interest  on  indebtedness  is  the 
same  as  that  allowed  other  corporations 
by  section  23  (b).  See  §  39.23  <b)-l. 

(g)  Capital  losses.  (1)  The  deduction 
for  capital  losses  under  section  207  (b) 
(4)  (F)  includes  not  only  capital  losses 
to  the  extent  provided  in  section  117  but 
in  addition  thereto  losses  from  capital 
assets  sold  or  exchanged  to  provide  funds 
to  meet  abnormal  insurance  losses  and 
to  provide  for  the  payment  of  dividends 
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and  similar  distributions  to  policyholders. 
Losses  in  the  latter  case  may  be  deducted 
from  ordinary  income  while  the  deduc¬ 
tion  for  losses  under  section  117  is 
limited  to  the  gains.  See  section  117 
<d)  (1). 

(2)  Capital  assets  are  considered  as 
sold  or  exchanged  to  provide  for  the 
funds  or  payments  specified  in  section 
207  <b)  (4)  (P),  to  the  extent  that  the 
gross  receipts  from  the  sale  or  exchange 
of  such  assets  are  not  greater  than  the 
excess,  if  any,  for  the  taxable  year  of  the 
sum  of  dividends  and  similar  distribu¬ 
tions  paid  to  policyholders,  and  losses 
and  expenses  paid  over  the  sum  of  in¬ 
terest.  dividends,  rents,  and  net  pre¬ 
miums  received.  If,  by  reason  of  a  par¬ 
ticular  sale  or  exchange  of  a  capital 
asset,  gross  receipts  are  greater  than 
such  excess,  the  gross  receipts  and  the 
resulting  loss  should  be  apportioned  and 
the  excess  included  in  capital  losses  sub¬ 
ject  to  the  provisions  of  section  117. 
Capital  losses  actually  used  to  reduce  net 
income  in  any  taxable  year  may  not 
again  be  used  in  a  succeeding  taxable 
year  as  an  offset  against  capital  gains  in 
that  year  and  for  that  purpose  a  special 
rule  is  set  forth  for  the  application  of 
section  117  <e). 

(3* The  application  of  section  207  <b) 
(4)  <F)  may  be  illustrated  by  the  fol¬ 
lowing  examples: 

Exam-pie  (1).  The  X  Company,  a  mutual 
fire  insurance  company  subject  to  the  tax 
imposed  by  section  207,  in  the  taxable  year 
1952  sells  capital  assets  in  order  to  obtain 
funds  to  meet  abnormal  insurance  losses 
and  to  provide  for  the  payment  of  dividends 
and  similar  distributions  to  policyholders. 
The  gross  receipts  from  the  sale  are  $60,000, 
resulting  in  losses  of  $20,000.  It  pays 
dividends  to  policyholders  of  $150,000.  It 
sustains  losses  of  $25,000,  and  pays  expenses 
of  $25,000.  It  receives  interest  of  $50,000, 
dividends  of  $5,000,  rents  of  $4,000,  and  net 
premiums  of  $66,000.  The  excess  of  the  sum 
of  dividends,  losses  and  expenses  paid 
($200,000)  over  the  sum  of  interest,  divi¬ 
dends,  rents,  and  net  premiums  received 
($125,000)  is  $75,000.  As  the  gross  receipts 
from  the  sale  of  capital  assets  ($60,000)  do 
not  exceed  such  excess  ($75,000),  the  losses 
of  $20,000  are  allowable  as  a  deduction  from 
gross  investment  Income. 

Example  (2).  If  in  the  above  example 
the  gross  receipts  were  $76,000  and  the  last 
capital  asset  sold,  for  the  purpose  therein 
specified,  resulted  in  gross  receipts  of  $2,000 
and  a  loss  of  $500,  the  losses  allowable  as  a 
deduction  from  gross  investment  income 
would  be  $19,750.  The  last  sale  made  the 
gross  receipts  of  $76,000  exceed  by  $1,000  the 
excess  ($75,000)  of  the  sum  of  dividends, 
losses,  and  expenses  paid  ($200,000)  over  the 
sum  of  interest,  dividends,  rents,  and  net 
premiums  received  ($125,000).  The  gross 
receipts  and  the  resulting  loss  from  the 
last  sale  are  apportioned  on  the  basis  of  the 
ratio  of  the  excess  of  $1,000  to  the  gross  re¬ 
ceipts  of  $2,000,  or  50  percent.  Fifty  percent 
of  the  loss  of  $500  is  deducted  from  the  total 
loss  of  $20,000.  The  remaining  gross  re¬ 
ceipts  of  $1,000  and  the  proportionate  loss 
of  $250  should  be  reported  as  capital  losses 
under  section  117. 

Example  (3).  If  in  example  (1)  the  X 
Company  had  a  corporation  surtax  net  in¬ 
come  of  $9,750  and,  under  the  provisions  of 
section  117,  had  capital  losses  of  $18,000  and 
capital  gains  of  $10,000,  the  net  capital  loss 
for  the  taxable  year  1952,  in  applying  sec¬ 
tion  117  (e)  for  the  purposes  of  section 
207  (b)  (4)  (F),  would  be  $8,000.  This  is 
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determined  by  subtracting  from  total  losses 
of  $38,000  ($18,000  capital  losses  under  sec¬ 
tion  117  plus  $20,000  other  capital  losses 
under  section  207  (b)  (4)  (F) )  the  sum  of 
capital  gains  of  $10,000  and  losses  from  the 
sale  or  exchange  of  capital  assests  sold  or 
exchanged  to  obtain  funds  to  meet  abnormal 
insurance  losses  and  to  provide  for  the  pay¬ 
ment  of  dividends  and  similar  distributions 
to  policyholders  of  $20,000.  Such  losses  of 
$20,000  are  added  to  capital  gains  of  $10,000, 
since  they  are  less  than  corporation  surtax 
net  Income,  computed  without  regard  to  gains 
or  losses  from  sales  or  exchanges  of  capital 
assets,  of  $29,750  ($9,750  corporation  surtax 
net  income  plus  $20,000  other  capital  losses 
under  section  207  (b)  (4)  (F)  plus  the  por¬ 
tion  of  capital  losses  allowable  under  section 
117  of  $10,000  minus  capital  gains  under  sec¬ 
tion  117  of  $10,000). 

§  39.207-5  Real  estate  owned  and 
occupied.  The  limitation  in  section  207 

(c)  on  the  amount  allowable  as  a  deduc¬ 
tion  for  taxes,  expenses,  and  depreci¬ 
ation  upon  or  with  respect  to  any  real 
estate  owned  and  occupied  in  whole  or 
in  part  by  a  mutual  insurance  company 
subject  to  the  tax  imposed  by  section 
207  is  the  same  as  that  provided  in  the 
case  of  life  insurance  companies  by  sec¬ 
tion  201  (d).  See  §  39.201-8. 

§  39.207-6  Amortization  of  premium 
and  accrual  of  discount.  Section  207 

(d)  makes  provision  for  the  appropriate 
amortization  of  premium  and  the  appro¬ 
priate  accrual  of  discount,  attributable 
to  the  taxable  year,  on  bonds,  notes, 
debentures  or  other  evidences  of  in¬ 
debtedness  held  by  a  mutual  insurance 
company  subject  to  the  tax  imposed  by 
section  207.  Such  amortization  and  ac¬ 
crual  is  the  same  as  that  provided  for 
life  insurance  companies  by  section  201 

(e)  and  shall  be  determined  in  accord¬ 
ance  with  §  39.201-9,  except  that  in  de¬ 
termining  the  premium  and  discount  of 
a  mutual  insurance  company  subject  to 
the  tax  imposed  by  section  207  the  basis 
provided  in  section  113  shall  be  used  in 
lieu  of  the  acquisition  value. 

§  39.208  Statutory  provisions;  insur¬ 
ance  companies;  net  operating  losses. 

Sec.  208.  Net  operating  losses. 

[Repealed  by  sec.  163  (b)  (2),  Rev.  Act 
1942] 

SUPPLEMENT  H — NONRESIDENT  ALIEN 
INDIVIDUALS 

§  39.211  Statutory  provisions;  tax  on 
nonresident  alien  individuals. 

Sec.  211.  Tax  on  nonresident  alien  indi¬ 
viduals — (a)  No  United  States  business  or 
office — (1)  General  rule — (A)  Imposition  of 
tax.  There  shall  be  levied,  collected,  and 
paid  for  each  taxable  year,  in  lieu  of  the  tax 
imposed  by  sections  11  and  12,  upon  the 
amount  received,  by  every  nonresident  alien 
individual  not  engaged  in  trade  or  business 
within  the  United  States,  from  sources  within 
the  United  States  as  interest  (except  inter¬ 
est  on  deposits  wfith  persons  carrying  on  the 
banking  business),  dividends,  rents,  salaries, 
wages,  premiums,  annuities,  compensations, 
remunerations,  emoluments,  or  other  fixed  or 
determinable  annual  or  periodical  gains, 
profits,  and  income,  a  tax  of  30  per  centum  of 
such  amount,  except  that  such  rate  shall  be 
reduced,  in  the  case  of  a  resident  of  any  coun¬ 
try  in  North,  Central,  or  South  America,  or  in 
the  West  Indies,  or  of  Newfoundland,  to  such 
rate  (not  less  than  5  per  centum)  as  may  be 
provided  by  treaty  with  such  country. 


(B)  Capital  gains  of  aliens  temporarily 
present  in  the  United  States.  In  the  case  of 
a  nonresident  alien  individual  not  engaged 
in  trade  or  business  in  the  United  States, 
there  shall  be  levied,  collected,  and  paid  for 
each  taxable  year,  in  addition  to  the  tax  im¬ 
posed  by  subparagraph  (A)  — 

(1)  If  he  is  present  in  the  United  States 
for  a  period  or  periods  aggregating  less  than 
ninety  days  during  such  taxable  year — a  tax 
of  30  per  centum  of  the  amount  by  which 
his  gains,  derived  from  sources  within  the 
United  States,  from  sales  or  exchanges  of 
capital  assets  effected  during  his  presence  in 
the  United  States  exceed  his  losses,  allocable 
to  sources  within  the  United  States,  from 
such  sales  or  exchanges  effected  during  such 
presence;  or 

(ii)  I^he  is  present  In  the  United  States 
for  a  period  or  periods  aggregating  ninety 
days  or  more  during  such  taxable  year — a 
tax  of  30  per  centum  of  the  amount  by 
which  his  gains,  derived  from  sources  within 
the  United  States,  from  sales  or  exchanges  of 
capital  assets  effected  at  any  time  during 
such  year  exceed  his  losses,  allocable  to 
sources  within  the  United  States,  from  such 
sales  or  exchanges  effected  at  any  time  during 
such  year. 

For  the  purposes  of  this  subparagraph,  gains 
and  losses  shall  be  taken  into  account  only 
if,  and  to  the  extent  that,  they  would  be 
recognized  and  taken  into  account  if  such 
individual  were  engaged  in  trade  or  business 
in  the  United  States,  except  that  such  gains 
and  losses  shall  be  computed  ■without  regard 
to  the  provisions  of  section  117  (b)  and  such  ■ 
losses  shall  be  determined  without  the  bene¬ 
fits  of  the  capital  loss  carry-over  provided  in  j 
section  117  (e).  i 

(C)  Cross  reference.  For  Inclusion  In 
computation  of  tax  of  amount  specified  In 
shareholder's  consent,  see  section  28. 

(2)  Aggregate  more  than  $15,400.  The 
taxes  imposed  by  paragraph  (1)  shall  not 
apply  to  any  individual  if  during  the  taxable 
year  the  sum  of — 

(A)  The  aggregate  amount  received  from 
the  sources  specified  in  paragraph  (1)  (A), 
plus 

(B)  The  amount,  determined  in  accord-  j 

ance  with  the  provisions  of  paragraph  (1)  j 

(B),  by  which  gains  from  sales  or  exchanges  < 

of  capital  assets  exceed  losses  from  such 
sales  or  exchanges, 

is  more  than  $15,400.  j 

(3)  Residents  of  certain  countries.  The 
provisions  of  paragraph  (2)  shall  not  apply 
to  a  resident  of  any  country  In  North,  Cen¬ 
tral.  or  South  America,  or  in  the  West  Indies, 
or  of  Newfoundland,  60  long  as  there  is  in 
effect  with  such  country  a  treaty  which 
provides  otherwise. 

(b)  United  States  business  or  office.  A 
nonresident  alien  individual  engaged  in 
trade  or  business  in  the  United  States  shall 
be  taxable  without  regard  to  the  provisions 
of  subsection  (a).  As  used  in  this  section, 
section  119,  section  143,  section  144,  and 
section  231,  the  phrase  "engaged  in  trade  or 
business  within  the  United  States”  includes 
the  performance  of  personal  services  within  j 
the  United  States  at  any  time  within  the 
taxable  year,  but  does  not  Include  the  per¬ 
formance  of  personal  services  for  a  nonresi-  j 
dent  alien  individual,  foreign  partnership,  , 
or  foreign  corporation,  not  engaged  in  trade 
or  business  within  the  United  States,  by  a  I 
nonresident  alien  individual  temporarily  ' 
present  in  the  United  States  for  a  period  I 
or  periods  not  exceeding  a  total  of  ninety  j 
days  during  the  taxable  year  and  w  hose  com¬ 
pensation  for  such  services  does  not  exceed 
in  the  aggregate  $3,000.  Such  phrase  does  j 
not  include  the  effecting,  through  a  resident  Ii 
broker,  commission  agent,  or  custodian,  of 
transactions  in  the  United  States  in  com¬ 
modities  (if  of  a  kind  customarily  dealt  in  I 
on  an  organized  commodity  exchange,  if  the  II 
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transaction  is  of  the  kind  customarily  con¬ 
summated  at  such  place,  and  if  the  alien, 
partnership,  or  corporation  has  no  office  or 
place  of  business  in  the  United  States  at  any 
time  during  the  taxable  year  through  which 
or  by  the  direction  of  which  such  transac¬ 
tions  in  commodities  are  effected),  or  in 
stocks  or  securities. 

(c)  No  United  States  business  or  office  and 
press  income  of  more  than  $15,400.  A  non- 
I  resident  alien  individual  not  engaged  in 
trade  or  business  within  the  United  States 
shall  be  taxable  without  regard  to  the  pro¬ 
visions  of  subsection  (a)  (1)  if  during  the 
taxable  year  the  sum  of  the  aggregate 
amount  received  from  the  sources  specified 
in  subsection  (a)  (1)  (A),  plus  the  amount 
(determined  in  accordance  with  the  provi¬ 
sions  of  subsection  (a)  (1)  (B))  by  which 
gains  from  sales  or  exchanges  of  capital 
assets  exceed  losses  from  such  sales  or  ex¬ 
changes.  is  more  than  $15,400,  except  that — 


(1)  The  gross  income  shall  include  only 
Income  from  the  sources  specified  in  sub¬ 
section  (a)  (1)  (A)  plus  any  gain  (to  the 
extent  provided  in  section  117)  from  a  sale 
or  exchange  of  a  capital  asset  if  such  gain 
would  be  taken  into  account  were  the  tax 
being  determined  under  subsection  (a) 
|1)  (B): 

(2)  The  deductions  (other  than  the  so- 
called  "charitable  deduction”  provided  in 
section  213  (c) )  shall  be  allowed  only  if  and 
to  the  extent  that  they  are  properly  allocable 
to  the  gross  income  from  the  sources  speci¬ 
fied  in  subsection  (a)  (1)  (A),  except  that 
any  loss  from  the  sale  or  exchange  of  a 
capital  asset  shall  be  allowed  (to  the  extent 
provided  in  section  117  without  the  bene¬ 
fit  of  the  capital  loss  carry-over  provided  in 
lection  117  (e) )  if  such  loss  would  be  taken 
into  account  were  the  tax  being  determined 
under  subsection  (a)  (1)  (B); 

(3)  The  tax  imposed  by  this  chapter 
(under  sections  11  and  12,  or  under  section 
117  (c) )  shall,  in  no  case,  be  less  than  30 
per  centum  of  the  sum  of — 

(A)  The  aggregate  amount  received  from 
the  sources  specified  in  subsection  (a)  (1) 
(A),  plus 

(B)  Tire  amount,  determined  in  accord¬ 
ance  with  the  provisions  of  subsection  (a) 
(1)  (B),  by  which  gains  from  sales  or  ex¬ 
changes  of  capital  assets  exceed  losses  from 
rach  sales  or  exchanges;  and 

(4)  This  subsection  shall  not  apply  to  a 
ttsident  of  any  country  In  North,  Central. 
« South  America,  or  in  the  West  Indies,  or 
of  Newfoundland,  so  long  as  there  is  in  effect 
*it)i  such  country  a  treaty  which  provides 
otherwise. 

I  IS*c .211  as  amended  by  sec.  4,  Rev.  Act  1940; 

105  and  109,  Rev.  Act  1941;  secs.  106, 
160  (d)  and  (e),  and  167,  Rev.  Act  1942;  sec. 
Jl3(a)  and  (b),  Rev.  Act  1950] 

139.211- 1  Taxation  of  aliens  in  gen- 
For  the  purposes  of  chapter  1, 

^en  individuals  are  divided  generally 
two  classes,  namely,  resident  aliens 
tod  nonresident  aliens.  Resident  aliens 
ire,  in  general,  taxable  the  same  as  citi- 
ttosof  the  United  States,  that  is,  a  resi¬ 
st  alien  is  taxable  on  income  derived 
!roin  all  sources  including  sources  with- 
^  the  United  States.  Nonresident 
i;ens  are  taxable  only  on  income  from 
Kwces  within  the  United  States.  For 
Ossification  of  nonresident  aliens,  see 

139.211- 7. 

539.211-2  Definition.  (a)A“nonres- 
>«nt  alien  individual”  means  an  indi- 
todual— 

.  1 '  Whose  residence  is  not  within  the 

lDruted  states;  and 


(2)  Who  is  not  a  citizen  of  the  United 
States. 

The  term  includes  a  nonresident  alien 
fiduciary. 

(b)  An  alien  actually  present  in  the 
United  States  who  is  not  a  mere  transient 
or  sojourner  is  a  resident  of  the  United 
States  for  purposes  of  the  income  tax. 
Whether  he  is  a  transient  is  determined 
by  his  intentions  with  regard  to  the 
length  and  nature  of  his  stay.  A  mere 
floating  intention,  indefinite  as  to  time, 
to  return  to  another  country  is  not  suffi¬ 
cient  to  constitute  him  a  transient.  If 
he  lives  in  the  United  States  and  has  no 
definite  intention  as  to  his  stay,  he  is  a 
resident.  One  who  comes  to  the  United 
States  for  a  definite  purpose  which  in  its 
nature  may  be  promptly  accomplished  is 
a  transient;  but  if  his  purpose  is  of  such 
a  nature  that  an  extended  stay  may  be 
necessary  for  its  accomplishment,  and  to 
that  end  the  alien  makes  his  home  tem¬ 
porarily  in  the  United  States,  he  becomes 
a  resident,  though  it  may  be  his  intention 
at  all  times  to  return  to  his  domicile 
abroad  when  the  purpose  for  which  he 
came  has  been  consummated  or  aban¬ 
doned.  An  alien  whose  stay  in  the 
United  States  is  limited  to  a  definite  pe¬ 
riod  by  the  immigration  laws  is  not  a  res¬ 
ident  of  the  United  States  within  the 
meaning  of  this  section,  in  the  absence 
of  exceptional  circumstances. 

§  39.211-3  Alien  seamen  as  residents. 
In  order  to  determine  whether  an  alien 
seaman  is  a  resident  within  the  meaning 
of  chapter  1,  it  is  necessary  to  decide 
whether  the  presumption  of  nonresi¬ 
dence  is  overcome  by  facts  showing  that 
he  has  established  a  residence  in  the 
United  States.  Residence  may  be  estab¬ 
lished  on  a  vessel  regularly  engaged  in 
coastwise  trade,  but  the  mere  fact  that 
a  sailor  makes  his  home  on  a  vessel  fly¬ 
ing  the  United  States  flag  and  engaged 
in  foreign  trade  is  not  sufficient  to  estab¬ 
lish  residence  in  the  United  States,  even 
though  the  vessel,  while  carrying  on  for¬ 
eign  trade,  touches  at  American  ports. 
An  alien  seaman  may  acquire  an  actual 
residence  in  the  United  States  within 
the  rules  laid  down  in  §  39.211-4,  al¬ 
though  the  nature  of  his  calling  requires 
him  to  be  absent  for  a  long  period  from 
the  place  where  his  residence  is  estab¬ 
lished.  An  alien  seaman  may  acquire 
such  a  residence  at  a  sailors’  boarding 
house  or  hotel,  but  such  a  claim  should 
be  carefully  scrutinized  in  order  to  make 
sure  that  such  residence  is  bona  fide. 
The  filing  of  Form  1078  or  taking  out  first 
citizenship  gapers  is  proof  of  residence 
in  the  United  States  from  the  time  the 
form  is  filed  or  the  papers  taken  out, 
unless  rebutted  by  other  evidence  show¬ 
ing  an  intention  to  be  a  transient.  The 
fact  that  a  head  tax  has  been  paid  on 
behalf  of  an  alien  seaman  entering  the 
United  States  is  no  evidence  that  he  has 
acquired  residence,  because  the  head  tax 
is  payable  unless  the  alien  wrho  is  enter¬ 
ing  the  country  is  merely  in  transit 
through  the  country. 

§  39.211-4  Proof  of  residence  of  alien. 
(a)  The  following  rules  of  evidence  shall 
govern  in  determining  whether  or  not  an 
alien  within  the  United  States  has  ac¬ 


quired  residence  therein  within  the 
meaning  of  chapter  1.  An  alien,  by 
reason  of  his  alienage,  is  presumed  to  be 
a  nonresident  alien.  Such  presumption 
may  be  overcome — 

(1)  In  the  case  of  an  alien  who  pre¬ 
sents  himself  for  determination  of  tax 
liability  before  departure  for  his  native 
country  by  (i)  proof  that  the  alien,  at 
least  six  months  before  the  date  he  so 
presents  himself,  has  filed  a  declaration 
of  his  intention  to  become  a  citizen  of 
the  United  States  under  the  naturaliza¬ 
tion  laws,  (ii)  proof  that  the  alien,  at 
least  six  months  before  the  date  he  so 
presents  himself,  has  filed  Form  1078  or 
its  equivalent,  or  (iii)  proof  of  acts  and 
statements  of  the  alien  showing  a  defi¬ 
nite  intention  to  acquire  residence  in  the 
United  States  or  showing  that  his  stay  in 
the  United  States  has  been  of  such  an 
extended  nature  as  to  constitute  him  a 
resident ; 

(2)  In  other  cases  by  (i)  proof  that 
the  alien  has  filed  a  declaration  of  his 
intention  to  become  a  citizen  of  the 
United  States  under  the  naturalization 
laws,  (ii)  proof  that  the  alien  has  filed 
Form  1078  or  its  equivalent,  or  (iii) 
proof  of  acts  and  statements  of  an  alien 
showing  a  definite  intention  to  acquire 
residence  in  the  United  States  or  show¬ 
ing  that  his  stay  in  the  United  States  has 
been  of  such  an  extended  nature  as  to 
constitute  him  a  resident. 

(b)  In  any  case  in  which  an  alien 
seeks  to  overcome  the  presumption  of 
nonresidence  under  paragraph  (a)  (1) 
(iii)  or  (2)  (iii)  of  this  section,  if  the 
internal-revenue  officer  who  examines 
the  alien  is  in  doubt  as  to  the  facts,  such 
officer  may,  to  assist  him  in  determining 
the  facts,  require  an  affidavit  or  affida¬ 
vits  setting  forth  the  facts  relied  upon, 
executed  by  some  credible  person  or 
persons,  other  than  the  alien  and  mem¬ 
bers  of  his  family,  who  have  known  the 
alien  at  least  six  months  before  the  date 
of  execution  of  the  affidavit  or  affidavits. 

§  39.211-5  Loss  of  residence  by  alien. 
An  alien  who  has  acquired  residence  in 
the  United  States  retains  his  status  as  a 
resident  until  he  abandons  the  same  and 
actually  departs  from  the  United  States. 
An  intention  to  change  his  residence 
does  not  change  his  status  as  a  resident 
alien  to  that  of  a  nonresident  alien. 
Thus,  an  alien  who  has  acquired  a 
residence  in  the  United  States  is  taxable 
as  a  resident  for  the  remainder  of  his 
stay  in  the  United  States. 

§  39.211-6  Duty  of  employer  to  deter¬ 
mine  status  of  alien  employee.  If  wages 
are  paid  to  aliens  without  withholding 
the  tax,  except  as  permitted  in  §  39.143-3, 
in  the  case  of  a  resident  of  Canada  or 
Mexico,  the  employer  should  be  pre¬ 
pared  to  prove  the  status  of  the  alien  as 
provided  in  §§  39.211-1  to  39.211-5,  in¬ 
clusive.  An  employer  may  rely  upon  the 
evidence  of  residence  afforded  by  the  fact 
that  an  alien  has  filed  Form  1078,  or  an 
equivalent  certificate  of  the  alien  estab¬ 
lishing  residence.  An  employer  need  not 
secure  Form  1078  from  the  alien  if  he  is 
satisfied  that  the  alien  is  a  resident  alien. 
An  employer  who  seeks  to  account  for 
failure  to  withhold  in  the  past,  if  he  had 
not  at  the  time  secured  Form  1078  or  its 
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equivalent,  is  permitted  to  prove  the 
former  status  of  the  alien  by  any  com¬ 
petent  evidence.  The  written  statement 
of  the  alien  employee  may  ordinarily  be 
relied  upon  by  the  employer  as  proof  that 
the  alien  is  a  resident  of  the  United 
States. 

5  39.211-7  Taxation  of  nonresident 
alien  individuals — (a)  In  general.  For 
the  purposes  of  this  section  and  §§  39.212- 

1,  39.213-1,  39.214-1,  39.215-1,  and  39.217- 

2,  nonresident  alien  individuals  are  di¬ 

vided  into  three  classes :  ( 1 )  Nonresident 
alien  individuals  not  engaged  in  trade  or 
business  within  the  United  States  at  any 
time  during  the  taxable  year  and  deriving 
in  such  taxable  year  an  amount  of  not 
more  than  $15,400  in  the  aggregate  which 
is  the  gross  amount  of  fixed  or  determi¬ 
nable  annual  or  periodical  income  from 
sources  within  the  United  States  plus  the 
excess  of  capital  gains  over  capital  losses, 
determined  in  accordance  with  para¬ 
graph  (b)  (2)  of  this  section,  from 

sources  within  the  United  States;  (2) 
nonresident  alien  individuals  not  en¬ 
gaged  in  trade  or  business  within  the 
United  States  at  any  time  during  the 
taxable  year  and  deriving  in  such  tax¬ 
able  year  an  amount  of  more  than  $15,400 
in  the  aggregate  which  is  the  gross 
amount  of  fixed  or  determinable  annual 
or  periodical  income  from  sources  within 
the  United  States  plus  the  excess  of  cap¬ 
ital  gains  over  capital  losses,  determined 
in  accordance  with  paragraph  (b)  (2)  of 
this  section,  from  sources  within  the 
United  States;  and  (3)  nonresident  alien 
individuals  who  at  any  time  during  the 
taxable  year  are  engaged  in  trade  or 
business  in  the  United  States.  But  see 
§  39.220-1  with  respect  to  alien  individ¬ 
uals  who  are  bona  fide  residents  of 
Puerto  Rico  during  the  entire  taxable 
year. 

(b)  No  United  States  business;  gen¬ 
eral  rule — (1)  Fixed  or  determinable 
annual  or  periodical  income,  (i)  Anon- 
resident  alien  individual  within  class 
(1),  referred  to  in  paragraph  (a)  of  this 
section,  is  liable  to  the  tax  upon  the  ag¬ 
gregate  amount  received  from  sources 
within  the  United  States,  determined 
under  the  provisions  of  section  119, 
which  consists  of  fixed  or  determinable 
annual  or  periodical  gains,  profits,  and 
income  and  the  excess  of  capital  gains 
over  capital  losses,  determined  in  ac¬ 
cordance  with  subparagraph  (2)  of  this 
paragraph.  For  the  purposes  of  section 
211  (a),  the  term  “amount  received” 
means  “gross  income.”  Specific  items 
of  fixed  or  determinable  annual  or  pe¬ 
riodical  income  are  enumerated  in  the 
Internal  Revenue  Code  as  interest  (ex¬ 
cept  interest  on  deposits  with  persons 
carrying  on  the  banking  business),  divi¬ 
dends,  rents,  salaries,  wages,  premiums, 
annuities,  compensation,  remunerations, 
and  emoluments,  but  other  fixed  or  de¬ 
terminable  annual  or  periodical  gains, 
profits,  and  income  are  also  subject  to 
the  tax,  as,  for  instance,  royalties.  As 
to  the  determination  of  fixed  or  deter¬ 
minable  annual  or  periodical  income,  see 
§  39.143-2. 

(ii>  The  fixed  or  determinable  annual 
or  periodical  income  from  sources 
within  the  United  States  of  a  nonresi¬ 


dent  alien  individual  not  engaged  In 
trade  or  business  within  the  United 
States  at  any  time  during  the  taxable 
year  and  deriving  in  the  taxable  year 
not  more  than  $15,400  gross  amount  of 
fixed  or  determinable  annual  or  period¬ 
ical  income  from  sources  within  the 
United  States  is  taxable  at  the  rate  of 
30  percent  as  to  such  income  received, 
except  that  such  rate  shall  be  reduced 
as  may  be  provided  by  treaty  with  any 
country.  The  excess  of  capital  gains 
over  capital  losses,  determined  in  ac¬ 
cordance  with  subparagraph  (2)  of  this 
paragraph,  is  also  subject  to  tax  and  is 
to  be  aggregated  with  such  fixed  or  de¬ 
terminable  annual  or  periodical  income 
in  determining  such  $15,400. 

(2)  Capital  gains  and  losses,  (i)  A 
nonresident  alien  individual  within  class 
(1),  referred  to  in  paragraph  (a)  of  this 
section,  is  liable  to  a  tax  of  30  percent 
upon  the  excess  of  capital  gains  derived 
from  sources  within  the  United  States 
over  capital  losses  allocable  to  such 
sources,  determined  under  the  provisions 
of  section  119  and  in  accordance  with 
the  provisions  of  this  subparagraph. 
This  tax  is  in  addition  to  the  tax  im¬ 
posed,  as  indicated  in  subparagraph  (1) 
of  this  paragraph,  upon  the  gro§s 
amount  of  fixed  or  determinable  annual 
or  periodical  income  derived  from 
sources  within  the  United  States  by  such 
nonresident  alien  individual.  However, 
section  211  (a)  (1)  (B)  and  this  sub- 
paragraph  do  not  apply  to  any  capital 
gain  which  is  exempt  from  tax  under  a 
treaty  or  convention  to  which  the  United 
States  is  a  party. 

(ii)  If  he  has  been  present  in  the 
United  States  for  a  period  or  periods 
aggregating  less  than  90  days  during  the 
taxable  year,  a  nonresident  alien  indi¬ 
vidual  not  engaged  in  trade  or  business 
within  the  United  States  at  any  time 
during  such  taxable  year  is  liable  to  a 
tax  of  30  percent  upon  the  amount  by 
which  his  gains,  derived  from  sources 
within  the  United  States,  from  sales  or 
exchanges  of  capital  assets  effected  dur¬ 
ing  his  presence  in  the  United  States  ex¬ 
ceed  his  losses,  allocable  to  sources 
within  the  United  States,  from  such  sales 
or  exchanges  effected  during  such  pres¬ 
ence.  Gains  or  losses  from  sales  or  ex¬ 
changes  of  capital  assets  effected  during 
such  taxable  year  at  times  other  than 
during  such  presence  in  the  United 
States  are  not  to  be  taken  into  account. 

(iii)  If  he  has  been  present  in  the 
United  States  for  a  period  or  periods 
aggregating  90  days  or  more  during  the 
taxable  year,  a  nonresident  alien  indi¬ 
vidual  not  engaged  in  trade  or  business 
within  the  United  States  at  any  time 
during  such  taxable  year  is  liable  to  a 
tax  of  30  percent  upon  the  amount  by 
which  his  gains,  derived  from  sources 
within  the  United  States,  from  sales  or 
exchanges  of  capital  assets  effected  at 
any  time  during  such  year  exceed  his 
losses,  allocable  to  sources  within  the 
United  States,  from  such  sales  or  ex¬ 
changes  effected  at  any  time  during 
such  year.  Gains  or  losses  from  sales  or 
exchanges  effected  at  any  time  during 
such  taxable  year  are  to  be  taken  into 
account  even  though  such  alien  individ- 


I 

ual  is  not  present  in  the  United  States  H  P^t< 
at  the  time  such  sales  or  exchanges  are  alte 
effected.  no  i 

(iv)  In  computing  the  total  period  of  am< 

presence  in  the  United  States  for  a  taxa-  gat< 
ble  year,  all  separate  periods  of  presence  terr 
in  the  United  States  during  the  taxable  froi 
year  are  to  be  aggregated.  plu; 

(v)  For  the  purpose  of  the  computa-  anc 

tion  of  the  excess  of  capital  gains  over  (a) 
capital  losses  subject  to  tax,  gains  and  oft 
losses  shall  be  taken  into  account  only  if,  or 
and  to  the  extent  that,  they  would  be  loss 
recognized  and  taken  into  account  if  the  < 
nonresident  alien  individual  were  en-  resi 

gaged  in  trade  or  business  within  the  ref* 
United  States,  except  that  such  gains  or  tioi 
losses  shall  be  computed  without  regard  per 
to  the  provisions  of  section  117  (b)  env 
and  that  such  losses  shall  be  determined  too 
without  the  benefit  of  the  provision  Sta 
under  section  117  <e>  for  the  capital  loss  vid 
carry-over.  The  excess,  if  any.  of  capital  the 
losses  over  capital  gains  in  such  compu-  dec 
tation  is  of  no  tax  significance,  since  213 
such  losses  shall  be  allowed  only  to  the  alii 
extent  of  such  gains.  is ! 

(vi)  Where  sales  or  exchanges  of  cap-  uni 

ital  assets  (effected  either  during  the  < 

period  or  periods  of  presence  in  the  fro 
United  States  when  such  period  or  pe-  Hi 
riods  aggregate  less  than  90  days  during  “ei 
the  taxable  year,  or  at  any  time  during  Ur 
the  taxable  year  when  such  period  or  of 
periods  aggregate  90  days  or  more  during  St 
such  taxable  year)  result  only  in  capital]  ye; 
losses  allocable  to  United  States  sources,  an 
there  being  no  gains  derived  from  United  de 
States  sources  from  such  sales  or  ex-  ah 
changes,  such  losses  shall  not  to  any  ex-  in 
tent  be  allowed  as  a  deduction  from  the  St 
fixed  or  determinable  annual  or  periodi-  te: 
cal  income  derived  by  such  nonresident  fo 
alien  individual  from  United  States  to 
sources  during  such  taxable  year.  ai 

(c)  No  United  States  busmess;  aggre-i  ic 
gate  more  than  $15,400.  A  nonresident  $3 
alien  individual  within  class  <  2 ) ,  referred  tt 
to  in  paragraph  (a)  of  this  section,  is,  D 
in  accordance  with  the  provisions  of  sec-  « 
tion  211  (c » ,  subject  to  tax  under  sections  ai 

11  and  12,  or  in  the  alternative  under  n 

section  117  (c) ,  upon  the  amount  which  5 

is  the  sum  of  the  aggregate  of  his  fixed  tl 
or  determinable  annual  or  periodical  in-  & 
come  specified  in  section  211  <a>  (1)  <A>,  a 
determined  under  the  provisions  of  sec-  a 
tion  119,  plus  any  gain  from  a  sale  or  n 
exchange  of  a  capital  asset  if  such  gain  d 

would  be  taken  into  account  were  the  n 

tax  being  determined  under  section  211  K 

(a)  (1)  <B>  and  under  paragraph  (b)  I  h 
(2)  of  this  section,  minus  <1>  the  deduc*  t 
tions  properly  allocable  to  such  fixed  or  J 
determinable  annual  or  periodical  in-  l 
come,  (2)  the  so-called  “charitable  con¬ 
tributions”  deduction  provided  in  section  I  f 
213  (c),  and  (3)  any  loss  (without  the 
benefit  of  the  capital  loss  carry-over  pro-  I 
vided  in  section  117  (e) )  from  the  sale  I 
or  exchange  of  a  capital  asset  if  such  loss  I 
would  be  taken  into  account  were  the  tax  I 
being  determined  under  section  211  (a'  ] 

(1)  (B>  and  under  paragraph  <b)  (2)  of  ] 
this  section.  Such  nonresident  alien  is  I  ( 
entitled  to  the  credits  against  net  incom* 
allowable  to  an  individual  by  section  25,  I 
subject  to  the  limitations  provided  in  sec-  l 
tion  214.  However,  the  tax  thus  com*  I 
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puted  under  sections  11  and  12,  or  in  the 
alternative  under  section  117  (c) ,  shall  in 
no  case  be  less  than  30  percent  of  the 
amount  which  is  the  sum  of  the  aggre¬ 
gate  of  the  gross  amounts  of  fixed  or  de¬ 
terminable  annual  or  periodical  income 
from  sources  within  the  United  States 
plus  the  amount,  determined  in  accord¬ 
ance  with  the  provisions  of  section  211 

(a)  (1)  <B)  and  of  paragraph  (b)  (2) 
of  this  section,  by  which  gains  from  sales 
or  exchanges  of  capital  assets  exceed 
losses  from  such  sales  or  exchanges. 

(d>  United  States  business.  A  non¬ 
resident  alien  individual  within  class  (3) , 
referred  to  in  paragraph  (a)  of  this  sec¬ 
tion,  is  not  taxable  at  the  rate  of  30 
percent  upon  the  items  of  gross  income 
enumerated  in  section  211  (a) .  The  net 
income  from  sources  within  the  United 
States  of  such  a  nonresident  alien  indi¬ 
vidual  (gross  income  from  sources  within 
the  Uni  tod  States  minus  the  statutory 
deductions  provided  in  sections  23  and 
213)  less  the  credits  against  net  income 
allowable  to  an  individual  by  section  25, 
is  subject  to  the  normal  tax  and  surtax 
under  sections  11  and  12. 

(e)  What  constitutes  engaging  in 
trade  or  business.  As  used  in  sections 
119,  143,  144,  211,  and  231,  the  phrase 
"engaged  in  trade  or  business  within  the 
United  States”  includes  the  performance 
of  personal  services  within  the  United 
States  at  any  time  within  the  taxable 
year  but  does  not  include  the  perform¬ 
ance  of  personal  services  for  a  nonresi¬ 
dent  alien  individual,  foreign  partner¬ 
ship,  or  foreign  corporation  not  engaged 
in  trade  or  business  within  the  United 
States  by  a  nonresident  alien  individual 
temporarily  present  in  the  United  States 
for  a  period  or  periods  not  exceeding  a 
total  of  90  days  during  the  taxable  year 
and  whose  compensation  for  such  serv- 
I  ices  does  not  exceed  in  the  aggregate 
13,000.  Such  phrase  does  not  include 
the  effecting  of  transactions  in  the 
United  States  in  stocks,  securities,  or 
commodities  (including  hedging  trans¬ 
actions)  through  a  resident  broker,  com¬ 
mission  agent,  or  custodian.  See  also 
5  39.212—1.  As  used  in  section  211  (b), 
the  term  “commodities”  means  only 
Boods  of  a  kind  customarily  dealt  in  on 
an  organized  commodity  exchange,  such 
as  a  grain  futures  or  a  cotton  futures 
market,  and  does  not  include  merchan¬ 
dise  in  the  ordinary  channels  of  com¬ 
merce.  Neither  the  beneficiary  nor  the 
Brantor  of  a  trust,  whether  revocable  or 
irrevocable,  is  deemed  to  be  engaged  in 
trade  or  business  in  the  United  States 
merely  because  the  trustee  is  engaged  in 
trade  or  business  in  the  United  States. 

5  39.212  Statutory  provisions;  non- 
Ksident  alien  individuals;  gross  income. 

Sec.  212.  Gross  income — (a)  General  rule. 
«  the  case  of  a  nonresident  alien  individual 
Bross  income  includes  only  the  gross  income 
worn  sources  within  the  United  States. 

(b)  Exclusions.  The  following  items  shall 
B°t  be  included  in  gross  income  of  a  non¬ 
resident  alien  individual  and  shall  be  ex- 
*®pt  from  taxation  under  this  chapter: 

(1)  Ships  under  foreign  flag.  Earnings 
erived  from  the  operation  of  a  ship  or  ships 
°cumented  under  the  laws  of  a  foreign 
country  which  grants  an  equllavent  exemp- 
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tion  to  citizens  of  the  United  States  and  to 
corporations  organized  in  the  United  States; 

(2)  Aircraft  of  foreign  registry.  Earnings 
derived  from  the  operation  of  aircraft  regis¬ 
tered  under  the  laws  of  a  foreign  country 
which  grants  an  equivalent  exemption  to 
citizens  of  the  United  States  and  to  corpora¬ 
tions  organized  in  the  United  States. 

[Sec.  212  as  amended  by  sec.  1  (a) ,  Pub.  Law 
514  (80th  Cong.) ) 

§  39.212-1  Gross  income  of  nonresi¬ 
dent  alien  individuals — (a)  In  general. 
(1)  In  general,  In  the  case  of  nonresident 
alien  individuals  “gross  income”  means 
only  the  gross  income  from  sources 
within  the  United  States.  See  section 
119  and  the  regulations  thereunder. 
The  items  of  gross  income  from  sources 
without  the  United  States  and  therefore 
not  taxable  to  nonresident  aliens  are  de¬ 
scribed  in  section  119  (c).  As  to  who 
are  nonresident  alien  individuals,  see 
§§  39.211-2  to  39.211-6,  inclusive. 

(2)  Income  received  by  a  resident 
alien  from  sources  without  the  United 
States  is  taxable  although  such  person 
may  become  a  nonresident  alien  subse¬ 
quent  to  its  receipt  and  before  the  close 
of  the  taxable  year.  Conversely,  income 
received  by  a  nonresident  alien  from 
sources  without  the  United  States  is  not 
taxable  though  such  person  may  become 
a  resident  alien  subsequent  to  its  receipt 
and  before  the  close  of  the  taxable  year. 

(b)  No  United  States  business.  The 
gross  income  of  a  nonresident  alien  indi¬ 
vidual  not  engaged  in  trade  or  business 
within  the  United  States  at  any  time 
during  the  taxable  year,  whether  such 
alien  comes  within  section  211  (a)  or 
section  211  (c),  is  gross  income  from 
sources  within  the  United  States  con¬ 
sisting  of  fixed  or  determinable  annu%J 
or  periodical  income  and  any  gain  from 
the  sale  or  exchange  of  a  capital  asset  to 
the  extent  required  to  be  included  in 
gross  income  under  the  provisions  of 
section  211  (a)  (1)  (B)  or  section  211  (c). 

(c)  United  States  business.  The  gross 
income  of  a  nonresident  alien  individual 
who  at  any  time  within  the  taxable  year 
was  engaged  in  trade  or  business  within 
the  United  States  is  not  limited  to  the 
items  of  gross  income  specified  in  section 
211  (a),  but  includes  any  item  of  gross 
income  which  is  treated  as  income  from 
sources  within  the  United  States,  except 
those  items  which  are  exempt  from  taxa¬ 
tion  by  statute  or  treaty  or  which  are 
not  taxable  by  the  Federal  Government 
under  the  Constitution.  See  sections  22 
(b),  112,  116,  119,  and  212  (b). 

(d)  What  constitutes  engaging  in 
trade  or  business  within  United  States. 
(1)  In  general,  any  nonresident  alien 
individual  who  performs  personal  serv¬ 
ices  within  the  United  States  is  consid¬ 
ered  as  being  engaged  in  trade  or 
business  within  the  United  States  and, 
therefore,  his  net  income  from  sources 
within  the  United  States,  including  his 
compensation,  is  subject  to  the  normal 
tax  and  the  surtax.  However,  the 
phrase  “engaged  in  trade  or  business 
within  the  United  States”  does  not  apply 
to  the  personal  services  performed  within 
the  United  States  for  a  nonresident  alien 
individual,  foreign  partnership,  or  for¬ 
eign  corporation,  not  engaged  in  trade 
or  business  within  the  United  States,  by 
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a  nonresident  alien  individual  tem¬ 
porarily  present  in  the  United  States  for 
a  period  or  periods  not  exceeding  a  total 
of  90  days  during  the  taxable  year  and 
whose  compensation  for  such  services 
does  not  exceed  in  the  aggregate  $3,000. 
Such  compensation  is  not  income  from 
sources  within  the  United  States.  See 
section  119  (a)  (3).  As  to  the  exclusion 
from  gross  income  of  the  official  com¬ 
pensation  received  by  employees  of  for¬ 
eign  governments  or  of  international 
organizations,  see  section  116  (h). 

(2)  The  effecting  of  transactions  in 
the  United  States  in  stocks,  securities,  or 
commodities  (including  hedging  trans¬ 
actions)  through  a  resident  broker,  com¬ 
mission  agent,  or  custodian  does  not 
bring  a  nonresident  alien  individual 
within  the  class  of  nonresident  alien  in¬ 
dividuals  engaged  in  trade  or  business 
within  the  United  States,  but  if  a  non¬ 
resident  alien  individual  by  reason  of 
rendering  personal  services  in  the  United 
States,  or  for  other  reasons,  is  classed  as 
a  nonresident  alien  individual  engaged 
in  trade  or  business  within  the  United 
States,  he  is  taxable  upon  all  income 
from  sources  within  the  United  States, 
including  profits  derived  from  the  effect¬ 
ing  of  such  transactions.  Such  a  non¬ 
resident  alien  individual  is  required  to 
include  in  gross  income  capital  gains, 
gains  from  hedging  transactions,  and 
profits  derived  from  the  sale  within  the 
United  States  of  personal  property,  or 
of  real  property  located  therein.  As  used 
in  section  211  (b),  the  term  “commodi¬ 
ties”  means  only  goods  of  a  kind  cus¬ 
tomarily  dealt  in  on  an  organized 
commodity  exchange,  such  as  a  grain 
futures  or  a  cotton  futures  market,  and 
does  not  include  merchandise  in  the 
ordinary  channels  of  commerce. 

§  39.212-2  Exclusion  of  earnings  of 
foreign  ships  or  aircraft  from  gross 
income — (a)  Ships  under  foreign  flag. 
So  much  of  the  income  from  sources 
within  the  United  States  of  a  nonresi¬ 
dent  alien  individual  who  at  any  time 
within  the  taxable  year  was  engaged  in 
trade  or  business  within  the  United 
States  as  consists  of  earnings  derived 
from  the  operation  of  a  ship  or  ships 
documented  under  the  laws  of  a  foreign 
country  which  grants  an  equivalent  ex¬ 
emption  to  citizens  of  the  United  States 
nonresident  in  such  foreign  country  and 
to  corporations  organized  in  the  United 
States,  shall  not  be  included  in  gross  in¬ 
come.  Foreign  countries  which  either 
impose  no  income  tax,  or,  in  imposing 
such  tax,  exempt  from  taxation  so  much 
of  the  income  of  a  citizen  of  the  United 
States  nonresident  in  such  foreign 
country  and  of  a  corporation  organized 
in  the  United  States  as  consists  of 
earnings  derived  from  the  operation  of 
a  ship  or  ships  documented  under  the 
laws  of  the  United  States  are  considered 
as  granting  an  equivalent  exemption 
within  the  meaning  of  this  paragraph. 
A  nonresident  alien  individual  not  en¬ 
gaged  in  trade  or  business  within  the 
United  States  at  any  time  within  the 
taxable  year  is  not  required  to  include 
in  gross  income  such  income  from 
sources  within  the  United  States  as  is 
derived  from  the  operation  of  a  ship  or 

§  39.212-2 


6088 

ships,  whether  or  not  the  foreign  comb 
try  under  th«  laws  of  which  such  ships 
are  documented  meets  the  equivalent  ex¬ 
emption  requirement  of  the  Internal 
Revenue  Code.  < 

<b)  Aircraft  of  foreign  registry.  So 
much  of  the  fncome  from  sources  within 
the  United  States  of  a  nonresident  alien 
individual  who  at  any  time  within  the 
taxable  year  was  engaged  in  trade  or 
business  within  the  United  States  as 
consists  of  earnings  derived  from  the 
operation  of  aircraft  registered  under 
the  laws  of  a  foreign  country  which 
grants  an  equivalent  exemption  to  citi¬ 
zens  of  the  United  States  nonresident  in 
such  foreign  country  and  to  corpora¬ 
tions  organized  in  the  United  States, 
shall  not  be  included  in  gross  income. 
Foreign  countries  which  either  impose 
no  income  tax,  or,  in  imposing  such 
tax,  exempt  from  taxation  so  much  of 
the  income  of  a  citizen  of  the  United 
States  nonresident  in  such  foreign  coun¬ 
try  and  of  a  corporation  organized  in 
the  United  States  as  consists  of  earnings 
derived  from  the  operation  of  aircraft 
registered  under  the  laws  of  the  United 
States  are  considered  as  granting  an 
equivalent  exemption  within  the  mean¬ 
ing  of  this  paragraph.  A  nonresident 
alien  individual  not  engaged  in  trade  or 
business  within  the  United  States  at  any 
time  within  the  taxable  year  is  not  re¬ 
quired  to  include  in  gross  income  such 
income  from  sources  within  the  United 
States  as  is  derived  from  the  operation 
of  aircraft,  whether  or  not  the  foreign 
country  under  the  laws  of  which  such 
aircraft  are  registered  meets  the  equiva¬ 
lent  exemption  requirement  of  the  In¬ 
ternal  Revenue  Code. 

5  39.213  Statutory  provisions ;  non¬ 
resident  alien  individuals;  deductions. 

Sec.  213.  Deductions — (a)  General  rule. 
In  the  case  of  a  nonresident  alien  individual 
the  deductions  shall  be  allowed  only  if  and 
to  the  extent  that  they  are  connected  with 
Income  from  sources  within  the  United 
States;  and  the  proper  apportionment  and 
allocation  of  the  deductions  with  respect  to 
sources  of  Income  within  and  without  the 
United  States  shall  be  determined  as  pro¬ 
vided  in  section  119,  under  rules  and  regula¬ 
tions  prescribed  by  the  Commissioner  with 
the  approval  of  the  Secretary. 

(b)  Losses.  (1)  The  deduction,  for  losses 
not  connected  with  the  trade  or  business  if 
Incurred  in  transactions  entered  into  for 
profit,  allowed  by  section  23  (e)  (2)  shall 
be  allowed  whether  or  not  connected  with 
Income  from  sources  within  the  United 
States,  but  only  if  the  profit,  if  such  trans¬ 
action  had  resulted  in  a  profit,  would  be  tax¬ 
able  under  this  chapter. 

(2)  The  deduction  for  losses  of  property 
not  connected  with  the  trade  or  business  if 
arising  from  certain  casualties  or  theft,  al¬ 
lowed  by  section  23  (e)  (3),  shall  be  allowed 
whether  or  not  connected  with  Income  from 
sources  within  the  United  States,  but  only  if 
the  loss  is  of  property  within  the  United 
States. 

(c)  Charitable,  etc.,  contributions.  The 
so-called  “charitable  contribution"  deduc¬ 
tion  allowed  by  section  23  (o)  6hall  be  al¬ 
lowed  whether  or  not  connected  with  in¬ 
come  from  sources  within  the  United  States, 
but  only  as  to  contributions  or  gifts  made 
to  domestic  corporations,  or  to  community 
chests,  funds,  or  foundations,  created  in  the 
United  States,  or  to  the  vocational  rehabili¬ 
tation  fund. 
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(d)  Standard  deduction.  The  standard 
deduction  provided  in  section  23  (aa)  shall 
not  be  allowed. 

[Sec.  213  as  amended  by  sec.  9  (d).  Individual 
Income  Tax  Act  1944] 

§  39.213-1  Deductions  allowed  non¬ 
resident  alien  individuals — (a)  No  United 
States  business — (1)  General  rule.  In 
general,  a  nonresident  alien  individual 
not  engaged  in  trade  or  business  within 
the  United  States  at  any  time  during 
the  taxable  year  Is  not  allowed  any  de¬ 
ductions,  the  tax  being  imposed  upon  the 
amount  of  gross  income  received,  except 
that  losses  allocable  to  sources  within 
the  United  States  from  sales  or  exchanges 
of  capital  assets  shall  be  allowed  in  ac¬ 
cordance  with  the  provisions  of  para¬ 
graph  (b)  (2)  of  §  39.211-7  to  the  extent 
of  gains,  derived  from  sources  therein, 
from  such  sales  or  exchanges. 

(2)  Aggregate  more  than  $15,400.  A 
nonresident  alien  individual  not  engaged 
in  trade  or  business  within  the  United 
States  at  any  time  during  the  taxable 
year  and  deriving  for  such  year  more 
than  $15,400  in  the  aggregate  which  is 
the  gross  amount  of  fixed  or  determinable 
annual  or  periodical  income  from 
sources  within  the  United  States  plus  the 
excess  of  capital  gains  over  capital  losses 
(determined  in  accordance  with  the  pro¬ 
visions  of  paragraph  (b)  (2)  of  §  39.- 
211-7)  from  sources  within  the  United 
States  is  allowed  for  such  year  (i)  such 
deductions  as' are  properly  allocable  to 
such  fixed  or  determinable  annual  or 
periodical  income  and  (ii)  losses  from 
sales  or  exchanges  of  capital  assets,  al¬ 
locable  to  sources  within  the  United 
States,  to  the  extent  and  in  the  manner 
provided  in  paragraph  (c)  of  §  39.211-7. 

*He  is  also  allowed  the  contributions  or 
gifts  made  within  the  taxable  year 
whether  or  not  connected  with  income 
from  sources  within  the  United  States 
but  only  if  made  to  domestic  corporations 
or  to  community  chests,  funds,  or  foun¬ 
dations  created  in  the  United  States  of 
the  type  specified  in  section  23  (o),  sub¬ 
ject  to  the  limitations  provided  in  sec¬ 
tion  23  (o). 

(b)  United  States  business.  (1)  In 
the  case  of  a  nonresident  alien  individual 
who  at  any  time  within  the  taxable  year 
was  engaged  In  trade  or  business  within 
the  United  States,  the  deductions  al¬ 
lowed  by  section  23  (other  than  the  op¬ 
tional  standard  deduction  for  individuals 
allowed  by  section  23  <  aa ) )  are  allowed 
only  if  and  to  the  extent  that  they  are 
connected  with  income  from  sources 
within  the  United  States.  See  also  sec¬ 
tion  215.  In  the  case  of  such  taxpayers, 
however,  (i)  losses  sustained  during  the 
taxable  year  and  not  compensated  for 
by  insurance  or  otherwise,  if  incurred 
in  any  transaction  entered  into  for  profit, 
although  not  connected  with  the  trade 
or  business,  are  (if  otherwise  allowable) 
deductible  only  if  and  to  the  extent  that 
the  profit,  if  such  transaction  had  re¬ 
sulted  in  a  profit,  would  have  been  tax¬ 
able  as  income  from  sources  within  the 
United  States;  (ii)  losses  sustained  dur¬ 
ing  the  taxable  year  of  property  not 
connected  with  the  trade  or  business  if 
arising  from  fires,  storms,  shipwreck, 
or  other  casualty,  or  from  theft,  and  if 


not  compensated  for  by  insurance  or 
otherwise,  are  deductible  only  if  the 
property  was  located  within  the  United 
States;  and  (iii)  contributions  or  gifts 
made  within  the  taxable  year  are  de¬ 
ductible,  only  if  made  to  domestic  cor¬ 
porations  or  to  community  chests,  funds, 
or  foundations  created  in  the  United 
States  of  the  type  specified  in  section  23 
(o) ,  subject  to  the  limitation  provided  ia 
section  23  (o). 

(2)  Losses  embraced  under  subdivi¬ 
sion  (ii)  of  subparagraph  (1)  of  this 
paragraph  are  deductible  in  full  from 
items  of  gross  income  specified  as  being 
derived  in  full  from  sources  within  the 
United  States,  and,  if  greater  than  the 
sum  of  such  items,  the  unabsorbed  loss 
may  be  deducted  from  the  income  ap¬ 
portioned  to  sources  within  the  United 
States  under  the  provisions  of  §  39.119 
(e)-l.  Losses  embraced  under  subdivi- 
sion  (i)  of  subparagraph  (1>  of  this 
paragraph  are  deductible  in  full  (as  pro¬ 
vided  in  §  39.119  (a)-7  or  §  39.119  (b)-D 
when  the  profit  from  the  transaction,  if 
it  had  resulted  in  a  profit,  would  have 
been  taxable  in  full  as  income  from 
sources  within  the  United  States,  but 
should  be  deducted  under  the  provisions 
of  §  39.119  (e)  — 1  when  the  profit  fiom 
the  transaction,  if  it  had  resulted  in 
profit,  would  have  been  taxable  only  in 
part. 

§  39.214  Statutory  provisions;  non¬ 
resident  alien  individuals;  credits  against 
net  income. 

Sec.  214.  Credits  against  net  income.  In 
the  case  of  a  nonresident  alien  individual 
who  is  not  a  resident  of  a  contiguous  coun¬ 
try,  only  one  exemption  under  section  23  (b) 
shall  be  allowed. 

[Sec.  214  as  amended  by  sec  6  (b),  Rev,  Act 
1940;  sec.  Ill  (b).  Rev.  Act  1941;  sec.  131 
(a)  (2),  Rev.  Act  1942;  sec.  10  (f).  Individual 
Income  Tax  Act  1944;  sec.  102  ( b)  (7),  Rev. 
Act  1945] 

§  39.214-1  Credits  to  nonresident  alien 
individuals — (a)  No  United  States  busi¬ 
ness — (1)  General  rule.  In  generals 
nonresident  alien  individual  not  engaged 
in  trade  or  business  in  the  United  States 
at  any  time  during  the  taxable  year  is 
not  allowed  any  credits  under  section  25, 
the  tax  being  imposed  upon  the  amount 
of  gross  income  received. 

(2)  Aggregate  more  than  $15,400.  In 
the  case  of  a  nonresident  alien  individual 
not  engaged  in  trade  or  business  within 
the  United  States  at  any  time  during  the 
taxable  year  and  deriving  in  such  year 
gross  income  described  in  section  211  (a) 
(1)  from  sources  within  the  United 
States  of  more  than  $15,400,  the  credits 
allowed  are  those  applicable  in  the  casa 
of  nonresident  alien  individuals  engaged 
in  trade  or  business  within  the  United 
States. 

(b)  United  States  business.  In  ®* 
case  of  a  nonresident  alien  individual 
(except  a  resident  of  Canada  or  Mexico 
who  at  any  time  during  the  taxable  year 
was  engaged  in  trade  or  business  with® 
the  United  States,  only  one  exemption 
under  section  25  (b)  for  both  norinJ“'ti. 
and  surtax  purposes  shall  be  allowed.  ^ 
the  case  of  a  resident  of  Canada  or  Me  * 
ico,  the  same  exemptions  under  secti 
25  (b)  for  both  normal  tax  and  surtf* 
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as  in  the  case  of  a  citizen  of  the  United 
States,  shall  apply. 

§  39.215  Statutory  provisions;  non¬ 
resident  alien  individuals;  allowance  of 
deductions  and  credits. 

Sec.  215.  Allowance  of  deductions  and  cred¬ 
its — (a)  Return  to  contain  information.  A 
nonresident  alien  individual  shall  receive  the 
benefit  of  the  deductions  and  credits  allowed 
to  him  in  this  chapter  only  by  filing  or  caus¬ 
ing  to  be  filed  with  the  collector  a  true  and 
accurate  return  of  his  total  income  received 
from  all  sources  in  the  United  States,  in  the 
manner  prescribed  in  this  chapter;  Including 
therein  all  the  Information  which  the  Com¬ 
missioner  may  deem  necessary  for  the  calcu¬ 
lation  of  such  deductions  and  credits. 

(b)  Tax  withheld  at  source.  The  benefit 
of  the  exemptions  under  section  25  (b)  may, 
in  the  discretion  of  the  Commissioner  and 
under  regulations  prescribed  by  him  with  the 
approval  of  the  Secretary,  be  received  by  a 
nonresident  alien  individual  entitled  thereto, 
by  filing  a  claim  therefor  with  the  withhold¬ 
ing  agent. 

(See.  215  as  amended  by  sec.  10  (g),  Indi¬ 
vidual  Income  Tax  Act  1944;  sec.  102  (b) 
(8),  Rev.  Act  1945] 

§  39.215-1  Allowance  of  deductions 
and  credits  to  nonresident  alien  in¬ 
dividuals —  (a)  No  United  States  busi¬ 
ness — (1)  General  rule.  In  general,  a 
nonresident  alien  individual  not  engaged 
in  trade  or  business  within  the  United 
States  at  any  time  during  the  taxable 
year  is  not  entitled  to  any  allowance  of 
deductions  (except  as  provided  in  para¬ 
graph  (b)  (2)  of  §  39.211-7)  or  credits 
even  though  he  may  file  a  return  of 
income. 

(2)  Aggregate  more  than  $15,400. 
Unless  a  nonresident  alien  individual 
not  engaged  in  trade  or  business  within 
the  United  States  at  any  time  during 
the  taxable  year  and  having,  for  such 
year  from  sources  within  the  United 
States,  income  described  in  section  211 
(a)  1)  in  a  gross  amount  of  more  than 
$15,400  shall  file  or  cause  to  be  filed  with 
the  district  director  of  internal  revenue  a 
true  and  accurate  return  of  his  total 
income  described  in  section  211  (a)  (1) 
from  sources  within  the  United  States 
as  required  by  paragraph  (a)  (2)  of 
I  39.217-2,  the  tax  shall  be  collected  on 
the  basis  of  gross  amount  of  such  in¬ 
come  described  in  section  211  (a)  (1). 
Where  such  nonresident  alien  has  var¬ 
ious  sources  of  income  described  in  sec¬ 
tion  211  (a)  (1)  from  within  the  United 
States,  as,  for  instance,  from  an  estate 
or  trust,  from  stocks  or  bonds  held  di¬ 
rectly  by  him,  or  from  securities  held 
for  him  by  a  custodian  resident  in  the 
United  States,  so  that  his  income  de¬ 
scribe  d  in  section  211  (a)  (1)  from 
United  States  sources  is  in  excess 
of  $15,400  and  a  return  of  income 
is  not  filed  by  him  or  on  his  behalf,  the 
Commissioner  will  cause  a  return  of  in¬ 
come  to  be  made  and  include  therein  the 
income  described  in  section  211  (a)  (1) 
from  all  sources  wdthin  the  United  States 
concerning  which  he  has  information 
without  allowance  for  deductions  and 
credits,  and  will  assess  the  tax  and  collect 
it  from  one  or  more  of  the  sources  of  in¬ 
come  within  the  United  States.  Such 
nonresident  alien  shall  make  or  have 
Blade  a  full  and  accurate  return  on  Form 


1040NB-a  of  all  income  described  in  sec¬ 
tion  211  (a)  (1)  from  sources  within  the 
United  States.  Such  return  shall  con¬ 
tain  or  be  verified  by  a  written  declara¬ 
tion  that  it  is  made  under  the  penalties 
•  of  perjury.  As  to  the  duty  of  the  repre¬ 
sentative  or  agent  of  such  alien  to  file 
the  return  and  pay  the  tax,  see  para¬ 
graph  (b)  (2)  of  §  39.217-2,  which  is 
hereby  made  equally  applicable  in  the 
case  of  a  nonresident  alien  individual 
coming  within  the  provisions  of  this 
subparagraph. 

(b)  United  States  business.  Unless  a 
nonresident  alien  individual  who  at  any 
time  within  the  taxable  year  was  en¬ 
gaged  in  trade  or  business  within  the 
United  States  shall  file,  or  cause  to  be 
filed,  with  the  district  director  of  internal 
revenue,  a  true  and  accurate  return  of  his 
total  income  from  sources  within  the 
United  States,  as  required  by  paragraph 
(b)  (1)  of  §39.217-2,  the  tax  shall  be 
collected  on  the  basis  of  the  gross  in¬ 
come  (not  the  net  income)  from  sources 
within  the  United  States.  Where  such 
a  nonresident  alien  has  various  sources 
of  income  within  the  United  States,  so 
that  his  total  income  calls  for  the  assess¬ 
ment  of  a  surtax,  and  a  return  of  income 
was  not  filed  by  him  or  on  his  behalf,  the 
Commissioner  will  cause  a  return  of  in¬ 
come  to  be  made  and  include  therein  the 
income  of  such  nonresident  alien  from 
all  sources  concerning  which  he  has  in¬ 
formation,  without  allowance  for  deduc¬ 
tions  or  credits,  and  will  assess  the  tdx 
and  collect  it  from  one  or  more  of  the 
sources  of  income  of  such  nonresident 
alien  within  the  United  States. 

§  39.216-217  Statutory  provisions; 
nonresident  alien  individuals;  credits 
against  tax;  returns. 

Sec.  216.  Credits  against  tax.  A  nonresi¬ 
dent  alien  individual  shall  not  be  allowed 
the  credits  against  the  tax  for  taxes  of  for¬ 
eign  countries  and  possessions  of  the  United 
States  allowed  by  section  131.  A  nonresi¬ 
dent  alien  individual  shall  be  allowed  as  a 
credit  against  his  tax  the  amount  required 
by  section  396  to  be  paid  by  the  personal 
service  corporation  of  which  he  is  a  share¬ 
holder  with  respect  to  his  tax  liability  under 
Supplement  S. 

[Sec.  216  as  amended  by  sec.  504,  Second 
Rev.  Act  1940] 

Sec.  217.  Returns — (a)  Requirement.  In 
the  case  of  a  nonresident  alien  individual 
with  respect  to  whose  wages,  as  defined  in 
section  1621  (a),  withholding  under  Sub¬ 
chapter  D  of  Chapter  9  is  not  made  applica¬ 
ble,  the  return,  in  lieu  of  the  time  prescribed 
in  section  53  (a)  (1),  shall  be  made  on  or 
before  the  fifteenth  day  of  the  sixth  month 
following  the  close  of  the  fiscal  year,  or,  if 
the  return  is  made  on  the  basis  of  the  cal¬ 
endar  year,  then  on  or  before  the  fifteenth 
day  of  June. 

(b)  Exemption  from  requirement.  Sub¬ 
ject  to  such  conditions,  limitations,  and 
exceptions  and  under  such  regulations  as 
may  be  prescribed  by  the  Commissioner, 
with  the  approval  of  the  Secretary,  nonres¬ 
ident  alien  individuals  subject  to  the  tax 
imposed  by  section  211  (a)  (1)  (A)  may  be 
exempted  from  the  requirement  of  filing  re¬ 
turns  of  such  tax. 

[Sec.  217  as  amended  by  sec.  5  (e)  (1),  Cur¬ 
rent  Tax  Payment  Act  1943;  sec.  213  (c), 
Rev.  Act  1950] 


§  39.217-1  Time  and  place  for  filing 
returns  of  nonresident  alien  individuals. 
(a)  In  the  case  of  a  nonresident  alien 
individual  who  for  the  taxable  year  does 
not  have  wages  subject  to  withholding 
at  the  source  under  section  1622,  the 
return  must  be  made  on  or  before  the 
fifteenth  day  of  the  sixth  full  calendar 
month  following  the  close  of  the  taxable 
year.  In  the  case  of  any  return  for  a 
fractional  part  of  a  year,  the  Commis¬ 
sioner  may,  upon  a  showing  by  the  tax¬ 
payer  of  unusual  circumstances,  pre¬ 
scribe  a  later  time  for  the  filing  of  the 
return,  but  such  time  shall  not  be  later 
than  the  fifteenth  day  of  the  eighteenth 
full  calendar  month  ending  after  the 
beginning  of  the  fractional  part  of  the 
year.  For  certain  cases  in  which  the 
time  for  filing  the  return  is  postponed, 
see  section  3804.  The  return  must  be 
filed  with  the  district  director  of  internal 
revenue  for  the  internal  revenue  district 
in  which  the  nonresident  alien  individual 
has  his  principal  place  of  business  in  the 
United  States,  or  if  he  has  no  principal 
place  of  business  in  the  United  States, 
then  with  the  District  Director  of  Inter¬ 
nal  Revenue  at  Baltimore,  Maryland. 
For  failure  to  make  and  file  return  within 
the  time  prescribed,  see  section  291.  For 
cases  in  which  no  return  is  required,  see 
paragraph  (a)  of  §  39.217-2. 

(b)  In  the  case  of  nonresident  alien 
individuals  who  have  wages  subject  to 
withholding  under  section  1622,  the  gen¬ 
eral  rule  provided  in  paragraph  (a)  of 
this  section  w’ith  respect  to  the  filing  of 
the  return  has  no  application.  Such 
aliens  are  required  to  file  their  returns 
and  to  pay  the  tax  at  the  time  prescribed 
generally  for  United  States  citizens  and 
residents.  As  to  the  time  of  filing  the 
return  in  the  case  of  United  States  citi¬ 
zens  and  residents,  see  section  53  and 
§  39.53-1. 

§  39.217-2  Return  of  income — (a)  No 
United  States  busitiess — (1)  General  rule. 
If  the  tax  liability  of  a  nonresident  alien 
individual  not  engaged  in  trade  or  busi¬ 
ness  within  the  United  States  at  any  time 
during  the  taxable  year  is  fully  satisfied 
at  the  source,  a  return  of  income  is  not 
required.  A  nonresident  alien  individual 
not  engaged  in  trade  or  business  within 
the  United  States  at  any  time  during  the 
taxable  year  shall  make  or  have  made  a 
return  on  Form  1C4GNB  with  respect  to 
that  portion  of  his  income  received  from 
sources  within  the  United  States  consist¬ 
ing  of  interest  on  so-called  tax-free  cove¬ 
nant  bonds  on  which  a  tax  of  only  2  per¬ 
cent  was  withheld  at  the  source,  and  with 
respect  to  any  other  income  described  in 
section  211  (a)  (1)  upon  which  the  tax 
was  not  fully  satisfied  at  the  source,  in¬ 
cluding  dividends  received  from  a  foreign 
corporation  which  are  treated  as  income 
from  sources  within  the  United  States 
under  section  119  (a)  (2)  <B),  and  shall 
pay  the  balance  of  the  tax  shown  to  be 
due. 

(2)  Aggregate  more  than  $15,400.  A 
nonresident  alien  individual  not  engaged 
in  trade  or  business  within  the  United 
States  at  any  time  during  the  taxable 
year,  and  deriving  in  such  year  more  than 
$15,400  gross  amount  of  income  described 
in  section  211  (a)  (1)  from  sources  wich- 
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in  the  United  States,  shall  make  or  have 
made  a  full  and  accurate  return  on  Form 
1040NB-a  of  all  his  income  described  in 
section  211  (a)  (1)  from  sources  within 
the  United  States.  Except  as  to  gains 
from  transactions  described  in  section 
211  (a)  (1)  (B),  such  return  need  not 
disclose  profits  derived  from  the  effecting 
of  transactions  in  the  United  States  in 
stocks,  securities,  or  commodities  (includ¬ 
ing  hedging  transactions)  through  a  res¬ 
ident  broker,  commission  agent,  or  cus¬ 
todian,  or  profits  derived  from  the  sale 
within  the  United  States  of  personal 
property  or  real  property  located  therein. 
As  to  the  duty  of  the  representative  or 
agent  of  such  alien  to  file  the  return  and 
pay  the  tax,  see  paragraph  (b)  (2)  of  this 
section,  which  is  hereby  made  equally  ap¬ 
plicable  in  the  case  of  a  nonresident  alien 
coming  within  the  provisions  of  this  sub- 
paragraph. 

(b)  United  States  business.  (1)  If  a 
nonresident  alien  individual  at  any  time 
within  the  taxable  year  is  engaged  in 
trade  or  business  within  the  United 
States,  he  shall  make  or  have  made  a 
full  and  accurate  return  on  Form  1040B 
of  his  income  received  from  all  sources 
within  the  United  States.  A  return  will 
not  be  required,  however,  in  the  case  of 
such  a  nonresident  alien  individual,  a 
resident  of  Canada  or  Mexico,  whose  sole 
income  from  sources  within  the  United 
States  consists  of  compensation  for  per¬ 
sonal  services  and  does  not  exceed  $600 
during  the  taxable  year. 

(2)  The  responsible  representative  or 
agent  within  the  United  States  of  a  non¬ 
resident  alien  individual  who  at  any  time 
within  the  taxable  year  was  engaged  in 
trade  or  business  within  the  United 
States  shall  make  in  behalf  of  his  non¬ 
resident  alien  principal,  a  return  of,  and 
shall  pay  the  tax  on,  all  income  from 
sources  within  the  United  States  coming 
within  his  control  as  representative  or 
agent.  The  agency  appointment  will 
determine  how  completely  the  agent  is 
substituted  for  the  principal  for  tax  pur¬ 
poses.  See  §  39.51-2.  Any  person  who 
collects  interest  or  dividends  on  deposited 
securities  of  such  a  nonresident  alien, 
executes  ownership  certificates  in  con¬ 
nection  therewith  and  sells  such  securi¬ 
ties  under  special  instructions  shall  not 
be  deemed  merely  by  reason  of  such  acts 
to  be  the  responsible  representative  or 
agent  of  the  nonresident  alien. 

(c)  Refund  based  on  return.  Where 
upon  filing  a  return  of  income  it  appears 
that  such  a  nonresident  alien  is  not  liable 
for  tax,  but  nevertheless  a  tax  shall  have 
been  withheld  at  the  source,  there 
should,  in  order  to  obtain  a  refund  on 
the  basis  of  the  showing  made  by  the 
return,  be  attached  to  it  a  statement 
showing  accurately  the  amounts  of  tax 
withheld,  with  the  names  and  post-office 
addresses  of  all  withholding  agents.  See 
§  39.143-4. 

(d)  Verification  of  returns.  A  return 
on  Form  1040B,  Form  1040NB,  or  Form 
1040NB-a  shall  contain  or  be  verified  by 
a  written  declaration  that  it  is  made 
under  the  penalties  of  perjury. 

(e)  Supplement  U  tax.  For  returns 
with  respect  to  the  tax  imposed  by  sec¬ 


tion  421  (a)  upon  Supplement  U  net 
income,  see  §  39.421-3. 

§  39.218  Statutory  provisions;  non¬ 
resident  alien  individuals;  payment  of 
tax. 

Sec.  218.  Payment  of  tax — (a)  Time  of  pay¬ 
ment.  In  the  case  of  a  nonresident  alien 
Individual  with  respect  to  whose  wages,  as 
defined  in  section  1621  (a),  withholding 
under  Subchapter  D  of  Chapter  9  is  not 
made  applicable,  the  total  amount  of  tax 
imposed  by  this  chapter  shall  be  paid,  in  lieu 
of  the  time  prescribed  in  section  56  (a),  on 
the  fifteenth  day  of  June  following  the  close 
of  the  calendar  year,  or,  if  the  return  should 
be  made  on  the  basis  of  a  fiscal  year,  then 
on  the  fifteenth  day  of  the  sixth  month  fol¬ 
lowing  the  close  of  the  fiscal  year. 

(b)  Withholding  at  source.  For  with¬ 
holding  at  source  of  tax  on  income  of  non¬ 
resident  aliens,  see  section  143. 

| Sec.  218  as  amended  by  sec.  5  (e)  (2),  Cur¬ 
rent  Tax  Payment  Act  1943] 

§  39.218-1  Date  on  which  tax  shall  be 
paid  by  nonresident  alien  individual. 
(a)  In  the  case  of  a  nonresident  alien 
individual  who,  for  the  taxable  year,  does 
not  have  wages  subject  to  withholding 
under  section  1622,  the  tax  shall  be  paid 
on  or  before  the  date  prescribed  by  sec¬ 
tion  217  and  §  39.217-1  for  filing  of  the 
return,  without  regard  to  any  extension 
of  time  granted  for  the  filing  of  the  re¬ 
turn  under  authority  of  section  53.  As 
to  payment  of  the  tax  in  installments, 
see  §  39.56-1.  For  provisions  relating  to 
certain  cases  in  which  the  time  for  pay¬ 
ment  of  income  tax  is  postponed  by  rea¬ 
son  of  an  individual  serving  in  or  in 
support  of  the  military  or  naval  forces  of 
the  United  States  in  combat  zone,  see 
section  3804. 

(b)  In  the  case  of  a  nonresident  alien 
individual  who  for  the  taxable  year  has 
wages  subject  to  withholding  at  the 
source  under  the  provisions  of  section 
1622,  the  tax  shall  be  paid  at  the  time 
provided  in  the  case  of  United  States 
citizens  and  residents.  See  §  39.56-1. 

§  39.219  Statutory  provisions ;  non¬ 
resident  alien  individuals;  partnerships. 

Sec.  219.  Partnerships.  For  the  purpose 
of  this  chapter,  a  nonresident  alien  indi¬ 
vidual  shall  be  considered  as  being  engaged 
in  a  trade  or  business  within  the  United 
States  if  the  partnership  of  which  he  is  a 
member  is  so  engaged. 

| Sec.  219  as  amended  by  sec.  160  (f),  Rev. 
Act  1942] 

§  39.219-1  Partnerships.  Whether  a 
nonresident  alien  individual  who  is  a 
member  of  a  partnership  is  taxable  under 
the  provisions  of  section  211  (a)  or  (c)  or 
under  the  provisions  of  section  211  (b) 
may  depend  on  the  status  of  the  partner¬ 
ship.  A  nonresident  alien  individual 
who  is  a  member  of  a  partnership  which 
is  not  engaged  in  trade  or  business  within 
the  United  States  is  subject  to  the  pro¬ 
visions  of  section  211  (a)  or  (c),  as  the 
case  may  be,  depending  on  whether, 
in  the  taxable  year,  he  derives  income 
described  in  section  211  (a)  (1)  from 
sources  within  the  United  States  of  more 
than  $15,400,  if  he  is  not  otherwise  en¬ 
gaged  in  trade  or  business  within  the 
United  States.  A  nonresident  alien  in¬ 
dividual  who  is  a  member  of  a  partner¬ 
ship  which  at  any  time  within  the 


taxable  year  is  engaged  in  trade  or  busi¬ 
ness  within  the  United  States  is  con¬ 
sidered  as  being  engaged  in  trade  or 
business  within  the  United  States  and 
is  therefore  taxable  under  section  211 
(b).  For  definition  of  what  the  term 
“partnership"  includes,  see  section  3797 
(a)  (2).  The  test  of  whether  a  partner¬ 
ship  is  engaged  in  trade  or  business 
within  the  United  States  is  the  same  as 
in  the  case  of  a  nonresident  alien  indi¬ 
vidual.  See  §  39.211-7. 

§  39.220  Statutory  provisions;  nonres¬ 
ident  alien  individuals;  alien  residents  of 
Puerto  Rico. 

Sec.  220.  Alien  residents  of  Puerto  Rico— 
(a)  No  application  to  certain  alien  residents 
of  Puerto  Rico.  The  provisions  of  this  sup¬ 
plement  shall  have  no  application  to  an  alien 
Individual  who  Is  a  bona  fide  resident  of 
Puerto  Rico  during  the  entire  taxable  year, 
and  such  alien  shall  be  subject  to  the  taxes 
imposed  by  sections  11  and  12. 

(b)  Cross  reference.  For  exclusion  from 
gross  income  of  income  derived  from  sources 
within  Puerto  Rico,  see  section  116  (1)  (1), 

| Sec.  220  as  added  by  sec.  221  (d),  Rev.  Act 
1950] 

§  39.220-1  Alien  residents  of  Puerto 
Rico.  The  provisions  of  Supplement  II, 
relating  to  the  taxation  of  nonresident 
alien  individuals,  do  not  apply  to  a  non¬ 
resident  alien  individual  who  is  a  bona 
fide  resident  of  Puerto  Rico  during  the 
entire  taxable  year,  irrespective  of 
w  hether  he  has  engaged  in  trade  or  busi¬ 
ness  within  the  United  States  during  the 
taxable  year.  The  income  of  such  alien 
individual  from  sources  both  within  and 
without  the  United  States  is  subject  to 
the  normal  tax  and  the  surtax  imposed 
by  sections  11  and  12,  respectively,  except 
that  under  the  provisions  of  section  116 
(1),  income  derived  from  sources  within 
Puerto  Rico  (other  than  amounts  re¬ 
ceived  for  services  performed  as  an  em¬ 
ployee  of  the  United  States  or  any  agency 
thereof)  is  excluded  from  gross  income. 
For  rules  respecting  filing  of  returns  and 
payment  of  tax,  see  sections  51,  53,  56, 
58,  and  59  and  the  regulations  there¬ 
under. 

§  39.221  Statutory  provisions;  non¬ 
resident  alien  individuals;  certain  for¬ 
eign  exempt  organizations. 

Sec.  221.  Foreign  educational,  charitable 
arid  certain  other  exempt  organizations. 
For  special  provisions  relating  to  foreign 
educational,  charitable  and  other  exempt 
trusts,  see  section  421  (d). 

fSec.  221  as  added  by  sec.  301  (c)  (5),  Rev. 
Act  1950] 

SUPPLEMENT  I — FOREIGN  CORPORATIONS 

§  39.231  Statutory  provisions;  tax  on 
foreign  corporations. 

Sec.  231.  Tax  on  foreign  corporations — (a) 
Nonresident  corporations — (1)  Imposition  of 
tax.  There  shall  be  levied,  collected,  and 
paid  for  each  taxable  year,  in  lieu  of  the  tax 
imposed  by  sections  13  and  14,  upon  the 
amount  received  by  every  foreign  corpora¬ 
tion  not  engaged  in  trade  or  business  within 
the  United  States,  from  sources  within  the 
United  States  as  interest  (except  interest  on 
deposits  with  persons  carrying  oh  the  bank¬ 
ing  business),  dividends,  rents,  salaries, 
wages,  premiums,  annuities,  compensations, 

remunerations,  emoluments,  or  other  fixed 
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or  determinable  annual  or  periodical  gains, 
profits,  and  Income,  a  tax  of  30  per  centum 
of  such  amount,  except  that  In  the  case  of 
corporations  organized  under  the  laws  of 
any  country  In  North,  Central,  or  South 
America,  or  In  the  West  Indies,  or  of  New¬ 
foundland  such  rate  with  respect  to  divi¬ 
dends  shall  be  reduced  to  such  rate  (not  less 
than  5  per  centum)  as  may  be  provided  by 
treaty  with  such  country. 

(2)  Cross  reference.  For  inclusion  In 
computation  of  tax  of  amount  specified  in 
shareholder’s  consent,  see  section  28. 

(b)  Resident  corporations.  A  foreign 
corporation  engaged  In  trade  or  business 
within  the  United  States  shall  be  taxable  as 
provided  in  section  13  and  section  15. 

(c)  Gross  income.  In  the  case  of  a  for¬ 
eign  corporation  gross  Income  includes  only 
the  gross  income  from  sources  within  the 
United  States. 

(d)  Exclusions.  The  following  items 
Bhall  not  be  Included  in  gross  Income  of  a 
foreign  corporation  and  shall  be  exempt  from 
taxation  under  this  chapter: 

(1)  Ships  under  foreign  flag.  Earnings 
derived  from  the  operation  of  a  ship  or  ships 
documented  under  the  laws  of  a  foreign 
country  which  grants  an  equivalent  exemp¬ 
tion  to  citizens  of  the  United  States  and  to 
corporations  organized  in  the  United  States; 

(2)  Aircraft  of  foreign  registry.  Earn¬ 
ings  derived  from  the  operation  of  aircraft 
registered  under  the  laws  of  a  foreign  coun¬ 
try  which  grants  an  equivalent  exemption 
to  citizens  of  the  United  States  and  to  cor¬ 
porations  organized  in  the  United  States. 

[Sec.  231  as  amended  by  sec.  208,  Rev.  Act 
1939;  sec.  3  (c),  Rev.  Act  1940;  secs.  104  (d), 
106,  and  109  (a),  Rev.  Act  1941;  secs.  107  and 
160  (d)  and  (e).  Rev.  Act  1942;  sec.  1  (b). 
Pub.  Law  514  (80th  Cong.);  sec.  121  (g)  (5), 
Rev.  Act  1950] 

5  39.231-1  Taxation  of  foreign  cor¬ 
porations — (a)  General.  For  the  pur¬ 
poses  of  this  section  and  §§  39.231-2, 
39.232-1,  39.235-1,  39.235-2,  and  39.236-1, 
foreign  corporations  are  divided  into 
two  classes:  (1)  Foreign  corporations 
not  engaged  in  trade  or  business  within 
the  United  States  at  any  time  within 
the  taxable  year,  referred  to  in  the  regu¬ 
lations  as  nonresident  foreign  corpora¬ 
tions  (see  §  39.3797-8);  and  (2)  foreign 
corporations  which  at  any  time  within 
the  taxable  year  are  engaged  in  trade 
or  business  within  the  United  States, 
referred  to  in  the  regulations  as  resident 
foreign  corporations  (see  §  39.3797-8). 

(b)  Nonresident  foreign  corporations. 

(1)  A  nonresident  foreign  corporation 
is  liable  to  the  tax  upon  the  amount  re¬ 
ceived  from  sources  within  the  United 
States,  determined  under  the  provisions 
of  section  119,  which  is  fixed  or  deter¬ 
minable  annual  or  periodical  gains, 
profits,  and  income.  For  the  purposes 
of  section  231  (a),  the  term  “amount  re¬ 
ceived”  means  “gross  income.”  Specific 
items  of  fixed  or  determinable  annual 
or  periodical  income  are  enumerated  in 
the  Internal  Revenue  Code  as  interest 
(except  interest  on  deposits  with  persons 
carrying  on  the  banking  business),  divi- 
dents,  rents,  salaries,  wages,  premiums, 
annuities,  compensations,  renumera¬ 
tions,  emoluments,  but  other  fixed  or 
determinable  annual  or  periodical  gains. 
Profits,  and  income  are  also  subject  to 
the  tax,  as,  for  instance,  royalties.  As 
to  the  definition  of  fixed  or  determinable 
annual  or  periodical  income,  see 
5  39.143-2. 


(2)  The  fixed  or  determinable  annual 
or  periodical  income  from  sources  within 
the  United  States,  including  royalties, 
of  a  nonresident  foreign  corporation  is 
taxable  at  the  rate  of  30  percent.  In 
the  case  of  dividends  received  by  a  non¬ 
resident  foreign  corporation,  the  rate 
shall  be  reduced  to  such  rate  as  may  be 
provided  by  treaty  with  any  country. 

(c)  Resident  foreign  corporations.  (1) 
A  resident  foreign  corporation  is  not 
taxable  upon  the  items  of  fixed  or  de¬ 
terminable  annual  or  periodical  income 
enumerated  in  section  231  (a)  at  the  rate 
specified  in  that  section.  A  resident 
foreign  corporation  is,  under  section  13, 
liable  to  a  tax  of  30  percent  (25  percent 
for  taxable  years  beginning  after  March 
31,  1954)  of  its  normal-tax  net  income. 
The  normal-tax  net  income  of  a  resident 
foreign  corporation  is  its  net  income  from 
sources  within  the  United  States  (gross 
income  from  sources  within  the  United 
States  minus  the  statutory  deductions 
provided  in  sections  23  and  232)  less  the 
credits  provided  in  section  26  (a)  and 
(b) . 

(2)  A  resident  foreign  corporation  is, 
under  section  15,  also  liable  to  a  tax  of 
22  percent  of  the  amount  of  its  corpora¬ 
tion  surtax  net  income  in  excess  of 
$25,000.  See,  however,  §  39.15-2,  as  to 
the  circumstances  under  which  the 
$25,000  exemption  from  surtax  for  cer¬ 
tain  taxable  years  may  be  disallowed  in 
whole  or  in  part.  The  corporation  sur¬ 
tax  net  income  of  a  resident  foreign  cor¬ 
poration  is  its  net  income  from  sources 
within  the  United  States  (gross  income 
from  sources  within  the  United  States 
minus  the  statutory  deductions  provided 
in  sections  23  and  232)  less  the  credit 
provided  in  section  26  (b),  which  credit 
is  limited  in  amount  to  85  percent  of  its 
adjusted  net  income  from  sources  within 
the  United  States  computed  without  re¬ 
gard  to  the  deduction  for  net  operating 
loss  provided  in  section  23  (s). 

(3)  For  taxable  years  beginning  be¬ 
fore  April  1,  1954,  and  ending  after 
March  31,  1954,  see  |  39.108-2. 

(d)  Meaning  of  terms  used.  As  used 
in  sections  119,  143, 144,  211,  and  231,  the 
phrase  “engaged  in  trade  or  business 
within  the  United  States”  includes  the 
performance  of  personal  services  within 
the  United  States  at  any  time  within 
the  taxable  year.  Such  phrase  does  not 
include  the  effecting  of  transactions  in 
the  United  States  in  stocks,  securities, 
or  commodities  (including  hedging 
transactions)  through  a  resident  broker, 
commission  agent,  or  custodian.  The 
term  “commodities,”  as  used  in  section 
211  <b),  means  only  goods  of  a  kind  cus¬ 
tomarily  dealt  in  on  an  organized  com¬ 
modity  exchange,  such  as  a  grain  futures 
or  a  cotton  futures  market,  and  does 
not  include  merchandise  in  the  ordinary 
channels  of  commerce. 

§  39.231-2  Gross  income  of  foreign 
corporations — (a)  In  general.  In  the 
case  of  a  foreign  corporation,  including 
a  life  insurance  company  not  carrying 
on  an  insurance  business  within  the 
United  States  and  holding  no  reserve 
funds  upon  business  transacted  within 
the  United  States  (see  section  201  (a) 
(3)),  an  insurance  company  other  than 


life  or  mutual  not  carrying  on  an  in¬ 
surance  business  within  the  United 
States  (see  section  204  (a)  (3)),  and  a 
mutual  insurance  company  other  than 
life  not  carrying  on  an  insurance  busi¬ 
ness  within  the  United  States  (see  sec¬ 
tion  207  (a)),  the  term  “gross  income” 
means  gross  income  from  sources 
within  the  United  States  as  defined  and 
described  in  section  119.  See  §§  39.119 
(a)-l  to  39.119(e)-4,  inclusive.  The 
items  of  gross  income  from  sources  with¬ 
out  the  United  States  and  therefore  net 
taxable  to  foreign  corporations  are  de¬ 
scribed  in  section  119  (c).  As  to  the 
definition  of  a  foreign  corporation,  see 
section  3797  (a)  (3)  and  (5).  As  to 
foreign  life  insurance  companies,  see 
§  39.201-2.  As  to  foreign  corporations 
formed  or  availed  of  to  avoid  surtax,  see 
§  39.102-4.  As  to  personal  holding 
companies  organized  under  the  laws  of 
foreign  countries,  see  §  39.505-1.  As  to 
foreign  personal  holding  companies,  see 
sections  331  to  340,  inclusive,  and 
§§  39.331-1  to  39.339-3,  inclusive. 

(b)  Nonresident  foreign  corporations. 
A  nonresident  foreign  corporation  is 
taxable  under  section  231  (a)  only  on 
fixed  or  determinable  annual  or  period¬ 
ical  gross  income  received  from  sources 
within  the  United  States.  Its  taxable 
income  dees  not  include  profits  derived 
from  the  effecting  of  transactions  in  the 
United  States  in  stocks,  securities,  or 
commodities  (including  hedging  trans¬ 
actions)  through  a  resident  broker, 
commission  agent,  or  custodian,  or  prof¬ 
its  derived  from  the  sale  within  the 
United  States  of  personal  property  cr 
real  property  located  therein. 

(c)  Resident  foreign  corporations.  (1) 
The  gross  income  from  sources  within 
the  United  States  of  a  resident  foreign 
corporation  is  not  limited  to  the  items 
of  fixed  or  determinable  annual  or  pe¬ 
riodical  income  referred  to  in  section  231 
(a),  but  includes  every  item  of  gross 
income  which  is  treated  as  income  from 
sources  within  the  United  States,  except 
those  items  which  are  specifically  exempt 
from  taxation  by  statute  or  treaty  or 
which  are  not  taxable  by  the  Federal 
Government  under  the  Constitution. 
See  sections  22  (b),  119,  and  231  (d). 

(2)  A  resident  foreign  corporation  is 
also  required  to  include  in  its  gross  in¬ 
come  capital  gains,  gains  from  hedging 
transactions,  and  profits  derived  from 
the  sale  within  the  United  States  of  per¬ 
sonal  property,  or  of  real  property  lo¬ 
cated  therein. 

(3)  A  foreign  corporation  W'hich  ef¬ 
fects  transactions  in  the  United  States 
in  stocks,  securities,  or  commodities  (in¬ 
cluding  hedging  transactions)  through 
a  resident  broker,  commission  agent,  or 
custodian  is  not  merely  by  reason  of  such 
transactions  considered  as  being  en¬ 
gaged  in  trade  or  business  within  the 
United  States  which  would  cause  it  to 
be  classed  as  a  resident  foreign  corpora¬ 
tion.  However,  a  foreign  corporation 
which  at  any  time  within  the  taxable 
year  is  otherwise  engaged  in  trade  or 
business  in  the  United  States,  being  a 
resident  foreign  corporation,  is  taxable 
upon  all  income  derived  from  sources 
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within  the  United  States,  including  the 
profits  realized  from  such  transactions. 

§  39.231-3  Exclusion  of  earnings  of 
foreign  ships  or  aircraft  from  gross  in¬ 
come — (a)  Nonresident  foreign  corpora¬ 
tions.  A  nonresident  foreign  corporation 
is  not  required  to  include  in  gross  income 
such  income  from  sources  within  the 
United  States  as  is  derived  from  the  op¬ 
eration  of  a  ship  or  ships  or  aircraft, 
whether  or  not  the  foreign  country  under 
the  laws  of  which  such  ships  are  docu¬ 
mented  or  aircraft  registered  meets  the 
equivalent  exemption  requirements  of 
the  statute. 

(b)  Resident  foreign  corporations.  A 
resident  foreign  corporation  may  exclude 
from  gross  income  under  section  231  (d) 
so  much  of  its  income  from  sources 
within  the  United  States  as  consists  of 
earnings  derived  from  the  operation  of 
•  a  ship  or  ships  documented  or  aircraft 
registered  under  the  laws  of  a  foreign 
country,  to  the  same  extent  as  provided 
in  §  39.212-2  with  respect  to  nonresident 
alien  individuals. 

§  39.232  Statutory  provisions ;  foreign 
corporations;  deductions. 

Sec.  232.  Deductions — (a)  In  general.  In 
the  case  of  a  foreign  corporation  the  deduc¬ 
tions  shall  be  allowed  only  if  and  to  the  ex¬ 
tent  that  they  are  connected  with  income 
from  sources  within  the  United  States;  and 
the  proper  apportionment  and  allocation  of 
the  deductions  with  respect  to  sources  within 
and  without  the  United  States  shall  be  deter¬ 
mined  as  provided  in  section  119,  under  the 
rules  and  regulations  prescribed  by  the  Com¬ 
missioner  with  the  approval  of  the  Secretary. 

(b)  Charitable,  and  so  forth,  contribu¬ 
tions.  The  so-called  “charitable  contribu¬ 
tion”  deduction  allowed  by  section  23  (q) 
shall  be  allowed  whether  or  not  connected 
with  income  from  sources  within  the  United 
States. 

5  39.232-1  Deductions  allowed  foreign 
corporations — (a)  Nonresident  foreign 
corporations.  A  nonresident  foreign  cor¬ 
poration  is  not  allowed  any  deductions 
from  gross  income  from  sources  within 
the  United  States,  the  tax  being  imposed 
upon  the  amount  of  gross  income  re¬ 
ceived.  See  §  39.231-1. 

(b)  Resident  foreign  corporations.  A 
resident  foreign  corporation  is  allowed 
the  same  deductions  from  its  gross  in¬ 
come  arising  from  sources  within  the 
United  States  as  are  allowed  a  domestic 
corporation  under  section  23  to  the  ex¬ 
tent  that  such  deductions  are  connected 
with  such  gross  income,  except  that  the 
so-called  charitable  contribution  deduc¬ 
tion  allowed  by  section  23  (q)  is  allowed 
whether  or  not  connected  with  income 
from  sources  within  the  United  States. 
The  proper  apportionment  and  alloca¬ 
tion  of  the  deductions  with  respect  to 
sources  within  and  without  the  United 
States  shall  be  determined  as  provided  in 
section  119.  As  to  foreign  life  insurance 
companies,  see  §  39.201-2.  As  to  foreign 
corporations  formed  or  availed  of  to 
avoid  surtax,  see  §  39.102-4.  As  to  per¬ 
sonal  holding  companies  organized  un¬ 
der  the  laws  of  foreign  countries,  see 
§  39.505-1.  As  to  foreign  personal  hold¬ 
ing  companies,  see  sections  331  to  340, 
inclusive,  and  §§  39.331-1  to  39.339-3, 
inclusive. 


RULES  AND  REGULATIONS 


§  39.233  Statutory  provisions;  foreign 
corporations;  allowance  of  deductions 
and  credits. 

Sec.  233.  Allowance  of  deductions  and  cred¬ 
its.  A  foreign  corporation  shall  receive  the 
benefit  of  the  deductions  and  credits  allowed 
to  it  in  this  chapter  only  by  filing  or  caus¬ 
ing  to  be  filed  with  the  collector  a  true  and 
accurate  return  of  its  total  Income  received 
from  all  sources  in  the  United  States,  in  the 
manner  prescribed  in  this  chapter;  including 
therein  all  the  information  which  the  Com¬ 
missioner  may  deem  necessary  for  the  cal¬ 
culation  of  such  deductions  and  credits. 

§  39.233-1  Allowance  of  deductions 
and  credits — (a)  Resident  foreign  corpo¬ 
rations.  The  benefit  of  the  deductions 
and  credits  allowed  a  resident  foreign 
corporation  can  be  had  only  by  filing  or 
causing  to  be  filed  with  the  district  di¬ 
rector  of  internal  revenue  a  true  and 
accurate  return  of  its  total  income  re¬ 
ceived  from  sources  within  the  United 
States.  Only  items  of  interest  and  divi¬ 
dends  included  in  gross  income  may  be 
credited  under  section  26  (a)  and  (b). 

(b)  Nonresident  foreign  corporations. 
Inasmuch  as  a  nonresident  foreign  cor¬ 
poration  is  taxable  under  section  231  (a) 
only  upon  fixed  or  determinable  annual 
or  periodical  gross  income  received  from 
sources  within  the  United  States,  such 
foreign  corporation  may  not  receive  the 
benefit  of  the  deductions  and  credits  by 
filing  a  return  of  income. 

§  39.234-235  Statutory  provisions; 
foreign  corporations;  credits  against 
tax;  returns. 

Sec.  234.  Credits  against  tax.  Foreign 
corporations  shall  not  be  allowed  the  credits 
against  the  tax  for  taxes  of  foreign  countries 
and  possessions  of  the  United  States  allowed 
by  section  131.  A  foreign  corporation  shall 
be  allowed  as  a  credit  against  its  tax  the 
amount  required  by  section  396  to  be  paid 
by  the  personal  service  corporation  of  which 
it  is  a  shareholder  with  respect  to  its  tax 
liability  under  Supplement  S. 

|  Sec.  234  as  amended  by  sec.  505,  Second 
Rev.  Act.  1940] 

Sec.  235.  Returns — (a)  Time  of  filing.  In 
the  case  of  a  foreign  corporation  not  having 
any  office  or  place  of  business  in  the  United 
States  the  return,  in  lieu  of  the  time  pre¬ 
scribed  in  section  53  (a)  (1),  shall  be  made 
on  or  before  the  fifteenth  day  of  the  sixth 
month  following  the  close  of  the  fiscal  year, 
or.  if  the  return  is  made  on  the  basis  of  the 
calendar  year  then  on  or  before  the  fifteenth 
day  of  June.  If  any  foreign  corporation 
has  no  office  or  place  of  business  in  the 
United  States  but  has  an  agent  in  the  United 
States,  the  return  shall  be  made  by  the  agent. 

(b)  Exemption  from  requirement.  Sub¬ 
ject  to  such  conditions,  limitations,  and  ex¬ 
ceptions  and  under  such  regulations  as  may 
be  prescribed  by  the  Commissioner,  with 
the  approval  of  the  Secretary,  corporations 
subject  to  the  tax  imposed  by  section  231 
(a)  may  be  exempted  from  the  requirement 
of  filing  returns  of  such  tax. 

§  39.235-1  Time  and  place  for  filing 
returns  of  foreign  corporations — (a) 
Nonresident  foreign  corporations.  The 
return  in  the  case  of  a  nonresident  for¬ 
eign  corporation  shall  be  made  on  or 
before  the  fifteenth  day  of  the  sixth  full 
calendar  month  following  the  close  of 
the  taxable  year.  In  the  case  of  any 
return  for  a  fractional  part  of  a  year 
the  Commissioner  may,  upon  a  showing 


by  the  taxpayer  of  unusual  circum¬ 
stances,  prescribe  a  later  time  for  the 
filing  of  the  return,  but  such  time  shall 
not  be  later  than  the  fifteenth  day 
of  the  eighteenth  full  calendar  month 
ending  after  the  beginning  of  the 
fractional  part  of  the  year.  If  a  non¬ 
resident  foreign  corporation  has  an 
agent  in  the  United  States,  the  return 
shall  be  made  by  the  agent.  The  return 
must  be  filed  with  the  District  Director 
of  Internal  Revenue,  Baltimore,  Mary¬ 
land.  See  section  53  (b)  (2).  For  failure 
to  make  and  file  a  return  within  the  time 
prescribed,  see  section  291.  For  cases  in 
which  no  return  is  required,  see  para¬ 
graph  (a)  of  §  39.235-2. 

(b)  Resident  foreign  corporations. 
The  return  in  the  case  of  a  resident  for¬ 
eign  corporation,  in  lieu  of  the  time  pre¬ 
scribed  in  section  235,  shall  be  made  on 
or  before  the  fifteenth  day  of  the  third 
month  following  the  close  of  the  fiscal 
year,  or  on  or  before  the  fifteenth  day  of 
March  if  on  the  basis  of  the  calendar 
year.  See  section  53  (a)  (1).  If  the 
return  is  for  a  fractional  part  of  a  year, 
it  shall  be  filed  at  the  time  prescribed  in 
§  39.53-1.  The  return  must  be  filed 
with  the  district  director  of  internal 
revenue  for  the  internal  revenue  district 
in  which  the  resident  foreign  corpora¬ 
tion  has  its  principal  place  of  business 
or  principal  office  or  agency  in  the  United 
States.  See  section  53  (b)  (2).  For 
failure  to  make  and  file  a  return  within 
the  time  prescribed,  see  section  291. 

§  39.235-2  Return  cf  income — (a) 
Nonresident  foreign  corporations.  If  the 
tax  liability  of  a  nonresident  foreign  cor¬ 
poration  is  fully  satisfied  at  the  source,  a 
return  of  income  is  not  required.  A  non¬ 
resident  foreign  corporation  shall  make 
or  have  made  a  return  on  Form  1120NB 
with  respect  to  that  portion  of  its  in¬ 
come  received  from  sources  within  the 
United  States  consisting  of  interest  on 
so-called  tax-free  covenant  bonds  on 
which  a  tax  of  only  2  percent  was  with¬ 
held  at  the  source,  and  with  respect  to 
any  other  fixed  or  determinable  annual 
or  periodical  income  upon  which  the  tax 
was  not  fully  satisfied  at  the  source,  in¬ 
cluding  dividends  received  from  a  foreign 
corporation  which  are  treated  as  income 
from  sources  within  the  United  States 
under  section  119  (a)  (2)  (B),  and  shall 
pay  the  balance  of  the  tax  shown  to  be 
due. 

(b)  Resident  foreign  corporations.  If 
a  foreign  corporation  at  any  time  within 
the  taxable  year  is  a  resident  corpora¬ 
tion,  it  shall  make  a  full  and  accurate 
return  on  Form  1120  of  its  income  re¬ 
ceived  from  sources  within  the  United 
States. 

(c)  Supplement  U  tax.  For  returns 
with  respect  to  the  tax  imposed  by  sec¬ 
tion  421  (a)  upon  Supplement  U  net  in¬ 
come,  see  §  39.421-3. 

§  39.236  Statutory  provisions;  foreign 
corporations;  payment  of  tax. 

Sec.  236.  Payment  of  tax — (a)  Time  of 
payment.  In  the  case  of  a  foreign  corpora¬ 
tion  not  having  any  office  or  place  of  business 
in  the  United  States  the  total  amount  of 
tax  imposed  by  this  chapter  shall  be  paid, 
in  lieu  of  the  time  prescribed  in  section  56 
(a),  on  the  fifteenth  day  of  June  following 
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Saturday,  September  26,  1953 

the  close  of  the  calendar  year,  or.  If  the 
return  should  be  made  on  the  basis  of  a  fiscal 
year,  then  on  the  fifteenth  day  of  the  sixth 
month  following  the  close  of  the  fiscal  year. 

(b)  Withholding  at  source.  For  withhold¬ 
ing  at  source  of  tax  on  income  of  foreign 
corporations,  see  section  144. 

§  39.236-1  Dates  on  which  tax  shall 
be  paid  by  foreign  corporations — (a) 
Nonresident  foreign  corporations.  In 
the  case  of  a  nonresident  foreign  cor¬ 
poration,  the  total  amount  of  tax  im¬ 
posed  by  chapter  1  shall  be  paid  on  or 
before  the  date  prescribed  by  section  235 
and  §  39.235-1  for  filing  of  the  return, 
without  regard  to  any  extension  of  time 
granted  for  the  filing  of  the  return  under 
authority  of  section  53.  As  to  payment 
of  the  tax  in  installments,  see  §  39.56-1. 

(b)  Resident  foreign  corporations. 
In  the  case  of  a  resident  foreign  cor¬ 
poration.  the  total  amount  of  tax  imposed 
by  chapter  1  shall  be  paid,  in  lieu  of  the 
time  prescribed  in  section  236  (a),  on 
the  fifteenth  day  of  March  following  the 
close  of  the  calendar  year,  or  if  the 
return  is  made  on  the  basis  of  a  fiscal 
year,  then  on  the  fifteenth  day  of  the 
third  month  following  the  close  of  the 
fiscal  year.  If  the  return  is  made  for 
a  fractional  part  of  a  year,  the  tax  shall 
be  paid  at  the  time  prescribed  in 
§  39.56-1.  As  to  payment  of  the  tax  in 
installments,  see  §  39.56-1. 

§  39  237— 238  Statutory  provisions; 
'  foreign  corporations;  insurance  com¬ 
panies;  certain  exempt  organizations. 

Sec.  237.  Foreign  insurance  companies. 
For  special  provisions  relating  to  foreign  in¬ 
surance  companies,  see  Supplement  G. 

Sfc.  238.  Foreign  educational,  charitable 
and  certain  other  exempt  organizations.  For 
special  provisions,  relating  to  foreign  educa¬ 
tional,  charitable  and  certain  other  exempt 
organizations,  see  section  421  (d). 

[Sec.  238  as  added  by  sec.  301  (c)  (6),  Rev. 
Act  1950] 

SUPPLEMENT  J — POSSESSIONS  OF  THE  UNITED 
STATES 

• 

§  39.251  fa>  Statutory  provisions :  in¬ 
come  from  sources  within  possessions 
of  the  United  States;  general  rule. 

Sec.  251.  Income  from  sources  urithin  pos¬ 
sessions  of  United  States — (a)  General  Rule. 
In  the  case  of  citizens  of  the  United  States 
or  domestic  corporations,  satisfying  the  fol¬ 
lowing  conditions,  gross  income  means  only 
gross  income  from  sources  within  the  United 
States— 

(1)  If  80  per  centum  or  more  of  the  gross 
income  of  such  citizen  or  domestic  corpo¬ 
ration  (computed  without  the  benefit  of  this 
section),  for  the  three-year  period  im¬ 
mediately  preceding  the  close  of  the  taxable 
year  (or  for  such  part  of  such  period  im¬ 
mediately  preceding  the  close  of  such  tax¬ 
able  year  as  may  be  applicable)  was  derived 
from  sources  within  a  possession  of  the 

|  United  States;  and 

(2)  If,  in  the  case  of  such  corporation,  50 

Per  centum  or  more  of  its  gross  income  (com¬ 
puted  without  the  benefit  of  this  section) 
for  such  period  or  such  part  thereof  was 
derived  from  the  active  conduct  of  a  trade 
or  business  w  ithin  a  possession  of  the  United 
8tates;  or  * 

(3)  If,  in  case  of  such  citizen,  50  per 
oontum  or  more  of  his  gross  income  (com¬ 
puted  without  the  benefit  of  this  section) 
for  such  period  or  such  part  thereof  was 
derived  from  the  active  conduct  of  a  trade 
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or  business  within  a  possession  of  the  United 
States  either  on  his  own  account  or  as  an 
employee  or  agent  of  another. 

§  39.251  (a)-l  Citizens  of  the  United 
States  and  domestic  corporations  deriv¬ 
ing  income  from  sources  within  a  pos¬ 
session  of  the  United  States,  (a)  In  the 
case  of  a  citizen  of  the  United  States  or 
a  domestic  corporation  satisfying  the  fol¬ 
lowing  conditions,  gross  income  means 
only  gross  income  from  sources  within 
the  United  States — 

(1)  If  80  percent  or  more  of  the  gross 
income  of  such  citizen  or  domestic  cor¬ 
poration  (computed  without  the  benefit 
of  section  251)  for  the  3-year  period  im¬ 
mediately  preceding  the  close  of  the  tax¬ 
able  year  (or  for  such  part  of  such  period 
immediately  preceding  the  close  of  such 
taxable  year  as  may  be  applicable)  was 
derived  from  sources  within  a  possession 
of  the  United  States,  and 

(2)  If  50  percent  or  more  of  the  gross 
income  of  such  citizen  or  domestic  cor¬ 
poration  (computed  without  the  benefit 
of  section  251)  for  such  period  or  such 
part  thereof  was  derived  from  the  active 
conduct  of  a  trade  or  business  within  a 
possession  of  the  United  States.  In  the 
case  of  a  citizen,  the  trade  or  business 
may  be  conducted  on  his  own  account  or 
as  an  employee  or  agent  of  another.  The 
salary  or  other  compensation  paid  by  the 
United  States  to  the  members  of  its  civil, 
military,  or  naval  personnel  for  services 
rendered  within  a  possession  of  the 
United  States  represents  income  derived 
from  the  active  conduct  of  a  trade  or 
business  within  a  possession  of  the  United 
States.  The  salary  or  other  compensa¬ 
tion  paid  for  services  preformed  by  a  citi¬ 
zen  of  the  United  States  as  an  employee 
of  the  United  States  or  any  agency  there¬ 
of  shall,  for  the  purposes  of  section  251 
and  this  section,  be  deemed  to  be  derived 
from  sources  within  the  United  States. 
Dividends  received  by  a  citizen  from  a 
corporation  whose  income  was  derived 
from  the  active  conduct  of  a  business 
within  a  possession  of  the  United  States, 
although  such  citizen  was  actively  en¬ 
gaged  in  the  management  of  such  corpo¬ 
ration.  does  not  represent  income  derived 
from  the  active  conduct  of  a  trade  or 
business  within  the  possession  of  the 
United  States,  either  on  the  taxpayer's 
own  account  or  as  an  employee  or  agent 
of  another. 

(b)  A  citizen  of  the  United  States  who 
on  account  of  the  nature  and  amount  of 
his  income  cannot  meet  the  80  percent 
and  the  50  percent  requirements  of  the 
Internal  Revenue  Code,  but  who  receives 
earned  income  from  sources  within  a  pos¬ 
session  of  the  United  States,  is  not  de¬ 
prived  of  the  benefits  of  the  provisions 
of  section  116  (a),  provided  that  (1)  he 
is  a  bona  fide  resident  of  a  foreign  coun¬ 
try  or  countries  during  the  entire  taxable 
year,  and  (2)  he  does  not  receive  his 
earned  income  from  the  United  States  or 
any  agency  thereof.  In  such  a  case  none 
of  the  provisions  of  section  251  is  appli¬ 
cable  in  determining  the  citizen’s  tax 
liability.  For  what  constitutes  earned 
income,  see  section  116  (a)  (3). 

(c)  In  the  case  of  a  husband  and  wife 
making  a  joint  return,  the  term  “gross 
income,”  as  used  in  this  section,  means 
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the  combined  gross  income  of  the 
spouses. 

(d)  For  a  determination  of  income 
from  sources  within  the  United  States, 
see  sections  119  and  251  (j).  A  citizen 
entitled  to  the  benefits  of  section  251  is 
required  to  file  with  his  individual  return 
Form  1040  the  schedule  on  Form  1040E. 
If  a  citizen  entitled  to  the  benefits  of 
section  251  has  no  income  from  sources 
within  the  United  States  or  does  not  re¬ 
ceive  within  the  United  States  any  in¬ 
come  whether  derived  from  sources 
within  or  without  the  United  States,  he 
is  not  required  to  file  a  return  or  the 
schedule  on  Form  1040E. 

(e)  This  section  may  be  illustrated  by 
the  following  example:  On  July  1,  1952, 
A,  who  is  a  citizen  of  the  United  States, 
went  to  a  possession  of  the  United  States 
and  established  a  business  there  which 
he  actively  conducted  during  the  re¬ 
mainder  of  that  year.  His  gross  income 
from  the  business  during  such  period  was 
$20,000.  In  addition,  he  made  a  profit  of 
$12,000  from  the  sale  during  the  latter 
part  of  1952  of  some  real  estate  located  in 
such  possession  and  not  connected  with 
his  trade  or  business.  In  the  first  six 
months  of  1952  he  also  derived  $8,000 
gross  income  from  rental  property  lo¬ 
cated  in  the  United  States.  He  derived 
a  like  amount  of  gross  income  from  such 
property  during  the  last  six  months  of 
1952.  Inasmuch  as  for  the  applicable 
part  (July  1,  1952,  to  December  31.  1952) 
of  the  3-year  period  immediately  pre¬ 
ceding  the  close  of  the  taxable  year  (the 
calendar  year  1952),  80  percent  of  A’s 
gross  income  ($32,000,  or  80  percent  of 
$40.000 )  was  derived  from  sources  within 
a  possession  of  the  United  States  and  as 
50  percent  or  more  of  his  gross  income 
($20,000,  or  50  percent  of  $40,000)  for 
such  part  of  the  3-year  period  was  de¬ 
rived  from  the  active  conduct  of  a  trade 
or  business  within  a  possession  of  the 
United  States,  he  is  required  to  report 
in  gross  income  in  his  return  for  1952 
only  the  gross  income  derived  by  him 
from  sources  within  the  United  States 
($16,000  from  the  rental  property  located 
in  the  United  States). 

§  39.251  (b)  Statutory  provisions; 

income  from  sources  within  possessions 
of  the  United  States;  amounts  received 
in  the  United  States. 

Sec.  251.  Income  from  sources  within  pos¬ 
sessions  of  United  States.  •  •  * 

(b)  Amounts  received  in  United  States. 
Notwithstanding  the  provisions  of  subsec¬ 
tion  (a)  there  shall  be  included  in  gross 
income  all  amounts  received  by  such  citizens 
or  corporations  within  the  United  States, 
whether  derived  from  sources  within  or 
without  the  United  States. 

§  39.251  (b)-l  Income  received  within 
the  United  States.  Notwithstanding 
the  provisions  of  section  251  (a),  there 
shall  be  included  in  the  gross  income  of 
citizens  and  domestic  corporations 
therein,  specified  all  amounts,  whether 
derived  from  sources  within  or  without 
the  United  States,  which  are  received  by 
such  citizens  or  corporations  within  the 
United  States.  From  the  amounts  so 
included  in  gross  income  there  shall  be 
deducted  only  the  expenses  properly  ap¬ 
portioned  or  allocated  thereto.  For  in- 
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stance,  if  in  the  example  set  forth  in 
paragraph  (e)  of  §  39.251  (a)-l,  the  tax¬ 
payer  during  the  latter  part  of  1952  re¬ 
turned  to  the  United  States  for  a  few 
weeks  and  while  there  received  the  pro¬ 
ceeds  resulting  from  the  sale  of  the  real 
estate  located  in  the  possession,  the 
profits  derived  from  such  transaction 
should  be  reported  in  gross  income. 
Such  receipt  in  the  United  States,  how¬ 
ever,  would  not  deprive  the  taxpayer  of 
the  benefits  of  section  251  with  respect 
to  other  items  of  gross  income  excluded 
by  that  section. 

§  39.251  (c)  Statutory  provisions ; 

income  from  sources  within  possessions 
of  the  United  States;  tax  of  corpora¬ 
tions. 

Sec.  251.  Income  from  sources  within  pos¬ 
sessions  of  United  States.  *  *  * 

(c)  Tax  in  case  of  corporations — (1)  Cor¬ 
poration  tax.  A  domestic  corporation  en¬ 
titled  to  the  benefits  of  this  section  shall  be 
subject  to  tax  under  section  13  or  section  14 
(b),  and  under  section  15. 

(2)  Cross  reference.  For  inclusion  in 
computation  of  tax  of  amount  specified  in 
shareholder’s  consent,  see  section  28. 

[Sec.  251  (c)  as  amended  by  sec.  207,  Rev. 
Act  1939;  sec.  104  (e),  Rev.  Act  1940 J 

§  39.251  (0-1  Tax  in  case  of  corpora¬ 
tions.  A  domestic  corporation  entitled 
to  the  benefits  of  section  251  is,  under 
section  251  (O  (1) ,  subject  to  the  normal 
tax  on  corporations  imposed  by  section 
13  and  the  surtax  on  corporations  im¬ 
posed  by  section  15. 

§  39.251  (d)  Statutory  provisions ;  in- 
come  from  sources  within  possessions  of 
the  United  States;  definition. 

Sec.  251.  Income  from  sources  within  pos¬ 
sessions  of  United  States.  *  *  * 

(d)  Definition.  As  used  in  this  section  the 
term  “possession  of  the  United  States”  does 
not  include  the  Virgin  Islands  of  the  United 
States,  and  such  term  when  used  with  re¬ 
spect  to  citizens  of  the  United  States  does 
not  include  Puerto  Rico. 

[Sec.  251  (d)  as  amended  by  sec.  221  (a). 
Rev.  Act  1950] 

§  39.251  (d)-l  Definitions,  (a)  As 
used  in  section  251  and  the  regulations 
thereunder,  the  term  “United  States’’  in¬ 
cludes  only  the  States,  the  Territories  of 
Alaska  and  Hawaii,  and  the  District  of 
Columbia. 

(b)  As  used  in  sections  251  and  252 
and  §§  39.251  <a>-l  and  39.252-1,  the 
term  “possession  of  the  United  States” 
includes  the  Panama  Canal  Zone,  Guam, 
American  Samoa,  Wake,  and  the  Midway 
Islands.  The  term  does  not  include  the 
Virgin  Islands,  nor  does  it  include  Puerto 
Rico  when  used  with  respect  to  citizens 
of  the  United  States. 

§  39.251  (e)  Statutory  provisions;  in¬ 
come  from  sources  within  possessions  of 
the  United  States;  deductions. 

Sec.  251.  Income  from  sources  within  pos¬ 
sessions  of  United  States.  •  *  • 

(e)  Deductions.  (1)  Citizens  ’  of  the 
United  States  entitled  to  the  benefits  of  this 
section  shall  have  the  same  deductions  as 
are  allowed  by  Supplement  H  in  the  case  of 
a  nonresident  alien  individual  engaged  in 
trade  or  business  within  the  United  States. 

(2)  Domestic  corporations  entitled  to  the 
benefits  of  this  section  shall  have  the  same 


deductions  as  are  allowed  by  Supplement  I 
in  the  case  of  a  foreign  corporation  engaged 
In  trade  or  business  within  the  United  States. 

[Sec.  251  (e)  as  amended  by  sec.  160  (d), 
Rev.  Act  1942] 

§  39.251  (e)-l  Deductions  allowed 

citizens  and  domestic  corporations  en¬ 
titled  to  the  benefits  of  section  251.  In 
the  case  of  a  citizen  entitled  to  the  bene¬ 
fits  of  section  251,  the  deductions  allowed 
by  section  23  (other  than  the  optional 
standard  deduction  for  individuals  al¬ 
lowed  by  section  23  (aa>)  are  allowed 
only  if  and  to  the  extent  that  they  are 
connected  with  income  from  sources 
within  the  United  States.  The  provi¬ 
sions  of  §  39.213-1  relating  to  the  allow’- 
ance  to  nonresident  alien  individuals  who 
at  any  time  within  the  taxable  year  were 
engaged  in  trade  or  business  within  the 
United  States,  of  the  deductions  pro¬ 
vided  in  section  23  (e)  (2)  and  (3)  for 
losses  not  connected  with  the  trade  or 
business  are  applicable  in  the  case  of 
citizens  entitled  to  the  benefits  of  sec¬ 
tion  251.  The  provisions  of  §  39.213-1 
pertaining  to  the  allowance  to  such  non¬ 
resident  alien  individuals  of  deductions 
for  contributions  provided  in  section  23 
(o>  are  also  applicable  in  the  case  of 
such  citizens.  Corporations  entitled  to 
the  benefits  of  section  251  are  allowed 
the  same  deductions  from  their  gross 
income  arising  from  sources  within  the 
United  States  as  are  allowed  to  domestic 
corporations  to  the  extent  that  such  de¬ 
ductions  are  connected  with  such  gross 
income,  except  that  the  so-called  chari¬ 
table  contribution  deduction  allowed  by 
section  23  (q)  is  allowed  whether  or  not 
connected  with  income  from  sources 
within  the  United  States.  The  proper 
apportionment  and  allocation  of  the  de¬ 
ductions  with  respect  to  sources  within 
and  without  the  United  States  shall  be 
determined  as  provided  in  section  119. 

§  39.251  (f)-(g)  Statutory  provi¬ 

sions;  income  from  sources  within  pos¬ 
sessions  of  the  United  States;  credits 
against  net  income;  allowance  of  deduc¬ 
tions  and  credits. 

Sec.  251.  Income  from  sources  within  pos¬ 
sessions  of  United  States.  •  •  * 

(f)  Credits  against  net  income.  A  citizen 
of  the  United  States  entitled  to  the  benefits 
of  this  section  shall  be  allowed  only  one 
exemption  under  section  25  (b). 

[Sec.  251  (f)  as  amended  by  sec.  6  (c),  Rev. 
Act  1940;  sec.  Ill  (c),  Rev.  Act  1941;  sec.  131 
(a)  (3),  Rev.  Act  1942;  sec.  10  (h),  Individual 
Income  Tax  Act  1944;  sec.  102  (b)  (9),  Rev. 
Act  1945[ 

(g)  Allowance  of  deductions  and  credits. 
Citizens  of  the  United  States  and  domestic 
corporations  entitled  to  the  benefits  of  this 
section  shall  receive  the  benefit  of  the  deduc¬ 
tions  and  credits  allowed  to  them  in  this 
chapter  only  by  filing  or  causing  to  be  filed 
with  the  collector  a  true  and  accurate  return 
of  their  total  income  received  from  all  sources 
in  the  United  States,  in  the  manner  pre¬ 
scribed  in  this  chapter;  Including  therein  all 
the  information  which  the  Commissioner 
may  deem  necessary  for  the  calculation  of 
such  deductions  and  credits. 

§  39.251  (g)-l  Allowance  of  deduc¬ 
tions  and  credits  to  citizens  and  domestic 
corporations  entitled  to  the  benefits  of 
section  251.  Unless  a  citizen  of  the 
United  States  or  a  domestic  corporation 


entitled  to  the  benefits  of  section  251 
shall  file  or  cause  to  be  filed  with  the 
district  director  of  internal  revenue  a 
true  and  accurate  return  of  total  income 
from  sources  within  the  United  States, 
the  tax  shall  be  collected  on  the  basis  of 
the  gross  income  (not  the  net  income) 
from  sources  within  the  United  States. 
Where  such  a  citizen  or  corporation  has 
various  sources  of  income  within  the 
United  States  so  that  the  total  income 
calls  for  the  assessment  of  a  tax,  and  a 
return  of  income  was  not  filed  by  or  on 
behalf  of  the  citizen  or  corporation,  the 
Commissioner  will  cause  a  return  of  in¬ 
come  to  be  made  and  include  therein  the 
income  of  such  citizen  or  corporation 
from  all  sources  concerning  which  he  has 
information,  and  will  assess  the  tax  and 
collect  it  from  one  or  more  of  the  sources 
of  income  of  such  citizen  or  corporation 
within  the  United  States  without  allow¬ 
ance  for  deductions  or  credits. 

§  39.251  (h>  — (j )  Statutory  provisions; 
income  from  sources  within  possessions 
of  the  United  States;  credits  against  tax; 
prisoners  of  war  and  internees;  em¬ 
ployees  of  the  United  States. 

Sec.  251.  Income  from  sources  within  pos¬ 
sessions  of  United  States.  *  *  • 

(h)  Credits  against  tax.  Persons  entitled 
to  the  benefits  of  this  section  shall  not  be  al¬ 
lowed  the  credits  against  the  tax  for  taxes 
of  foreign  countries  and  possessions  of  the 
United  States  allowed  by  section  131. 

(i)  Prisoners  of  war  and  internees.  In  the  • 
case  of  a  citizen  of  the  United  States  taken 
as  a  prisoner  of  war  while  serving  within  a 
possession  of  the  United  States  as  a  member 
of  the  military  or  naval  forces  of  the  United 
States,  and  in  the  case  of  a  citizen  interned 
by  the  enemy  while  serving  as  an  employee 
within  a  possession  of  the  United  States — 

( 1 )  If  such  citizen  was  confined  in  any 
place  not  within  a  possession  of  the  United 
States,  such  place  of  confinement  shall,  for 
the  purposes  of  this  section,  be  considered 
as  within  a  possession  of  the  United  States; 
and 

(2)  Any  compensation  received  within  the 
United  States  by  such  citizen  attributable  to 
the  period  of  time  during  which  such  citizen 
was  a  prisoner  of  war  or  interned  by  the 
enemy  shall,  for  the  purposes  of  subsection 
(b),  be  considered  as  compensation  received 
outside  the  United  States. 

| Sec.  251  (i)  as  added  by  Pub.  Law  310  (80th 
Cong.)  J 

(J)  Employees  of  United  States.  For  the 
purposes  of  this  section,  amounts  paid  for 
services  performed  by  a  citizen  of  the  United 
States  as  an  employee  of  the  United  States 
or  any  agency  thereof  shall  be  deemed  to  be 
derived  from  sources  within  the  United 
States. 

[Sec.,  251  (J)  as  added  by  sec.  220,  Rev.  Act 
1950[ 

§  39.252  Statutory  provisions;  taxa¬ 
tion  of  citizens  of  possessions  of  the 
United  States. 

Sec.  252.  Citizens  of  possessions  of  United 
States,  (a)  Any  individual  who  is  a  citizen 
of  any  possession  of  the  United  States  (but 
not  otherwise  a  citizen  of  the  United  States) 
and  who  is  not  a  resident  of  the  United 
States,  shall  be  subject  to  taxation  under  this 
chapter  only  as  to  income  derived  from 
sources  within  the  United  States,  and  in  such 
case  the  tax  shall  be  computed  and  paid  in 
the  same  manner  and  subject  to  the  same 
conditions  as  in  the  case  of  other  persons  who 
are  taxable  only  as  to  income  derived  from 
such  sources.  This  subsection  shall  have  no 
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application  in  the  case  of  a  citizen  of  Puerto 

Rico. 

(b)  Nothing  in  this  section  shall  be  con¬ 
strued  to  alter  or  amend  the  provisions  of 
the  Act  entitled  “An  Act  making  appropri¬ 
ations  for  the  naval  service  for  the  fiscal  year 
ending  June  30,  1922,  and  for  other  purposes”, 
approved  July  12,  1921,  c.  44,  42  Stat.  123 
(U.  S.  C.,  Title  48,  §  1397) ,  relating  to  the  im¬ 
position  of  income  taxes  in  the  Virgin  Islands 
oi  the  United  States. 

|Sec.  252  as  amended  by  sec.  221  (b).  Rev. 
Act  1950J 

§  39.252-1  Status  of  citizens  of  United 
States  possession,  (a)  (1)  A  citizen  of 
a  possession  of  the  United  States  (except 
the  Virgin  Islands  or  Puerto  Rico),  who 
is  not  otherwise  a  citizen  or  resident  of 
the  United  States,  including  only  the 
States,  the  Territories  of  Alaska  and 
Hawaii,  and  the  District  of  Columbia,  is 
treated  for  the  purpose  of  the  tax  as  if 
he  were  a  nonresident  alien  individual. 
See  sections  211  to  219,  inclusive.  For 
Federal  income  tax  purposes,  a  citizen 
of  a  possession  of  the  United  States  who 
is  not  otherwise  a  citizen  of  the  United 
States  is  a  citizen  of  a  possession  of  the 
United  States  who  has  not  become  a 
citizen  of  the  United  States  by  naturali¬ 
zation.  The  fixed  or  determinable  an¬ 
nual  or  periodical  income  from  sources 
within  the  United  States  of  a  citizen  of 
a  possession  of  the  United  States  who  is 
treated  as  if  he  were  a  nonresident  alien 
individual  is  subject  to  withholding. 
See  section  143. 

<2>  For  the  purpose  of  this  section 
citizens  of  the  possessions  of  the  United 
States  who  are  not  otherwise  citizens  of 
the  United  States  are  divided  into  two 
classes:  (i)  Citizens  of  possessions  of  the 
United  States  who  at  any  time  within  the 
taxable  year  are  not  engaged  in  trade  or 
business  within  the  United  States  and 
(ii)  citizens  of  possessions  of  the  United 
States  who  at  any  time  within  the  tax¬ 
able  year  are  engaged  in  trade  or  busi¬ 
ness  within  the  United  States.  The 
provisions  of  §§  39.211-7  to  39.219-1,  in¬ 
clusive,  applicable  to  nonresident  alien 
individuals  not  engaged  in  trade  or  busi¬ 
ness  within  the  United  States,  are 
applicable  to  the  citizens  of  possessions 
falling  within  the  first  class,  while  the 
provisions  of  such  sections  applicable  to 
nonresident  alien  individuals  who  at  any 
time  w  ithin  the  taxable  year  are  engaged 
in  trade  or  business  within  the  United 
States  are  applicable  to  citizens  of  pos¬ 
sessions  falling  within  the  second  class. 

<b)  The  provisions  of  section  252  (a) 
and  this  section  shall  have  no  application 
in  the  case  of  a  citizen  of  Puerto  Rico. 

(c)  The  act  of  July  12, 1921  (48  U.  S.  C. 
1397),  referred  to  in  section  252  (b), 
provides  that  income  tax  laws  then  or 
thereafter  in  force  in  the  United  States 
shall  apply  to  the  Virgin  Islands,  but 
that  the  taxes  shall  be  paid  into  the 
treasury  of  the  Virgin  Islands.  Accord¬ 
ingly,  persons  are  taxed  there  under  the 
income  tax  provisions  of  the  Internal 
Revenue  Code. 

SUPPLEMENT  K - CHINA  TRADE  ACT 

CORPORATIONS 

5  39.261  Statutory  provisions;  tax  of 
China  Trade  Act  corporations. 


Sftc.  261.  Taxation  in  general — (a)  Cor¬ 
poration  tax.  A  corporation  organized  under 
the  China  Trade  Act,  1922  (42  Stat.  849; 
U.  S.  C..  1934  ed.,  title  15,  ch.  4),  shall  be 
subject  to  tax  under  section  13  or  section 
14  (b),  and  under  section  15. 

(b)  Cross  reference.  For  inclusion  in  com¬ 
putation  of  tax  of  amount  specified  in  share¬ 
holder’s  consent,  see  section  28. 

[Sec.  261  as  amended  by  sec.  208,  Rev.  Act 
1939;  sec.  104  (f)  (1),  Rev.  Act  1941] 

§  39.261-1  Tax  on  China  Trade  Act 
corporations.  A  China  Trade  Act  cor¬ 
poration  is,  under  section  261  (a),  sub¬ 
ject  to  the  normal  tax  on  corporations 
imposed  by  section  13  and  the  surtax 
on  corporations  imposed  by  section  15. 

§  39.262  Statutory  provisions;  China 
Trade  Act  corporations ;  credit  against 
net  income. 

Sec.  262.  Credit  against  net  income — (a) 
Allowance  of  credit.  For  the  purpose  only 
of  the  taxes  imposed  by  sections  13,  14,  15, 
and  600  of  this  title  and  section  106  of  the 
Revenue  Act  of  1935  there  shall  be  allowed, 
in  the  case  of  a  corporation  organized  under 
the  China  Trade  Act,  1922,  in  addition  to 
the  credits  against  net  income  otherwise 
allowed  such  corporation,  a  credit  against 
the  net  income  of  an  amount  equal  to  the 
proportion  of  the  net  income  derived  from 
sources  within  China  (determined  in  a 
similar  manner  to  that  provided  in  section 
119»  which  the  par  value  of  the  shares  of 
stock  of  the  corporation  owned  on  the  last 
day  of  the  taxable  year  by  (1)  persons  resi¬ 
dent  in  China,  the  United  States,  or  posses¬ 
sions  of  the  United  States,  and  (2)  individual 
citizens  of  the  United  States  or  China  wher¬ 
ever  resident,  bears  to  the  par  value  of  the 
whole  number  of  shares  of  stock  of  the 
corporation  outstanding  on  such  date:  Pro¬ 
vided,  That  in  no  case  shall  the  diminution, 
by  reason  of  such  credit,  of  the  tax  imposed 
by  such  section  13,  14,  or  15  (computed  with¬ 
out  regard  to  this  section)  exceed  the  amount 
of  the  special  dividend  certified  under  sub¬ 
section  (b)  of  this  section;  and  in  no  case 
shall  the  diminution,  by  reason  of  such 
credit,  of  the  tax  imposed  by  such  section 
106  or  600  (computed  without  regard  to  this 
section)  exceed  the  amount  by  which  such 
special  dividend  exceeds  the  diminution  per¬ 
mitted  by  this  section  in  the  tax  imposed 
by  such  section  13,  14,  or  15. 

(b)  Special  dividend.  Such  credit  shall 
not  be  allowed  unless  the  Secretary  of  Com¬ 
merce  has  certified  to  the  Commissioner — 

(1)  The  amount  which,  during  the  year 
ending  on  the  date  fixed  by  law  for  filing 
the  return,  the  corporation  has  distributed 
as  a  special  dividend  to  or  for  the  benefit 
of  such  persons  as  on  the  last  day  of  the 
taxable  year  were  resident  in  China,  the 
United  States,  or  possessions  of  the  United 
States,  or  were  individual  citizens  of  the 
United  States  or  China,  and  owned  shares  of 
stock  of  the  corporation; 

(2)  That  such  special  dividend  was  in  addi¬ 
tion  to  all  other  amounts,  payable  or  to  be 
payable  to  such  persons  or  for  their  benefit, 
by  reason  of  their  interest  in  the  corporation; 
and 

(3)  That  such  distribution  has  been  made 
to  or  for  the  benefit  of  such  persons  in  pro¬ 
portion  to  the  par  value  of  the  shares  of  stock 
of  the  corporation  owned  by  each;  except 
that  if  the  corporation  has  more  than  one 
class  of  stock,  the  certificates  shall  contain 
a  statement  that  the  articles  of  incorpora¬ 
tion  provide  a  method  for  the  apportionment 
of  such  special  dividend  among  such  per¬ 
sons,  and  that  the  amount  certified  has  been 
distributed  in  accordance  with  the  methods 
so  provided. 

(c)  Ownership  of  stock.  For  the  purposes 
of  this  section  shares  of  stock  of  a  corpora¬ 


tion  shall  be  considered  to  be  owned  by  the 
person  in  whom  the  equitable  right  to  the 
income  from  such  shares  is  In  good  faith 
vested. 

(d)  Definition  of  China.  As  used  in  this 
section  the  term  “China”  shall  have  the  same 
meaning  as  when  used  in  the  China  Trade 
Act,  1922. 

[Sec.  262  as  amended  by  sec.  210  (c).  Rev. 
Act  1939;  sec.  104  (f)  (2),  Rev.  Act  1941) 

§  39.262-1  Income  and  deductions  of 
China  Trade  Act  corporations.  The 
items  of  gross  income  to  be  included  in 
the  return  of  a  China  Trade  Act  corpora¬ 
tion  and  the  deductions  allowable  are 
the  same  as  in  the  case  of  other  domestic 
corporations. 

§  39.262-2  Credits  allowed  China 
Trade  Act  corporations,  (a)  In  addition 
to  the  credits  allowed  under  section  23 
(a)  and  (b>,  a  China  Trade  Act  cor¬ 
poration  is,  under  certain  conditions, 
allowed  an  additional  credit  for  the  pur¬ 
pose  of  computing  the  taxes  imposed  by 
sections  13  and  15.  This  credit  is  an 
amount  equal  to  the  proportion  of  the 
net  income  derived  from  sources  within 
China  (determined  in  a  similar  manner 
to  that  provided  in  section  119)  which 
the  par  value  of  the  shares  of  stock  of 
the  corporation,  owned  on  the  last  day  of 
the  taxable  year  by  (1)  persons  resident 
in  China,  the  United  States,  or  posses¬ 
sions  of  the  United  States,  and  (2)  in¬ 
dividual  citizens  of  the  United  States  or 
China  wherever  resident,  bears  to  the 
par  value  of  the  whole  number  of  shares 
of  stock  of  the  corporation  outstanding 
on  that  date.  The  decrease  in  the  tax 
imposed  by  sections  13  and  15  by  reason 
of  such  credit  must  not,  however,  exceed 
the  amount  of  the  special  dividend  re¬ 
ferred  to  in  section  262  (b),  and  is  not 
allowable  unless  the  special  dividend  has 
been  certified  to  the  Commissioner  by 
the  Secretary  of  Commerce.  A  China 
Trade  Act  corporation  is  not  entitled  to 
the  credit  for  taxes  paid  to  foreign 
countries  and  possessions  of  the  United 
States  allowed  to  domestic  corporations 
under  the  provisions  of  section  131. 

(b)  The  application  of  this  section 
may  be  illustrated  by  the  following 
example: 

Example.  (1)  The  A  Company,  a  China 
Trade  Act  corporation,  has  a  net  income  for 
the  calendar  year  1952  of  $200,000  and  re¬ 
ceives  no  dividends  from  domestic  corpora¬ 
tions.  All  of  its  stock  on  December  31,  1952, 
is  owned  on  that  date  by  persons  resident 
In  China,  the  United  States,  or  possessions 
of  the  United  States,  or  individual  citizens 
of  the  United  States  or  China.  It  distributes 
a  special  dividend  amounting  to  $100,000  on 
February  15,  1953,  which  is  certified  by  the 
Secretary  of  Commerce  as  provided  in  sec¬ 
tion  262  (b).  For  the  purpose  of  the  tax 
imposed  by  sections  13  and  15,  it  is  necessary 
in  this  example  to  make  two  computations, 
first,  without  allowing  the  special  credit 
against  net  income  on  account  of  Income 
derived  from  sources  within  China,  and, 
second,  allowing  such  credit.  The  compu¬ 
tations  are  as  follows: 

(2)  First  computation;  vnthout  allowing 
the  special  credit  against  net  income. 


Net  income  subject  to  tax _ $200,  000 

Normal-tax  net  income _  200,  000 

Normal  tax  (section  13) _  60,000 

Surtax  net  Income _  200,  000 

Surtax  (section  15) _ _  38,500 

Total  income  tax _ _  98,  600 
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(3)  Second  computation;  allowing  special 

credit  against  net  income. 

Net  income _ $200,  000 

Since  the  total  net  income  is  de¬ 
rived  from  sources  within  China 
and  since  the  par  value  of  the 
shares  of  stock  of  the  corpora¬ 
tion  owned  on  the  last  day  of 
the  taxable  year  by  (1)  persons 
resident  in  China,  the  United 
States,  or  possessions  of  the 
United  States,  and  (2)  individual 
citizens  of  the  United  States  or 
China  wherever  resident,  is  100  , 

percent  of  the  par  value  of  the 
total  number  of  snares  of  stock 
of  the  corporation  outstanding 
on  that  day,  100  percent  of  the 
net  income  from  sources  within 
China  is  deductible  as  a  special 
credit  against  net  income. 


Special  credit  against  net  income..  200,000 


Amount  of  income  subject  to 
tax  under  sections  13 
and  15 _  None 


(4)  Since  the  special  dividend  ($100,000) 
exceeds  the  diminution  of  the  tax  ($93,500) 
on  account  of  the  allowance  of  the  special 
credit  against  net  income,  the  entire  amount 
of  the  special  credit  is  allowable  and  the 
corporation  has  no  income  tax  liability  for 
1952. 

§  39.262-3  Meaning  of  terms  used  in 
connection  ivith  China  Trade  Act  cor¬ 
porations.  (a)  A  China  Trade  Act  cor¬ 
poration  is  one  organized  under  the  pro¬ 
visions  of  the  China  Trade  Act,  1922 
(15  U.  S.  C.,  c.  4). 

(b)  The  term  “China”  means  (1) 
China,  including  Manchuria,  Tibet, 
Mongolia,  and  any  territory  leased  by 
China  to  any  foreign  government,  <2) 
the  Crown  Colony  of  Hong  Kong,  and 
(3)  the  Province  of  Macao. 

(c)  The  term  “special  dividend’’  means 
the  amount  which,  during  the  year  end¬ 
ing  on  the  date  fixed  by  law'  for  the  filing 
of  the  corporation’s  return,  is  distributed 
as  a  dividend  to  or  for  the  benefit  of  such 
persons  as  on  the  last  day  of  the  taxable 
year  wrere  resident  in  China,  the  United 
States,  or  possessions  of  the  United 
States,  or  were  individual  citizens  of  the 
United  States  or  China,  and  owned  shares 
of  stock  of  the  corporation.  The  time 
fixed  by  law  for  filing  the  return  includes 
the  period  of  any  extension  of  time 
granted  under  rules  and  regulations  pre¬ 
scribed  by  the  Commissioner  with  the 
approval  of  the  Secretary.  Such  special 
dividend  does  not  include  any  other 
amounts  payable  or  to  be  payable  to 
such  persons  or  for  their  benefit  by 
rea  on  of  their  interest  in  the  corpora¬ 
tion  and  must  be  made  in  proportion  to 
the  par  value  of  the  shares  of  stock  of 
the  corporation  owned  by  each. 

(d>  For  the  purposes  of  section  262, 
the  shares  of  stock  of  a  China  Trade  Act 
corporation  are  considered  to  be  owned 
by  the  person  in  whom  the  equitable 
right  to  the  income  from  such  shares  is 
in  good  faith  vested. 

<e)  “Net  income  derived  from  sources 
within  China’’  is  the  sum  of  the  net  in¬ 
come  from  sources  wholly  within  China 
and  that  portion  of  the  net  income  from 
sources  partly  within  and  partly  without 
China  which  may  be  allocated  to  sources 
within  China.  The  method  of  computing 


this  income  Is  similar  to  that  described 
in  section  119. 

§  39.262-4  Withholding  by  a  China 
Trade  Act  corporation.  Dividends  dis¬ 
tributed  by  a  China  Trade  Act  corpora¬ 
tion  which  are  treated  as  income  from 
sources  within  the  United  States  under 
the  provisions  of  section  119  are  sub¬ 
ject  to  withholding  at  the  rate  of  30  per¬ 
cent  when  paid  to  persons  (other  than 
residents  of  China)  who  are  (a)  non¬ 
resident  aliens,  (b)  nonresident  partner¬ 
ships  composed  in  whole  or  in  part  of 
nonresident  aliens,  or  (c)  nonresident 
foreign  corporations.  The  30  percent 
rate  of  withholding  specified  in  this  sec¬ 
tion  with  respect  to  dividends  shall  be 
reduced  to  such  rate  as  may  be  provided 
by  treaty  with  any  country. 

§  39.263 — 265  Statutory  provisions; 
China  Trade  Act  corporations;  credits 
against  tax;  affiliation;  income  of  share¬ 
holders. 

Sec.  263.  Credits  against  the  tax.  A  cor¬ 
poration  organized  under  the  China  Trade 
Act,  1922,  shall  not  be  allrwed  the  credits 
against  the  tax  for  taxes  of  foreign  countries 
and  possessions  of  the  United  States  allowed 
by  section  131. 

Sec.  264,  Affiliation.  •  •  •  [Repealed  by 
sec.  159  (e).  Rev.  Act  1942.) 

Sec.  265.  Income  of  shareholders.  For  ex¬ 
clusion  of  dividends  from  gross  income,  see 
section  116. 

SUPPLEMENT  L — ASSESSMENT  AND  COLLEC¬ 
TION  OF  DEFICIENCIES 

§  39  271  Statutory  provisions;  assess¬ 
ment  and  collection  of  deficiencies; 
definition  of  deficiency. 

Sec.  271.  Definition  of  deficiency — (a)  In 
general.  As  used  in  this  chapter  in  respect 
of  a  tax  imposed  by  this  chapter,  “deficiency’’ 
means  the  amount  by  which  the  tax  imposed 
by  this  chapter  exceeds  the  excess  of — 

(1)  The  sum  of  (A)  the  amount  shown 
as  the  tax  by  the  taxpayer  upon  his  return, 
if  a  return  was  made  by  the  taxpayer  and 
an  amount  was  shown  as  the  tax  by  the  tax¬ 
payer  thereon,  plus  (B)  the  amounts  pre¬ 
viously  assessed  (or  collected  without 
assessment)  as  a  deficiency,  over — 

(2)  The  amount  of  rebates,  as  defined 
in  subsection  (b)  (2),  made. 

(b)  Rules  for  application  of  subsection 
(a).  For  the  purposes  of  this  section — 

( 1 )  The  tax  imposed  by  this  chapter  and 
the  tax  shown  on  the  return  shall  both  be 
determined  without  regard  to  payments  on 
account  of  estimated  tax,  without  regard 
to  the  credit  under  section  35,  and  without 
regard  to  so  much  of  the  credit  under  section 
32  as  exceeds  2  per  centum  of  the  interest 
on  obligations  described  in  section  143  (a); 

(2)  The  term  ‘'rebate”  means  so  much  of 
an  abatement,  credit,  refund,  or  other  repay¬ 
ment,  as  was  made  on  the  ground  that  the 
tax  imposed  by  this  chapter  was  less  than 
the  excess  of  the  amount  specified  in  subsec¬ 
tion  (a)  (1)  over  the  amount  of  rebates 
previously  made;  and 

(3)  The  computation  by  the  collector,  pur¬ 
suant  to  section  51  (f),  of  the  tax  imposed 
by  this  chapter  shall  be  considered  as  having 
been  made  by  the  taxpayer  and  the  tax  so 
computed  considered  as  shown  by  the  tax¬ 
payer  upon  his  return. 

[Sec.  271  as  amended  by  sec.  14  (a). 

Individual  Income  Tax  Act  1944) 

§  39.271-1  Deficiency  defined.  (a) 
The  term  “deficiency”  means  the  excess 
of  the  tax  imposed  by  chapter  1  over 


the  sum  of  the  amount  shown  as  the  tax 
by  the  taxpayer  upon  his  return  and  the 
amounts  previously  assessed  (or  col¬ 
lected  without  assessment)  as  a  defi¬ 
ciency;  but  such  sum  shall  first  be  re¬ 
duced  by  the  amount  of  rebates  made. 
If  no  return  is  made,  or  if  the  return 
(except  a  return  on  Form  1040A  pur¬ 
suant  to  section  51  (f))  does  not  show 
any  tax,  for  the  purposes  of  the  defini¬ 
tion  “the  amount  shown  as  the  tax  by 
the  taxpayer  upon  his  return”  shall  be 
considered  as  zero.  Accordingly,  in  any 
such  case,  if  no  deficiencies  have  been 
assessed,  or  collected  without  assess¬ 
ment,  and  no  rebates  have  been  made, 
the  deficiency  is  the  amount  of  the  tax 
imposed  by  chapter  1.  Additional  tax 
shown  on  an  “amended  return,”  so- 
called,  filed  after  the  due  date  of  the 
return  for  the  taxable  year,  is  a  defi¬ 
ciency  within  the  meaning  of  the  In¬ 
ternal  Revenue  Code. 

(b)  For  the  purposes  of  the  definition, 
the  tax  imposed  by  chapter  1  and  the 
tax  shown  on  the  return  shall  both  be 
determined  without  regard  to  the  credit 
provided  in  section  35  for  tax  withheld 
at  the  source,  and  without  regard  to  so 
much  of  the  credit  provided  in  section 
32  for  taxes  withheld  at  the  source  as 
exceeds  2  percent  of  the  interest  on  bonds 
containing  a  tax-free  covenant.  Pay¬ 
ments  on  account  of  estimated  tax,  like 
other  payments  of  tax  by  the  taxpayer, 
shall  likewise  be  disregarded  in  the  de¬ 
termination  of  a  deficiency. 

(c)  The  computation  by  the  district 
director  of  internal  revenue,  pursuant  to 
section  51  (f>,  of  the  tax  imposed  by 
chapter  1  shall  be  considered  as  having 
been  made  by  the  taxpayer  and  the  tax 
so  computed  shall  be  considered  as  the 
tax  shown  by  the  taxpayer  upon  his 
return. 

(d)  If  so  much  of  the  credits  claimed 
on  the  return  for  taxes  withheld  at  the 
source  as  exceeds  2  percent  of  the  inter¬ 
est  on  tax-free  covenant  bonds  is  greater 
than  the  amount  of  such  credits  allow¬ 
able,  the  unpaid  portion  of  the  tax  attrib¬ 
utable  to  such  difference  will  be  collected 
not  as  a  deficiency  but  as  an  underpay¬ 
ment  of  the  tax  shown  on  the  return. 

(e)  This  section  may  be  illustrated  by 
the  following  examples: 

Example  (I).  The  amount  of  tax  shown 
by  the  taxpayer  upon  his  return  for  the 
calendar  year  1952  was  $1,500.  The  taxpayer 
had  no  amounts  previously  assessed  (or  col¬ 
lected  without  assessment)  as  a  deficiency. 
He  claimed  a  credit  in  the  amount  of  $2,000 
for  tax  withheld  at  source  on  wages  under 
section  1622,  and  a  refund  of  $520  (not  a 
rebate  under  section  271 )  was  made  to  him 
as  an  overpayment  of  tax  for  the  taxable 
year.  It  is  later  determined  that  the  correct 
tax  for  the  taxable  year  is  $1,750.  A  defi¬ 
ciency  of  $250  is  determined  as  follows: 


Tax  imposed  by  chapter  1 _ $1,750 

Tax  shown  on  return _ $1,500 

Tax  previously  assessed  (or 
collected  without  assess¬ 
ment)  as  a  deficiency None 


Total  . . . .  1.500 

Amount  of  rebates  made _  None 


Balance _  1.500 


Deficiency 


Saturday,  September  26,  1953 
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Example  (2).  The  taxpayer  made  a  return 
for  the  calendar  year  1952  showing  a  tax  of 
$1,250  before  any  credits  for  tax  withheld 
at  the  source.  He  claimed  a  credit  In  the 
amount  of  $800  for  tax  withheld  at  source 
on  wages  under  section  1622  and  $60  for  tax 
paid  at  source  under  section  143  upon  In¬ 
terest  on  bonds  containing  a  tax-free  cove¬ 
nant.  The  taxpayer  had  no  amounts  previ¬ 
ously  assessed  (or  collected  without 
assessment)  as  a  deficiency.  The  Commis¬ 
sioner  determines  that  the  2  percent  tax  paid 
at  the  source  on  tax-free  covenant  bonds  Is 
$40  instead  of  $60  as  claimed  by  the  taxpayer 
and  that  the  tax  Imposed  by  chapter  1  is 
$1,360  (total  tax  $1,400  less  $40  tax  paid  at 
source  on  tax-free  covenant  bonds).  A  de¬ 
ficiency  In  the  amount  of  $170  is  determined 
as  follows: 


Tax  imposed  by  chapter  1 

($1,400  minus  $40) _ $1,360 

Tax  shown  on  return  ($1,250 

minus  $60) _ $1,190 

Tax  previously  assessed  (or 
collected  without  assess¬ 
ment)  as  a  deficiency _  None 

Total . .  1. 190 

Amount  of  rebates  made _  None 

Balance _  1, 190 

Deficiency _ -  170 


Example  (3).  For  the  calendar  year  1952, 
the  taxpayer,  a  nonresident  alien  individual 
not  engaged  in  trade  or  business  within  the 
United  States,  received  gross  Income  from 
sources  within  the  United  States  consisting 
of  dividends,  and  interest  on  bonds  contain¬ 
ing  a  tax-free  covenant  under  which  the  tax 
liability  assumed  by  the  obligor  does  not 
exceed  2  percent  of  the  interest.  The  tax¬ 
payer  made  a  return  showing  a  tax  of  $7,860 
before  any  credits  for  tax  withheld  at  the 
source.  He  claimed  a  credit  of  $6,000  under 
section  32  for  tax  withheld  at  the  source 
under  section  143  of  which  amount  $5,600 
was  represented  as  tax  withheld,  and  $400 
was  represented  as  the  tax  at  2  percent  paid 
by  the  obligor  on  interest  on  tax-free  cove¬ 
nant  bonds  described  in  section  143  (a) .  The 
Commissioner  determines  that  the  2  percent 
tax  paid  by  the  obligor  on  interest  on  tax-free 
covenant  bonds  amounts  to  $200  instead  of 
$400  as  claimed  by  the  taxpayer,  and  that  the 
tax  imposed  by  chapter  1  is  $11,320  (total  tax 
$11,520  less  $200  tax  paid  by  obligor  on  inter¬ 
est  on  tax-free  covenant  bonds).  The  Com¬ 
missioner  also  determines  that  the  tax  with¬ 
held  at  the  source  amounts  to  $7,750  in 
addition  to  the  $200  paid  by" the  obligor  of  the 
bonds.  A  deficiency  in  the  amount  of  $3,860 
is  determined  as  follows: 

Tax  imposed  by  chapter  1  ($11,520 


minus  $200) _ __  $11,320 

Tax  shown  on  return  ($7,860 

minus  $400) _ $7,460 

Tax  previously  assessed  (or 
collected  without  assess¬ 
ment)  as  a  deficiency _  None 

Total _  7,  460 

Amount  of  rebates  made _  None 

Balance _ _  rjt  4(50 

Deficiency - -  3,  860 


(f)  As  used  in  section  271,  the  term 
rebate”  means  so  much  of  an  abate¬ 
ment,  credit,  refund,  or  other  repayment 
^  is  made  on  the  ground  that  the  tax 
imposed  by  chapter  1  is  less  than  the  ex¬ 
cess  of  (l)  the  amount  shown  as  the 
tax  by  the  taxpayer  upon  his  return 
increased  by  the  amount  previously  as¬ 
sessed  (or  collected  without  assessment) 


as  a  deficiency  over  (2)  the  amount  of 
rebates  previously  made.  For  example, 
assume  that  the  amount  of  the  tax  shown 
by  the  taxpayer  upon  his  return  for  the 
taxable  year  is  $600  and  the  amount 
claimed  as  a  credit  under  section »35  for 
tax  withheld  at  the  source  is  $900.  If 
the  Commissioner  determines  that  the 
tax  imposed  by  chapter  1  is  $600  and 
makes  a  refund  of  $300,  no  part  of  such 
refund  constitutes  a  “rebate”  since  the 
refund  is  not  made  on  the  ground  that 
the  tax  imposed  by  chapter  1  is  less  than 
the  tax  shown  on  the  return.  If,  how¬ 
ever,  the  Commissioner  determines  that 
the  tax  imposed  by  chapter  1  is  $500  and 
refunds  $400,  the  amount  of  $100  of  such 
refund  would  constitute  a  rebate  since 
it  is  made  on  the  ground  that  the  tax 
imposed  by  chapter  1  ($500)  is  less  than 
the  tax  shown  on  the  return  ($600). 
The  amount  of  such  rebate  ($100)  would 
be  taken  into  account  in  arriving  at  the 
amount  of  any  deficiency  subsequently 
determined. 

§  39.272  Statutory  provisions ;  assess¬ 
ment  arid  collection  of  deficiencies; 
procedure. 

Sec.  272.  Procedure  in  general — (a)  (1) 
Petition  to  Board  of  Tax  Appeals.  If  in  the 
case  of  any  taxpayer,  the  Commissioner  de¬ 
termines  that  there  is  a  deficiency  in  respect 
of  the  tax  imposed  by  this  chapter,  the 
Commissioner  is  authorized  to  send  notice  of 
such  deficiency  to  the  taxpayer  by  registered 
mail.  Within  ninety  days  after  such  notice 
is  mailed  (not  counting  Saturday,  Sunday, 
or  a  legal  holiday  in  the  District  of  Columbia 
as  the  ninetieth  day),  the  taxpayer  may  file 
a  petition  with  the  Board  of  Tax  Appeals  for 
a  redetermination  of  the  deficiency.  No 
assessment  of  a  deficiency  in  respect  of  the 
tax  imposed  by  this  chapter  and  no  distraint 
or  proceeding  in  court  for  its  collection  shall 
be  made,  begun,  or  prosecuted  until  such 
notice  has  been  mailed  to  the  taxpayer,  nor 
until  the  expiration  of  such  ninety-day 
period,  nor,  if  a  petition  has  been  filed  with 
the  Board,  until  the  decision  of  the  Board 
has  become  final.  Notwithstanding  the  pro¬ 
visions  of  section  3653  (a)  the  making  of 
such  assessment  or  the  beginning  of  such 
proceeding  or  distraint  during  the  time  such 
prohibition  is  in  force  may  be  enjoined  by 
a  proceeding  in  the  proper  court.  In  the 
case  of  a  Joint  return  filed  by  husband  and 
wife  such  notice  of  deficiency  may  be  a  single 
Joint  notice,  except  that  if  the  Commissioner 
has  been  notified  by  either  spouse  that 
separate  residences  have  been  established, 
then,  in  lieu  of  the  single  Joint  notice,  dupli¬ 
cate  originals  of  the  Joint  notice  must  be 
sent  by  registered  mail  to  each  spouse  at  his 
last  known  address.  If  the  notice  is  ad¬ 
dressed  to  a  person  outside  the  States  of  the 
Union  and  the  District  of  Columbia,  the 
period  specified  in  this  paragraph  shall  be 
one  hundred  and  fifty  days  in  lieu  of  ninety 
days. 

(2)  Cross  references.  For  exceptions  to  the 
restrictions  imposed  by  this  subsection,  see — 

Subsection  (d)  of  this  section,  relating  to 
waivers  by  the  taxpayer; 

Subsection  (f)  of  this  section,  relating  to 
notifications  of  mathematical  errors  appear¬ 
ing  upon  the  face  of  the  return; 

Section  273,  relating  to  Jeopardy  assess¬ 
ments; 

Section  274,  relating  to  bankruptcy  and 
receiverships;  and 

Section  1145,  relating  to  assessment  or 
collection  of  the  amount  of  the  deficiency 
determined  by  the  Board  pending  court 
review. 


(b)  Collection  of  deficiency  found  by 
Board.  If  the  taxpayer  files  a  petition  with 
the  Board,  the  entire  amount  redetermined 
as  the  deficiency  by  the  decision  of  the  Board 
which  has  become  final  shall  be  assessed  and 
shall  be  pa^i  upon  notice  and  demand  from 
the  collector.  No  part  of  the  amount  deter¬ 
mined  as  a  deficiency  by  the  Commissioner 
but  disallowed  as  such  by  the  decision  of  the 
Board  which  has  become  final  shall  be  as¬ 
sessed  or  be  collected  by  distraint  or  by  pro¬ 
ceeding  in  court  with  or  without  assessment. 

(c)  Failure  to  file  petition.  If  the  tax¬ 
payer  does  not  file  a  petition  with  the  Board 
within  the  time  prescribed  in  subsection  (a) 
of  this  section,  the  deficiency,  notice  of  which 
has  been  mailed  to  the  taxpayer,  shall  be 
assessed,  and  shall  be  paid  upon  notice  and 
demand  from  the  collector. 

(d)  Waiver  of  restrictions.  The  taxpayer 
shall  at  any  time  have  the  right,  by  a  signed 
notice  in  writing  filed  with  the  Commis¬ 
sioner,  to  waive  the  restrictions  provided  in 
subsection  (a)  of  this  section  on  the  assess¬ 
ment  and  collection  of  the  whole  or  any  part 
of  the  deficiency. 

(e)  Increase  of  deficiency  after  notice 
mailed.  The  Board  shall  have  Jurisdiction  to 
redetermine  the  correct  amount  of  the  de¬ 
ficiency  even  if  the  amount  so  redetermined 
is  greater  than  the  amount  of  the  deficiency, 
notice  of  which  has  been  mailed  to  the  tax¬ 
payer,  and  to  determine  whether  any  penalty, 
additional  amount  or  addition  to  the  tax 
should  be  assessed — if  claim  therefor  is  as¬ 
serted  by  the  Commissioner  at  or  before  the 
hearing  or  a  rehearing. 

(f)  Further  deficiency  letters  restricted. 
If  the  Commissioner  has  mailed  to  the  tax¬ 
payer  notice  of  a  deficiency  as  provided  in 
subsection  (a)  of  this  section,  and  the  tax¬ 
payer  files  a  petition  with  the  Board  within 
the  time  prescribed  in  such  subsection,  the 
Commissioner  shall  have  no  right  to  deter¬ 
mine  any  additional  deficiency  in  respect  of 
the  same  taxable  year,  except  in  the  case  of 
fraud,  and  except  as  provided  in  subsection 
(e)  of  this  section,  relating  to  assertion  of 
greater  deficiencies  before  the  Board,  or  in 
section  273  (c),  relating  to  the  making  of 
Jeopardy  assessments.  If  the  taxpayer  is 
notified  that,  on  account  of  a  mathematical 
error  appearing  upon  the  face  of  the  return, 
an  amount  of  tax  in  excess  of  that  shown 
upon  the  return  is  due,  and  that  an  assess¬ 
ment  of  the  tax  has  been  or  will  be  made  on 
the  basis  of  what  would  have  been  the  correct 
amount  of  tax  but  for  the  mathematical 
error,  such  notice  shall  not  be  considered  (for 
the  purposes  of  this  subsection,  or  of  sub¬ 
section  (a)  of  this  section,  prohibiting  assess¬ 
ment  and  collection  until  notice  of  deficiency 
has  been  mailed,  or  of  section  322  (c),  pro¬ 
hibiting  credits  or  refunds  after  petition  to 
the  Board  of  Tax  Appeals)  as  a  notice  of  a 
deficiency,  and  the  taxpayer  shall  have  no 
right  to  file  a  petition  with  the  Board  based 
on  such  notice,  nor  shall  such  assessment  or 
collection  be  prohibited  by  the  provisions  of 
subsection  (a)  of  this  section. 

(g)  Jurisdiction  over  other  taxable  years. 
The  Board  in  redetermining  a  deficiency  in 
respect  of  any  taxable  year  shall  consider 
such  facts  with  relation  to  the  taxes  for  other 
taxable  years  as  may  be  necessary  correctly 
to  redetermine  the  amount  of  such  deficiency, 
but  in  so  doing  shall  have  no  jurisdiction  to 
determine  whether  or  not  the  tax  for  any 
other  taxable  year  has  been  overpaid  or 
underpaid. 

(h)  Final  decisions  of  Board.  For  the 
purposes  of  this  chapter  the  date  on  which  a 
decision  of  the  Board  becomes  final  shall  be 
determined  according  to  the  provisions  of 
section  1140. 

(i)  Prorating  of  deficiency  to  install¬ 
ments.  If  the  taxpayer  has  elected  to  pay 
the  tax  in  installments  and  a  deficiency  has 
been  assessed,  the  deficiency  shall  be  pro¬ 
rated  to  the  four  installments.  Except  as 
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provided  in  section  273  (relating  to  Jeopardy 
assessments),  that  part  of  the  deficiency  so 
prorated  to  any  installment  the  date  for 
payment  of  which  has  not  arrived,  shall  be 
collected  at  the  same  time  as  and  as  part  of 
such  installment.  That  part  of  the  deficiency 
so  prorated  to  any  installment  the  date  for 
payment  of  which  has  arrived,  shall  be  paid 
upon  notice  and  demand  from  the  collector. 

(J)  Extension  of  time  for  payment  of  de¬ 
ficiencies.  Where  it  is  shown  to  the  satis¬ 
faction  of  the  Commissioner  that  the  pay¬ 
ment  of  a  deficiency  upon  the  date  prescribed 
for  the  payment  thereof  will  result  in  undue 
hardship  to  the  taxpayer  the  Commissioner, 
under  regulations  prescribed  by  the  Com¬ 
missioner,  with  the  approval  of  the  Secretary, 
may  grant  an  extension  for  the  payment  of 
such  deficiency  for  a  period  not  in  excess  of 
eighteen  months,  and,  in  exceptional  cases, 
for  a  further  period  not  in  excess  of  twelve 
months.  If  an  extension  is  granted,  the 
Commissioner  may  require  the  taxpayer  to 
furnish  a  bond  in  such  amount,  not  exceed¬ 
ing  double  the  amount  of  the  deficiency,  and 
with  such  sureties,  as  the  Commissioner 
deems  necessary,  conditioned  upon  the  pay¬ 
ment  of  the  deficiency  in  accordance  with 
the  terms  of  the  extension.  No  extension 
6hall  be  granted  if  the  deficiency  is  due  to 
negligence,  to  intentional  disregard  of  rules 
and  regulations,  or  to  fraud  with  intent  to 
evade  tax. 

(k)  Address  for  notice  of  deficiency .  In  the 
absence  of  notice  to  the  Commissioner  under 
section  312  (a)  of  the  existence  of  a  fidu¬ 
ciary  relationship,  notice  of  a  deficiency  in 
respect  of  a  tax  imposed  by  this  chapter,  if 
mailed  to  the  taxpayer  at  his  last  known 
address,  shall  be  sufficient  for  the  purposes 
of  this  chapter  even  if  such  taxpayer  is  de¬ 
ceased,  or  is  under  a  legal  disability,  or,  in 
the  case  of  a  corporation,  has  terminated  its 
existence. 

[Sec.  272  as  amended  by  sec.  163  (a).  Rev. 
Act  1942;  sec.  203.  Pub.  Law  291  (79th  Cong.)  ] 

5  39.272-1  Assessment  of  a  deficiency. 

(a)  If  the  Commissioner  determines  that 
there  is  a  deficiency  in  lespect  of  the  in¬ 
come  tax  imposed  by  chapter  1  (see  sec¬ 
tions  57  and  271),  the  Commissioner  is 
authorized  to  notify  the  taxpayer  of  the 
deficiency  by  registered  mail.  If  a  joint 
return  has  been  filed  by  husband  and 
wife  the  Commissioner  may,  unless  he 
has  been  notified  by  either  spouse  that  a 
separate  residence  has  been  established, 
send  either  a  joint  or  separate  notice  of 
deficiency.  If,  however,  the  Commis¬ 
sioner  has  been  so  notified,  a  separate 
notice  of  deficiency,  that  is,  a  duplicate 
original  of  the  joint  notice,  must  be  sent 
by  registered  mail  to  each  spouse  at  his 
or  her  last  known  address.  The  notice  to 
the  Commissioner  provided  for  in  sec¬ 
tion  272  (a),  relating  to  separate  resi¬ 
dences.  should  be  addressed  to  the  Com¬ 
missioner  of  Internal  Revenue, 
Washington  25,  D.  C.,  attention  Audit 
Services  Branch,  Audit  Division.  Within 
90  days  after  notice  of  the  deficiency  is 
mailed  (or  within  150  days  after  mailing 
in  the  case  of  such  a  notice  addressed  to 
a  person  outside  the  States  of  the  Union 
and  the  District  of  Columbia),  as  pro¬ 
vided  in  section  272  <a>,  a  petition  may 
be  filed  with  the  Tax  Court  of  the  United 
States  for  a  redetermination  of  the  defi¬ 
ciency.  In  determining  such  90-day  or 
150-day  period,  Saturday,  Sunday,  or  a 
legal  holiday  in  the  District  of  Columbia 
is  not  to  be  counted  as  the  90th  or  150th 
day.  Except  as  stated  in  paragraphs 


RULES  AND  REGULATIONS 

(b),  (c),  (d),  (e),  and  (f)  of  this  section, 
no  assessment  of  a  deficiency  in  respect 
of  a  tax  imposed  by  chapter  1  shall  be 
made  until  such  notice  has  been  mailed 
to  the  taxpayer,  nor  until  the  expiration 
of  such^0-day  or  150-day  period,  nor,  if 
a  petition  has  been  filed  with  the  Tax 
Court,  until  the  decision  of  the  Tax  Court 
has  become  final.  As  to  the  date  on 
which  a  decision  of  the  Tax  Court 
becomes  final,  see  section  1140. 

(b)  If  a  taxpayer  is  notified  of  an  ad¬ 
ditional  amount  of  tax  due  on  account 
of  a  mathematical  error  appearing  upon 
the  face  of  the  return,  such  notice 
is  not  to  be  considered  as  a  notice  of 
deficiency,  and  the  taxpayer  has  no  right 
to  file  a  petition  with  the  Tax  Court  upon 
the  basis  of  such  notice,  nor  is  the  assess¬ 
ment  of  such  additional  tax  prohibited 
by  the  provisions  of  section  272  (a). 

(c)  If  the  Commissioner  believes  that 
the  assessment  or  collection  of  a  defi¬ 
ciency  will  be  jeopardized  by  delay, 
such  deficiency  shall  be  assessed  imme¬ 
diately,  as  provided  in  section  273.  See 
§  39.273-L 

(d)  Upon  the  adjudication  of  bank¬ 
ruptcy  of  any  taxpayer  or  the  appoint¬ 
ment  of  a  receiver  for  any  taxpayer  in 
any  receivership  proceeding  before  any 
court  of  the  United  States  or  of  any 
State  or  Territory  or  of  the  District  of 
Columbia,  any  deficiency  determined  by 
the  Commissioner  in  respect  of  the  tax 
shall  be  assessed  immediately,  irrespec¬ 
tive  of  the  provisions  of  section  272  (a), 
if  such  deficiency  has  not  been  assessed 
in  accordance  with  law  prior  to  the  ad¬ 
judication  of  bankruptcy  or  the  appoint¬ 
ment  of  a  receiver.  See  sections  274 
and  298  and  §§  39.274-1  and  39.274-2. 

(e)  (1)  If  the  Tax  Court  renders  a 
decision  and  determines  that  there  is  a 
deficiency,  and,  if  the  taxpayer  duly  files 
a  petition  for  review  of  the  decision  by  a 
United  States  Court  of  Appeals,  the  filing 
of  the  petition  will  not  operate  as  a  stay 
of  the  assessment  of  any  portion  of  the 
deficiency  determined  by  the  Tax  Court 
unless  he  has  filed  a  bond  with  the  Tax 
Court  as  provided  in  section  1145.  If  in 
such  a  case  the  necessary  bond  has  not 
been  filed  by  the  taxpayer  on  or  before 
the  time  his  petition  for  review  is  filed, 
the  amount  determined  by  the  Tax  Court 
as  the  deficiency  will  be  assessed  immedi¬ 
ately  after  the  filing  of  such  petition. 

(2)  If  the  Commissioner  files  a  peti¬ 
tion  for  review  and  (i)  if  the  taxpayer 
has  not  filed  a  petition  for  review  within 
three  months  after  the  decision  of  the 
Tax  Court  is  rendered,  or  (it)  if  such 
petition  has  been  filed  by  the  taxpayer, 
but  the  necessary  bond  referred  to  in  sec¬ 
tion  1145  has  not  been  filed  with  the  Tax 
Court  on  or  before  the  time  his  petition 
for  review'  is  filed,  the  amount  determined 
by  the  Tax  Court  as  the  deficiency  w’ill 
be  assessed  in  the  case  of  (i) ,  immediately 
after  the  expiration  of  the  3 -month 
period,  and  in  the  case  of  (ii),  immedi¬ 
ately  after  the  filing  of  the  petition  for 
review  by  the  taxpayer. 

(f)  The  taxpayer  may  at  any  time  by 
a  signed  notice  in  writing  filed  with  the 
Commissioner  waive  the  restrictions  on 
the  assessment  of  the  whole  or  any  part 
of  the  deficiency.  The  notice  must  in 


all  cases  be  filed  with  the  Commissioner. 
The  filing  of  such  notice  with  the  Tax 
Court  does  not  constitute  filing  with 
the  Commissioner  within  the  meaning  of 
the  Internal  Revenue  Code.  After  such 
waiver  has  been  acted  upon  by  the  Com¬ 
missioner  and  the  assessment  has  been 
made  in  accordance  with  its  terms,  the 
waiver  cannot  be  withdrawn. 

(g)  If  a  petition  is  filed  with  the  Tax 
Court,  the  taxpayer  should  notify  the 
Commissioner  that  the  petition  has  been 
filed,  in  order  to  prevent  an  assessment 
by  the  Commissioner  of  the  amount  de¬ 
termined  to  be  the  deficiency.  If  no 
petition  is  filed  with  the  Tax  Court  within 
the  period  prescribed,  the  Commissioner 
shall  assess  the  amount  determined  by 
him  as  the  deficiency  and  of  which  he 
has  notified  the  taxpayer  by  registered 
mail.  In  such  case  the  Commissioner 
will  not  be  precluded  from  determining 
a  further  deficiency  and  notifying  the 
taxpayer  thereof  by  registered  mail. 
Where  a  petition  is  filed  with  the  Tax 
Court,  the  entire  amount  redetermined 
as  the  deficiency  by  the  decision  of  the 
Tax  Court  w  hich  has  become  final  shall 
be  assessed  by  the  Commissioner.  If  the 
Commissioner  mails  to  the  taxpayer 
notice  of  a  deficiency,  and  the  taxpayer 
files  a  petition  with  the  Tax  Court  within 
the  prescribed  period,  the  Commissioner 
is  barred  from  determining  any  addi¬ 
tional  deficiency  for  the  same  taxable 
year  except  in  the  case  of  fraud  and 
except  as  provided  in  section  272  (e > . 
relating  to  the  assertion  of  greater  de¬ 
ficiencies  before  the  Tax  Court,  or  in 
section  273,  relating  to  jeopardy  assess¬ 
ments. 

§  39.272-2  Collection  of  a  deficiency. 
Where  a  deficiency  as  redetermined  by 
a  decision  of  the  Tax  Court  which  has 
become  final  is  assessed,  or  where  the 
taxpayer  has  not  filed  a  petition  and  the 
deficiency  as  determined  by  the  Com¬ 
missioner  has  been  assessed,  the  unpaid 
portion  of  the  amount  so  assessed  shall 
be  paid  upon  notice  and  demand  from 
the  district  director  of  internal  revenue. 
As  to  cases  coming  w'ithin  the  provisions 
of  paragraphs  (c),  (d),  and  (e)  of 
§  39.272-1,  see  sections  273  (i),  298,  and 
1145.  As  to  interest  on  deficiencies,  see 
section  292. 

§  39.272-3  Extension  of  time  for  pay- 
ment  of  a  deficiency,  (a)  If  it  is  shown 
to  the  satisfaction  of  the  district  director 
(Commissioner  if  before  September  1, 
1953)  that  the  payment  of  a  deficiency 
upon  the  date  or  dates  prescribed  for  the 
payment  thereof  wrill  result  in  undue 
hardship  to  the  taxpayer,  the  district 
director  or  Commissioner  may  grant  an 
extension  of  time  for  the  payment  of  the 
deficiency  or  any  part  thereof  for  a  period 
not  in  excess  of  18  months,  and  in  excep¬ 
tional  cases  for  a  further  period  not  in 
excess  of  12  months.  The  extension  will 
not  be  granted  upon  a  general  statement 
of  hardship.  The  term  “undue  hard¬ 
ship”  means  more  than  an  inconvenience 
to  the  taxpayer.  It  must  appear  that 
substantial  financial  loss,  for  example, 
due  to  the  sale  of  property  at  a  sacrifice 
price,  will  result  to  the  taxpayer  from 
making  payment  of  the  deficiency  at  tne 
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due  date.  If  a  market  exists,  the  sale  of 
property  at  the  current  market  price  is 
not  ordinarily  considered  as  resulting  in 
an  undue  hardship.  Section  272  (j) 
provides  that  no  extension  will  be 
granted  where  the  deficiency  is  due  to 
negligence  or  intentional  disregard  of 
rules  and  regulations  or  to  fraud  with 
ii  ent  to  evade  tax. 

(b)  An  application  for  an  extension  of 
time  for  the  payment  of  a  deficiency 
should  be  made  on  Form  1127  and  must 
Le  accompanied  or  supported  by  evidence 
showing  the  undue  hardship  that  would 
result  to  the  taxpayer  if  the  extension 
were  refused.  The  application  must  be 
verified  by  a  written  declaration  that  it 
is  made  under  the  penalties  of  perjury. 
A  statement  of  assets  and  liabilities  of 
the  taxpayer  and  an  itemized  statement 
showing  all  receipts  and  disbursements 
for  each  of  the  three  months  immedi¬ 
ately  preceding  the  month  in  which  falls 
the  date  prescribed  for  the  payment  of 
the  deficiency  are  required  and  should 
accompany  the  application.  The  appli¬ 
cation.  with  the  evidence,  must  be  filed 
with  the  district  director  of  internal  rev¬ 
enue.  An  application  for  an  extension 
of  time  for  the  payment  of  a  deficiency 
will  not  be  considered  unless  request 
therefor  is  made  to  the  district  director 
of  internal  revenue  on  or  before  the  date 
prescribed  for  payment  thereof,  as  shown 
by  the  notice  and  demand  from  the 
district  director  of  internal  revenue  or  on 
or  before  the  date  or  dates  prescribed  for 
payment  in  any  prior  extension  granted. 

(c)  As  a  condition  to  the  granting  of 
such  an  extension,  the  Commissioner 
(after  August  31, 1953,  the  district  direc¬ 
tor)  will  usually  require  the  taxpayer  to 
furnish  a  bond  on  Form  1127B  in  an 
amount  not  exceeding  double  the  amount 
of  the  deficiency  or  to  furnish  other  se¬ 
curity  satisfactory  to  the  Commissioner 
for  the  payment  of  the  liability  cn  or  be¬ 
fore  the  date  or  dates  prescribed  for  pay¬ 
ment  in  the  extension,  so  that  the  rhk  of 
loss  to  the  Government  will  not  be 
greater  at  the  end  of  the  extension  period 
than  it  was  at  the  beginning  of  the 
period.  If  a  bond  is  required,  it  shall  be 
conditioned  upon  the  payment  of  the  de¬ 
ficiency,  interest,  and  additional  amounts 
assessed  in  connection  therewith  in  ac¬ 
cordance  with  the  terms  of  the  extension 
granted,  and  shall  be  executed  by  a 
surety  company  holding  a  certificate  of 
authority  from  the  Secretary  of  the 
Treasury  as  an  acceptable  surety  on  Fed¬ 
eral  bonds,  and  shall  be  subject  to  the 
approval  of  the  Commissioner.  In  lieu 
of  such  a  bond,  the  taxpayer  may  file  a 
bond  secured  by  deposit  of  bonds  or  notes 
of  the  United  States  as  provided  in  6 
U.  S.  C.  15.  The  amount  of  the  de¬ 
ficiency  and  additions  thereto  shall  be 
paid  on  or  before  the  expiration  of  the 
period  of  the  extension  without  the 
necessity  of  notice  and  demand  from  the 
district  director  of  internal  revenue. 
Payment  of  the  deficiency  and  additions 
thereto  before  the  expiration  of  the  ex¬ 
tension  will  not  relieve  the  taxpayer 
from  paying  the  entire  amount  of  in¬ 
terest  provided  for  in  the  extension.  See 
section  296. 


§  39.273  Statutory  provisions;  assess¬ 
ment  and  collection  of  deficiencies ;  jeop¬ 
ardy  assessments. 

Sec.  273.  Jeopardy  assessments — (a)  Au¬ 
thority  for  making.  If  the  Commissioner 
believes  that  the  assessment  or  coUection  of 
a  deficiency  will  be  Jeopardized  by  delay,  he 
shall  immediately  assess  such  deficiency  (to¬ 
gether  with  all  interest,  additional  amounts, 
or  additions  to  the  tax  provided  for  by  law) 
and  notice  and  demand  shall  be  made  by  the 
collector  for  the  payment  thereof. 

(b)  Deficiency  letters.  If  the  Jeopardy 
assessment  is  made  before  any  notice  in 
respect  of  the  tax  to  which  the  Jeopardy 
assessment  relates  has  been  mailed  under 
section  272  (a),  then  the  Commissioner  shall 
mail  a  notice  under  such  subsection  within 
sixty  days  after  the  making  of  the  assess¬ 
ment. 

(c)  Amount  assessable  before  decision  of 
Board.  The  Jeopardy  assessment  may  be 
made  in  respect  of  a  deficiency  greater  or  less 
than  that  notice  of  which  has  been  mailed 
to  the  taxpayer,  despite  the  provisions  of 
section  272  (f)  prohibiting  the  determina¬ 
tion  of  additional  deficiencies,  and  whether 
or  not  the  taxpayer  has  theretofore  filed  a 
petition  with  the  Board  of  Tax  Appeals.  The 
Commissioner  may,  at  any  time  before  the 
decision  of  the  Eoard  is  rendered,  abate  such 
assessment,  or  any  unpaid  portion  thereof, 
to  the  extent  that  he  believes  the  assessment 
to  be  excessive  in  amount.  The  Commis¬ 
sioner  shall  notify  the  Board  of  the  amount 
of  such  assessment,  or  abatement,  if  the 
petition  is  filed  with  the  Board  before  the 
making  of  the  assessment  or  is  subsequently 
filed,  and  the  Board  shall  have  jurisdiction 
to  redetermine  the  entire  amount  of  the 
deficiency  and  of  all  amounts  assessed  at  the 
same  time  in  connection  therewith. 

(d)  Amount  assessable  after  decision  of 
Board.  If  the  Jeopardy  assessment  is  made 
after  the  decision  of  the  Board  is  rendered 
such  assessment  may  be  made  only  in  respect 
of  the  deficiency  determined  by  the  Board  in 
its  decision. 

(e)  Expiration  of  right  to  assess.  A  Jeop¬ 
ardy  assessment  may  not  be  made  after  the 
decision  of  the  Board  has  become  final  or 
after  the  taxpayer  has  filed  a  petition  for 
review  of  the  decision  of  the  Board. 

(f)  Bond  to  stay  collection.  When  a  Jeop¬ 
ardy  assessment  has  been  made  the  tax¬ 
payer,  within  10  days  after  notice  and  de¬ 
mand  from  the  collector  for  the  payment  of 
the  amount  of  the  assessment,  may  obtain 
a  stay  of  collection  of  the  whole  or  any  part 
of  the  amount  of  the  assessment  by  filing 
with  the  collector  a  bond  in  such  amount,  not 
exceeding  double  the  amount  as  to  which  the 
stay  is  desired,  and  with  such  sureties,  as  the 
collector  deems  necessary,  conditioned  upon 
the  payment  of  so  much  of  the  amount,  the 
collection  of  which  is  stayed  by  the  bond,  as 
is  not  abated  by  a  decision  of  the  Board 
which  has  become  final,  together  with  inter¬ 
est  thereon  as  provided  in  section  297.  If  any 
portion  of  the  Jeopardy  assessment  is  abated 
by  the  Commissioner  before  the  decision  of 
the  Board  is  rendered,  the  bond  shall,  at  the 
request  of  the  taxpayer,  be  proportionately 
reduced. 

(g)  Same;  further  conditions.  If  the  bond 
is  given  before  the  taxpayer  has  filed  his  peti¬ 
tion  with  the  Board  under  section  272  (a), 
the  bond  shall  contain  a  further  condition 
that  if  a  petition  is  not  filed  within  the  period 
provided  in  such  subsection,  then  the 
amount  the  collection  of  which  is  stayed  by 
the  bond  will  be  paid  on  notice  and  demand 
at  any  time  after  the  expiration  of  such 
period,  together  with  interest  thereon  at  the 
rate  of  6  per  centum  per  annum  from  the 
date  of  the  Jeopardy  notice  and  demand  to 
the  date  of  notice  and  demand  under  this 
subsection. 


(h)  Waiver  of  stay.  Upon  the  filing  of  the 
bond  the  collection  of  so  much  of  the  amount 
assessed  as  is  covered  by  the  bond  shall  be 
stayed.  The  taxpayer  shall  have  the  right  to 
waive  such  stay  at  any  time  in  respect  of  the 
whole  or  any  part  of  the  amount  covered  by 
the  bond,  and  if  as  a  result  of  such  waiver 
any  part  of  the  amount  covered  by  the  bond 
is  paid,  then  the  bond  shall,  at  the  request 
of  the  taxpayer,  be  proportionately  reduced. 
If  the  Board  determines  that  the  amount  as¬ 
sessed  is  greater  than  the  amount  which 
should  have  been  assessed,  then  when  the 
decision  of  the  Board  is  rendered  the  bond 
shall,  at  the  request  of  the  taxpayer,  be  pro¬ 
portionately  reduced. 

(i)  Collection  of  unpaid  amounts.  When 
the  petition  has  been  filed  with  the  Board 
and  when  the  amount  which  should  have 
been  assessed  has  been  determined^  by  a  de¬ 
cision  of  the  Board  which  has  become  final, 
then  any  unpaid  portion,  the  collection  of 
which  has  been  stayed  by  the  bond,  shall  b-j 
collected  as  part  of  the  tax  upon  notice  and 
demand  from  the  collector,  and  any  remain¬ 
ing  portion  of  the  assessment  shall  be 
abated.  If  the  amount  already  collected  ex¬ 
ceeds  the  amount  determined  as  the  amount 
which  should  have  been  assessed,  such  excess 
shall  be  credited  or  refunded  to  the  taxpayer 
as  provided  in  section  322,  without  the  filing 
of  claim  therefor.  If  the  amount  determined 
as  the  amount  which  should  have  been  as¬ 
sessed  is  greater  than  the  amount  actually 
assessed,  then  the  difference  shall  be  assessed 
and  shall  be  collected  as  part  of  the  tax  upon 
notice  and  demand  from  the  collector. 

(j)  Claims  in  abatement.  No  claim  in 
abatement  shall  be  filed  in  respect  of  any  as¬ 
sessment  in  respect  of  any  tax  Imposed  by 
this  chapter. 

§  39.273-1  Jeopardy  assessments. 
(a)  If  the  Commissioner  believes  that 
the  assessment  or  collection  of  a  defi¬ 
ciency  will  be  jeopardized  by  delay,  he 
is  required  to  assess  such  deficiency  im¬ 
mediately,  together  with  the  interest  and 
other  additional  amounts  provided  by 
law.  If  a  deficiency  is  assessed  on  ac¬ 
count  of  jeopardy  after  the  decision  of 
The  Tax  Court  of  the  United  States  is 
rendered,  the  jeopardy  assessment  may 
be  made  only  with  respect  to  the  defi¬ 
ciency  determined  by  The  Tax  Court. 
The  Commissioner  is  prohibited  from 
making  a  jeopardy  assessment  after  a 
decision  of  The  Tax  Court  has  become 
final  (see  section  1140)  or  after  the  tax¬ 
payer  has  filed  a  petition  for  review  of 
the  decision  of  The  Tax  Court. 

(b)  If  notice  of  a  deficiency  was  mailed 
to  the  taxpayer  (see  section  272  (a) )  be¬ 
fore  it  was  discovered  that  delay  would 
jeopardize  the  assessment  or  collection 
of  the  tax,  a  jeopardy  assessment  may 
be  made  in  an  amount  greater  or  less 
than  that  included  in  the  deficiency 
notice.  On  the  other  hand  if  the  assess¬ 
ment  on  account  of  jeopardy  was  made 
without  mailing  the  notice  required  by 
section  272  (a),  the  Commissioner  must 
within  60  days  after  the  making  of  the 
assessment  send  the  taxpayer  notice  of 
the  deficiency  by  registered  mail.  The 
taxpayer  may  file  a  petition  with  The 
Tax  Court  for  a  redetermination  of  the 
amount  of  the  deficiency  within  90  days 
after  such  notice  is  mailed  (or  within 
150  days  after  mailing  in  the  case  of 
such  a  notice  addressed  to  a  person  out¬ 
side  the  States  of  the  Union  and  the 
District  of  Columbia),  not  counting 
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Saturday.  Sunday,  or  a  legal  holiday  in 
the  District  of  Columbia  as  the  90th 
or  150th  day.  The  Commissioner  may, 
at  any  time  before  the  decision  of 
The  Tax  Court  is  rendered,  abate  such 
assessment,  or  any  unpaid  portion 
thereof,  to  the  extent  that  he  believes 
the  assessment  to  be  excessive  in 
amount.  If  the  petition  of  the  tax¬ 
payer  is  filed  with  The  Tax  Court,  either 
before  or  after  the  making  of  the  jeop¬ 
ardy  assessment,  the  Commissioner  is 
required  to  notify  The  Tax  Court  of  such 
assessment  or  abatement,  and  The  Tax 
Court  has  jurisdiction  to  redetermine  the 
amount  of  the  deficiency  together  with 
all  other  amounts  assessed  at  the  same 
time  in  connection  therewith.  (See  sec¬ 
tion  273  (c).) 

(c>  After  a  jeopardy  assessment  has 
been  made,  the  list  showing  such  assess¬ 
ment  will  be  immediately  transmitted 
to  the  district  director  of  internal  rev¬ 
enue.  Upon  receipt  of  the  list  contain¬ 
ing  the  assessment,  the  district  director 
of  internal  revenue  is  required  to  send 
notice  and  demand  to  the  taxpayer  for 
the  amount  of  the  jeopardy  assessment. 
Regardless  of  whether  the  taxpayer  has 
filed  a  petition  with  The  Tax  Court,  he 
is  required  to  make  payment  of  the 
amount  of  such  assessment  (to  the  ex¬ 
tent  that  it  has  not  been  abated)  within 
10  days  after  the  sending  of  notice  and 
.lemand  by  the  district  director  of  in¬ 
ternal  revenue,  unless  before  the  expira¬ 
tion  of  such  10-day  period  he  files  with 
the  district  director  of  internal  revenue 
a  bond  on  Form  1129  of  the  character 
hereinafter  prescribed.  The  bond  must 
be  in  such  amount,  not  exceeding  double 
the  amount  for  which  the  stay  is  de¬ 
sired.  as  the  district  director  of  internal 
revenue  deems  necessary  and  must  be 
executed  by  sureties  satisfactory  to  the 
district  director  of  internal  revenue. 
It  must  be  conditioned  upon  the  pay¬ 
ment  of  so  much  of  the  amount  included 
therein  as  is  not  abated  by  a  decision 
of  The  Tax  Court  which  has  become 
final,  together  with  the  interest  on 
such  amount  provided  for  in  section 
297.  If  the  bond  is  given  before  the 
taxpayer  has  filed  his  petition  with 
The  Tax  Court,  it  must  contain  a  further 
condition  that  if  a  petition  is  not  filed 
before  the  expiration  of  the  90-day  or 
150 -day  period  provided  for  the  filing  of 
such  petition,  the  amount  stayed  by  the 
bond  will  be  paid  upon  notice  and  de¬ 
mand  at  any  time  after  the  expiration 
of  such  period,  together  with  interest 
thereon  at  the  rate  of  6  percent  per  an¬ 
num  from  the  date  of  the  jeopardy  notice 
and  demand  to  the  date  of  the  notice  and 
demand  made  after  the  expiration  of  the 
90-day  or  150-day  period.  If  a  petition 
is  not  filed  with  The  Tax  Court  within 
the  90-day  or  150-day  period,  the  district 
director  of  internal  revenue  will  be  so  ad¬ 
vised,  and,  if  collection  of  the  deficiency 
has  been  stayed  by  the  filing  of  a  bond 
within  10  days  after  the  date  of  jeopardy 
notice  and  demand,  he  should  then  give 
notice  and  make  demand  for  payment  of 
the  amount  assessed  plus  interest.  Any 
bond  filed  after  the  expiration  of  10  days 
from  the  date  of  the  jeopardy  notice 
and  demand  is  not  such  a  bond  as  is  con- 
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templated  by  section  273  (f),  and,  while 
the  district  director  of  internal  revenue 
may  in  his  discretion  accept  the  bond  and 
stay  collection  of  the  deficiency,  the  tax¬ 
payer  will  not  be  relieved  from  payment 
of  interest  on  the  amount  of  the  de¬ 
ficiency  at  the  rate  of  6  percent  per 
annum  from  the  date  of  the  jeopardy 
notice  and  demand  to  the  date  of  pay¬ 
ment. 

(d)  Upon  the  filing  of  a  bond  of  the 
character  described  within  10  days  after 
the  date  of  notice  and  demand  for  pay¬ 
ment  of  the  amount  assessed,  the  collec¬ 
tion  of  so  much  thereof  as  is  covered  by 
the  bond  will  be  stayed.  The  taxpayer 
may  at  any  time  waive  the  stay  of  col¬ 
lection  of  the  whole  or  any  part  of  the 
amount  covered  by  the  bond.  If  as  a 
result  of  such  waiver  any  part  of  the 
amount  covered  by  the  bond  is  paid,  or 
if  any  portion  of  the  jeopardy  assessment 
is  abated  by  the  Commissioner  before  the 
decision  of  The  Tax  Court  is  rendered, 
then  the  bond  shall  at  the  request  of  the 
taxpayer  be  proportionately  reduced.  If 
The  Tax  Court  determines  that  the 
amount  assessed  is  greater  than  the  cor¬ 
rect  amount  of  the  tax,  the  bond  will  also 
be  proportionately  reduced  at  the  request 
of  the  taxpayer  after  The  Tax  Court 
renders  its  decision. 

(e)  After  The  Tax  Court  has  rendered 
its  decision  and  such  decision  has  become 
final,  the  district  director  of  internal  rev¬ 
enue  will  be  notified  of  the  action  taken. 
The  district  director  of  internal  revenue 
will  then  send  notice  and  demand  for 
the  unpaid  portion  of  the  amount  deter¬ 
mined  by  The  Tax  Court,  the  collection 
of  which  has  been  stayed  by  the  bond. 
The  district  director  of  internal  revenue 
is  required  to  include  in  the  notice  and 
demand  for  the  unpaid  portion,  interest 
at  the  rate  of  6  percent  per  annum  from 
the  date  of  the  jeopardy  notice  and  de¬ 
mand  to  the  date  of  the  notice  and  de¬ 
mand  referred  to  in  this  paragraph.  If 
the  amount  of  the  jeopardy  assessment 
is  less  than  the  amount  determined  by 
The  Tax  Court,  the  difference,  together 
with  interest  as  provided  in  section 
292,  will  be  assessed,  and  collected  as 
part  of  the  tax  upon  notice  and  de¬ 
mand  from  the  district  director  of 
internal  revenue.  If  the  amount  in¬ 
cluded  in  the  notice  and  demand  made 
after  the  decision  of  The  Tax  Court  is 
not  paid  within  10  days  after  such  notice 
and  demand,  there  shall  be  collected  as 
part  of  the  tax,  interest  as  provided  in 
section  294  (b).  If  the  amount  of  the 
jeopardy  assessment  is  in  excess  of  the 
amount  determined  by  The  Tax  Court, 
the  unpaid  portion  of  such  excess  will  be 
abated.  If  any  part  of  the  excess  amount 
has  been  paid,  it  will  be  credited  or 
refunded  to  the  taxpayer  as  provided  in 
section  322. 

(f)  As  to  bankruptcy  proceedings  for 
the  relief  of  debtors  and  receivership 
proceedings,  see  sections  274  and  298  and 
§§  39.274-1  and  39.274-2. 

§  39.274  Statutory  provisions ;  assess¬ 
ment  and  collection  of  deficiencies ; 
bankruptcy  and  receiverships. 

Sec.  274.  Bankruptcy  and  receiverships— 
(a)  Immediate  assessment.  Upon  the  ad¬ 
judication  of  bankruptcy  of  any  taxpayer 


In  any  bankruptcy  proceeding  or  the  ap¬ 
pointment  of  a  receiver  for  any  taxpayer 
in  any  receivership  proceeding  before  any 
court  of  the  United  States  or  of  any  State 
or  Territory  or  of  the  District  of  Columbia, 
any  deficiency  (together  with  all  interest,  ad¬ 
ditional  amounts,  or  additions  to  the  tax  pro¬ 
vided  for  by  law)  determined  by  the  Com¬ 
missioner  in  respect  of  a  tax  imposed  by 
this  chapter  upon  such  taxpayer  shall,  despite 
the  restrictions  imposed  by  section  272  (a) 
upon  assessments  be  Immediately  assessed 
if  such  deficiency  has  not  theretofore  been 
assessed  in  accordance  with  law.  In  such 
cases  the  trustee  in  bankruptcy  or  receiver 
shall  give  notice  in  writing  to  the  Commis¬ 
sioner  of  the  adjudication  of  bankruptcy  or 
the  appointment  of  the  receiver,  and  the 
running  of  the  statute  of  limitations  on  the 
making  of  assessments  shall  be  suspended 
for  the  period  from  the  date  of  adjudication 
in  bankruptcy  or  the  appointment  of  the 
receiver  to  a  date  30  days  after  the  date 
upon  which  the  notice  from  the  trustee 
or  receiver  is  received  by  the  Commissioner; 
but  the  suspension  under  this  sentence  shall 
in  no  case  be  for  a  period  in  excess  of  two 
years.  Claims  for  the  deficiency  and  such 
interest,  additional  amounts  and  additions 
to  the  tax  may  be  presented,  for  adjudication 
in  accordance  with  law,  to  the  court  before 
which  the  bankruptcy  or  receivership  pro¬ 
ceeding  is  pending,  despite  the  pendency  of 
proceedings  for  the  redetermination  of  the 
deficiency  in  pursuance  of  a  petition  to  the 
Board;  but  no  petition  for  any  such  rede¬ 
termination  shall  be  filed  with  the  Board 
after  the  .adjudication  of  bankruptcy  or  the 
appointment  of  the  receiver. 

(b)  Unpaid  claims.  Any  portion  of  the 
claim  allowed  in  such  bankruptcy  or  receiver¬ 
ship  proceeding  which  is  unpaid  shall  be 
paid  by  the  taxpayer  upon  notice  and  de¬ 
mand  from  the  collector  after  the  termina¬ 
tion  of  such  proceeding,  and  may  be  collected 
by  distraint  or  proceeding  in  court  within 
6  years  after  termination  of  such  proceeding. 
Extensions  of  time  for  such  payment  may 
be  had  in  the  same  manner  and  subject  to 
the  same  provisions  and  limitations  as  are 
provided  in  section  272  (J)  and  section  296 
in  the  case  of  a  deficiency  in  a  tax  imposed 
by  this  chapter. 

§  39.274-1  Bankruptcy  and  receiver¬ 
ship  proceedings,  (a)  During  a  bank¬ 
ruptcy  proceeding,  or  an  equity  receiver¬ 
ship  proceeding  in  either  a  Federal  or  a 
State  court,  the  assets  of  the  taxpayer 
are  in  general  under  the  control  of  the 
court  in  which  such  proceeding  is  pend¬ 
ing,  and  the  collection  of  taxes  cannot 
be  made  by  distraining  upon  such  assets. 
However,  any  assets  which  under  ap¬ 
plicable  provisions  of  law  are  not  under 
the  control  of  the  court  may  be  subject 
to  distraint. 

(b)  As  used  in  this  section  and 
§  39.274-2,  the  term  “bankruptcy  pro¬ 
ceeding”  includes  proceedings  under 
Chapters  I  to  VII  of  the  Bankruptcy  Act 
(11  U.  S.  C.  cc.  I-VII),  or  under  sections 
75  or  77,  or  Chapters  X-XIII  of  such  act; 
and  the  term  “adjudication  of  bank¬ 
ruptcy”  includes,  in  addition  to  an  ad¬ 
judication  in  a  proceeding  under  Chap¬ 
ters  I  to  VII,  the  approval  of  a  petition 
as  properly  filed  under  section  77  or 
Chapter  X  by  a  court  of  competent  juris¬ 
diction  or  the  filing  of  a  petition  under 
section  75  or  Chapters  XI  to  XIII  with  a 
court  of  competent  jurisdiction. 

(c)  A  trustee  in  bankruptcy  (includ¬ 
ing  a  trustee,  receiver,  debtor  in  posses¬ 
sion,  or  other  person  designated  as  in 
control  of  the  assets  of  a  debtor  in  any 


§  39.274 


Saturday,  September  26,  1953 


FEDERAL  REGISTER 


G101 


bankruptcy  proceeding  by  order  of  the 
court  in  which  such  proceeding  is  pend¬ 
ing)  or  a  receiver  in  any  receivership 
proceeding  is  required  to  give  notice  in 
writing  to  the  Commissioner  of  Internal 
Revenue,  Washington  25,  D.  C.,  of  the 
adjudication  of  bankruptcy  or  the  ap¬ 
pointment  of  a  receiver. 

(d>  District  directors  of  internal  rev¬ 
enue  should,  promptly  after  notice  of 
outstanding  liability  against  a  taxpayer 
in  any  bankruptcy  or  receivership  pro¬ 
ceeding,  and  in  any  event  within  the 
time  limited  by  the  appropriate  pro¬ 
visions  of  the  Bankruptcy  Act,  and 
the  orders  of  the  court  in  which  such 
proceeding  is  pending,  file  claim  covering 
such  liability  in  the  court  in  which  such 
proceeding  is  pending.  Such  claim 
should  be  filed  whether  the  unpaid  taxes 
involved  have  been  assessed  or  not,  ex¬ 
cept  in  cases  where  the  departmental 
instructions  direct  otherwise;  for  ex¬ 
ample,  where  the  payment  of  the  taxes  5s 
secured  by  a  sufficient  bond.  At  the 
same  time  claim  is  filed  with  the  bank¬ 
ruptcy  or  receivership  court,  the  district 
director  of  internal  revenue  will  send 
notice  and  demand  for  payment  to  the 
taxpayer  together  with  a  copy  of  such 
claim. 

(e)  Under  section  3468  of  the  Revised 
Statutes  and  section  3467  of  the  Revised 
Statutes,  as  amended,  and  section  64  of 
the  Bankruptcy  Act,  taxes  are  en¬ 
titled  to  the  priority  over  other  claims 
therein  stated  and  the  trustee,  receiver, 
debtor  in  possession,  or  other  person 
designated  as  in  control  of  the  assets  of 
the  debtor  by  the  court  in  which  the 
bankruptcy  or  receivership  proceeding  is 
pending,  may  be  held  personally  liable 
for  failure  on  his  part  to  protect  the 
priority  of  the  Government  respecting 
taxes  of  which  he  has  notice.  Sections 
75  (1),  77  (e),  199,  337  (2),  455,  and  659 
(6)  of  the  Bankruptcy  Act  (11  U.  S.  C. 
203  (1  > .  205  (e),  599,  737  (2),  855,  and 
1059  <6))  also  contain  provisions  with 
respect  to  the  rights  of  the  United  States 
relative  to  priority  of  payment. '  Bank¬ 
ruptcy  courts  have  jurisdiction  under 
the  Bankruptcy  Act  to  determine  all 
disputes  regarding  the  amount  and 
validity  of  taxes  of  a  bankrupt  or 
of  a  debtor  in  a  proceeding  under 
the  Bankruptcy  Act.  A  bankruptcy  or 
receivership  proceeding  does  not  dis¬ 
charge  any  portion  of  a  claim  of  the 
United  States  for  taxes  except  in  the  case 
of  a  proceeding  under  Chapter  X  of  the 
Bankruptcy  Act,  and  except  to  the  extent 
which  may  be  provided  in  a  plan  or  ar- 
ment  duly  effectuated  in  a  bank¬ 
ruptcy  proceeding.  Any  portion  of  a 
claim  of  the  United  States  for  taxes 
which  has  been  allowed  by  the  court 
in  which  the  bankruptcy  or  receivership 
proceeding  is  pending  and  which  remains 
unsatisfied  after  the  termination  of  the 
bankruptcy  or  receivership  proceeding 
shall  be  collected  with  interest  as  pro¬ 
vided  in  section  298. 

§  39.274-2  Immediate  assessments  in 
bankruptcy  and  receivership  cases. 
<a>  If  the  Commissioner  has  determined 
that  a  deficiency  is  due  in  respect  of  in¬ 
come  tax  and  the  taxpayer  has  filed  a 
Petition  with  The  Tax  Court  of  the 


United  States  prior  to  the  adjudication 
of  bankruptcy  or  the  appointment  of  a 
receiver,  the  trustee,  receiver,  debtor  in 
possession,  or  other  person  designated 
as  in  control  of  the  assets  of  the  debtor 
by  the  court  in  which  the  bankruptcy  or 
receivership  proceeding  is  pending,  may 
prosecute  the  taxpayer’s  appeal  before 
the  The  Tax  Court  as  to  that  particular 
determination.  No  petition  shall  be  filed 
with  The  Tax  Court  for  a  redetermina¬ 
tion  of  the  deficiency  after  the  adjudi¬ 
cation  of  bankruptcy  or  the  appoint¬ 
ment  of  a  receiver. 

(b)  Claim  for  the  amount  of  a  defi¬ 
ciency,  even  though  pending  before 
The  Tax  Court  for  consideration,  may 
be  filed  with  the  court  in  which  the 
bankruptcy  or  receivership  proceeding  is 
pending  without  awaiting  final  decision 
of  The  Tax  Court.  In  case  of  final  de¬ 
cision  of  The  Tax  Court  before  the  ter¬ 
mination  of  the  bankruptcy  or  receiver¬ 
ship  proceeding,  a  copy  of  The  Tax 
Court's  decision  may  be  filed  by  the 
Commissioner  with  the  court  in  which 
such  proceeding  is  pending. 

(c)  While  the  Commissioner  is  re¬ 
quired  by  section  274  to  make  immediate 
assessment  of  any  deficiency,  such  assess¬ 
ment  is  not  made  as  a  jeopardy  assess¬ 
ment  within  the  meaning  of  section  273, 
and  consequently  the  provisions  of  that 
section  do  not  apply  to  any  assessment 
made  under  section  274.  Therefore,  the 
notice  of  the  deficiency  provided  for  in 
section  273  (b)  will  not  be  mailed. 
Although  such  notice  will  not  be  issued, 
nevertheless  a  letter  will  be  sent  to  the 
taxpayer,  or  to  the  trustee,  receiver, 
debtor  in  possession,  or  other  person 
designated  by  the  court  in  which  the 
bankruptcy  or  receivership  proceeding  is 
pending  as  in  control  of  the  assets  of 
the  debtor,  notifying  him  in  detail  how 
the  deficiency  was  computed,  that  he 
may  furnish  evidence  showing  w'herein 
the  deficiency  is  incorrect,  and  that  upon 
request  he  will  be  granted  a  hearing 
with  respect  to  such  deficiency.  If  after 
such  evidence  is  submitted  and  hearing 
held  any  adjustment  appears  necessary 
in  the  deficiency,  appropriate  action  will 
be  taken.  A  copy  of  the  notification 
letter  will  be  attached  to  the  assessment 
list. 

(d)  If  any  portion  of  the  claim 
allowed  by  the  court  in  a  bankruptcy  or 
receivership  proceeding  remains  unpaid 
after  the  termination  of  such  proceed¬ 
ing,  the  district  director  of  internal  rev¬ 
enue  will  send  notice  and  demand  for 
payment  thereof  to  the  taxpayer.  Such 
unpaid  portion  with  interest  as  provided 
in  section  298  may  be  collected  from  the 
taxpayer  by  distraint  or  proceeding  in 
court  within  six  years  after  the  termina¬ 
tion  of  the  bankruptcy  or  receivership 
proceeding.  Extensions  of  time  for  the 
payment  of  such  unpaid  amount  may  be 
granted  in  the  same  manner  and  subject 
to  the  same  provisions  and  limitations 
as  provided  in  sections  272  (j)  and  297. 
See  §  39.272-3. 

(e)  This  section  deals  only  with  im¬ 
mediate  assessments  provided  for  in  sec¬ 
tion  274  and  the  procedure  in  connection 
with  such  assessments. 


§  39.275-277  Statutory  provisions; 
assessrtient  and  collection  of  deficiencies; 
period  of  limitation;  exceptions;  suspen¬ 
sion  of  running  of  period  of  limitation. 

Sec.  275.  Period  of  limitation  upon  assess¬ 
ment  and  collection.  Except  as  provided  In 
section  276 — 

(a)  General  rule.  The  amount  of  income 
taxes  imposed  by  this  chapter  shall  be 
assessed  within  three  years  after  the  return 
was  filed,  and  no  proceeding  in  court  without 
assessment  for  the  collection  of  such  taxes 
shall  be  begun  after  the  expiration  of  such 
period. 

(b)  Request  for  prompt  assessment.  In 
the  case  of  income  received  during  the  life¬ 
time  of  a  decedent,  or  by  his  estate  during 
the  period  of  administration,  or  by  a  cor¬ 
poration,  the  tax  shall  be  assessed,  and  any 
proceeding  in  court  without  assessment  for 
the  collection  of  such  tax  shall  be  begun, 
within  eighteen  months  after  written  request 
therefor  (filed  after  the  return  is  made)  by 
the  executor,  administrator,  other  fiduci¬ 
ary  representing  the  estate  of  such  decedent, 
or  by  the  corporation,  but  not  after  the  ex¬ 
piration  of  three  years  after  the  return  was 
filed.  This  subsection  shall  not  apply  in  the 
case  of  a  corporation  unless — 

( 1 )  Such  written  request  notifies  the  Com¬ 
missioner  that  the  corporation  contemplates 
dissolution  at  or  before  the  expiration  of 
such  18  months’  period;  and 

(2)  The  dissolution  is  in  good  faith  begun 
before  the  expiration  of  such  18  months’ 
period;  and 

(3)  The  dissolution  is  completed. 

(c)  Omission  from  gross  income.  If  the 
taxpayer  omits  from  gross  income  an  amount 
properly  includible  therein  which  is  in  excess 
of  25  per  centum  of  the  amount  of  gross  in¬ 
come  stated  in  the  return,  the  tax  may  be 
assessed,  or  a  proceeding  in  court  for  the 
collection  of  such  tax  may  be  begun  without 
assessment,  at  any  time  within  5  years  after 
the  return  was  filed. 

(d)  Constructive  dividends.  If  the  tax¬ 
payer  omits  from  gross  income  an  amount 
properly  includible  therein — 

(1)  Foreign  personal-holding  companies. 
Under  section  337  (b)  (relating  to  the  inclu¬ 
sion  in  the  gross  Income  of  United  States 
shareholders  of  their  distributive  shares  of 
the  undistributed  Supplement  P  net  income 
of  a  foreign  personal-holding  company) ;  or 

(2)  Personal  service  corporations.  Under 
section  394  (b)  (relating  to  the  inclusion  in 
the  gross  income  of  shareholders  of  their 
distributive  shares  of  undistributed  Supple¬ 
ment  s  net  income  of  a  personal  service 
corporation) ; 

the  tax  may  be  assessed,  or  a  proceeding  in 
court  for  the  collection  of  such  tax  may  De 
begun  without  assessment,  at  any  time 
within  seven  years  after  the  return  was  filed. 

(e)  Distributions  in  liquidation  to  share¬ 
holders.  If  the  taxpayer  omits  from  gross 
Income  an  amount  properly  includible 
therein  under  section  115  (c)  as  an  amount 
distributed  in  liquidation  of  a  corporation, 
other  than  a  foreign  personal  holding  com¬ 
pany,  the  tax  may  be  assessed,  or  a  pro¬ 
ceeding  in  court  for  the  collection  of  such 
tax  may  be  begun  without  assessment,  at 
any  time  within  four  years  after  the  return 
was  filed. 

(f)  For  the  purposes  of  subsections  (a), 
(b),  (c),  (d),  and  (e),  a  return  filed  before 
the  last  day  prescribed  by  law  for  the  filing 
thereof  shall  be  considered  as  filed  on  such 
last  day. 

(g)  Corporation  and  shareholder.  If  a 
corporation  makes  no  return  of  the  tax  im¬ 
posed  by  this  chapter,  but  each  of  the  share¬ 
holders  includes  in  his  return  his  distribu¬ 
tive  share  of  the  net  income  of  the  corpora¬ 
tion,  then  the  tax  of  the  corporation  shall 
be  assessed  within  four  years  after  the  last 
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date  on  which  any  such  shareholder’s  return 
was  filed. 

| Sec.  275  as  amended  by  sec.  503,  Second 
Kev.  Act  19401 

Sec.  276.  Same;  exceptions — (a)  False  re¬ 
turn  or  no  return.  In  the  case  of  a  false  or 
fraudulent  return  with  intent  to  evade  tax 
or  of  a  failure  to  file  a  return  the  tax  may  be 
assessed,  or  a  proceeding  in  court  for  the 
collection  of  such  tax  may  be  begun  without 
assessment,  at  any  time. 

(b)  Waiver.  Where  before  the  expiration 
of  the  time  prescribed  in  section  275  for  the 
assessment  of  the  tax.  both  the  Commissioner 
and  the  taxpayer  have  consented  in  writing 
to  its  assessment  after  such  time,  the  tax 
may  be  assessed  at  any  time  prior  to  the 
expiration  of  the  period  agreed  upon.  The 
period  so  agreed  upon  may  be  extended  by 
subsequent  agreements  in  writing  made  be¬ 
fore  the  expiration  of  the  period  previously 
agreed  upon. 

(c)  Collection  after  assessment.  Where 
the  assessment  of  any  income  tax  imposed 
by  this  chapter  has  been  made  within  the 
period  of  limitation  properly  applicable 
thereto,  such  tax  may  be  collected  by  dis¬ 
traint  or  by  a  proceeding  in  court,  but  only 
if  begun  ( 1 )  within  six  years  after  the  assess¬ 
ment  of  the  tax.  or  (2)  prior  to  the  expiration 
of  anv  period  for  collection  agreed  upon  in 
writing  by  the  Commissioner  and  the  tax¬ 
payer  before  the  expiration  of  such  six-year 
period.  The  period  so  agreed  upon  may  be 
extended  by  subsequent  agreements  in  writ¬ 
ing  made  before  the  expiration  of  the  period 
previously  agreed  upon. 

(d)  Net  operating  loss  carry-backs  and 
unused  excess  profits  credit  carry-backs.  In 
the  case  of  a  deficiency  attributable  to  the 
application  to  the  taxpayer  of  a  net  oper¬ 
ating  loss  carry-back  or  an  unused  excess 
profits  credit  carry-back,  including  de¬ 
ficiencies  which  may  be  assessed  pursuant 
to  the  provisions  of  section  3780  (b)  or  (c), 
such  deficiency  may  be  assessed— 

(1)  *  •  •  | Not  applicable.] 

(2)  In  case  a  return  was  not  required 
under  subchapter  E  of  chapter  2  for  the 
taxable  year  of  the  net  operating  loss  or  un¬ 
used  excess  profits  credit  resulting  in  the 
carry-back,  at  any  time  before  the  expira¬ 
tion  of  the  period  within  which  (under 
section  275  or  subsection  (a)  or  (b)  of  this 
section)  a  deficiency  (with  respect  to  tax 
imposed  either  by  chapter  1  or  by  subchapter 
A  or  B  of  chapter  2)  for  such  taxable  year 
(whichever  is  the  longer  period)  may  be 
assessed. 

(e)  Cain  upon  sale  or  exchange  of  resi¬ 
dence.  In  the  case  of  a  deficiency  described 
in  section  112  (n)  (7),  such  deficiency  may 
be  assessed  at  any  time  prior  to  the  expira¬ 
tion  of  the  time  therein  provided. 

(f)  Involuntary  conversion.  In  the  case 

of  a  deficiency  described  in  section  112  (f) 

(3)  (C)  or  (D),  such  deficiency  may  be 

assessed  at  any  time  prior  to  the  expiration 
of  the  time  therein  provided. 

| Sec.  276  as  amended  by  sec.  5  (e).  Tax 
Adjustment  Act  1945;  sec.  122  (f),  Rev.  Act 
1945;  sec.  318  (b)  (5),  Rev.  Act  1951;  sec.  1 
(b),  Pub.  Law  251  (82d  Cong.)] 

Sec.  277.  Suspension  of  running  of  statute. 
The  running  of  the  statute  of  limitations 
provided  in  section  275  or  276  on  the  making 
of  assessments  and  the  beginning  of  distraint 
or  a  proceeding  in  court  for  collection,  in  re¬ 
spect  of  any  deficiency,  shall  (after  the  mail¬ 
ing  of  a  notice  under  section  272  (a))  be 
suspended  for  the  period  during  which  the 
Commissioner  is  prohibited  from  making  the 
assessment  or  beginning  distraint  or  a  pro¬ 
ceeding  in  court  (and  in  any  event,  if  a 
proceeding  in  respect  of  the  deficiency  is 
placed  on  the  docket  of  the  Board,  until  the 
decision  of  the  Board  becomes  final),  and 
for  sixty  days  thereafter. 


5  39.275-1  Period  of  limitation  upon 
assessment  of  tax.  The  amount  of 
income  tax  imposed  by  the  Internal 
Revenue  Code  must  be  assessed  within 
three  years  after  the  return  was  filed. 
For  the  purposes  of  subsections  (a),  (b), 

(c),  (d),  and  (e)  of  section  275,  a  return 
filed  before  the  last  day  prescribed  by 
law  for  the  filing  thereof  shall  be  con¬ 
sidered  as  filed  on  such  last  day.  Excep¬ 
tions  to  the  period  of  limitation  stated  in 
this  section  (other  than  those  provided 
for  elsewhere  in  the  Code)  are  as 
follows: 

(a)  In  the  case  of  income  received 
during  the  lifetime  of  a  decedent  or  by 
his  estate  during  the  period  of  adminis¬ 
tration,  or  by  a  corporation  contemplat¬ 
ing  dissolution,  the  tax  shall  be  assessed 
within  18  months  after  written  request 
therefor  by  the  fiduciary  or  legal  repre¬ 
sentative  of  the  estate  of  the  decedent 
or  by  the  corporation,  but  not  after  the 
expiration  of  three  years  after  the  return 
was  filed.  The  effect  of  this  provision 
is  to  limit  the  period  in  which  the  Com¬ 
missioner  may  assess  the  tax  in  such 
cases  to  a  period  of  18  months  from  the 
date  the  request  is  filed,  even  though 
more  than  18  months  still  remain  of  the 
regular  3-year  period  in  which  the  as¬ 
sessment  may  under  ordinary  circum¬ 
stances  be  made.  The  request,  in  order 
to  be  effective,  must  be  made  after  the 
return  is  filed  and  must  be  in  such  lan¬ 
guage  as  to  make  it  clear  to  the  Commis¬ 
sioner  that  it  is  desired  to  take  advantage 
of  the  provisions  of  section  275  (b).  In 
the  case  of  a  corporation  the  18-month 
period  of  limitation  shall  not  apply 
unless — 

(1)  The  written  request  notifies  the 
Commissioner  that  the  corporation  con¬ 
templates  dissolution  at  or  before  the 
expiration  of  such  period, 

(2)  The  dissolution  is  in  good  faith 
begun  before  the  expiration  of  such 
period,  and 

(3)  The  dissolution  so  begun  is  com¬ 
pleted  either  before  or  after  the  expira¬ 
tion  of  such  18 -month  period. 

Such  a  request  does  not  have  the  effect 
of  extending  the  regular  period  of  limi¬ 
tation  even  though  the  request  is  made 
less  than  18  months  before  the  expira¬ 
tion  of  the  regular  period  of  limitation. 

(b)  If  a  corporation  makes  no  income 
tax  return  under  the  Internal  Revenue 
Code,  but  each  of  the  shareholders  in¬ 
cludes  in  his  personal  return  his  dis¬ 
tributive  share  of  the  net  income  of  the 
corporation,  the  tax  of  the  corporation 
shall  be  assessed  within  four  years  after 
the  last  date  on  which  any  such  share¬ 
holder’s  return  was  filed. 

(c)  In  the  case  of  a  false  or  fraudulent 
return  with  intent  to  evade  tax,  the  tax 
may  be  assessed  at  any  time  after  such 
false  or  fraudulent  return  is  filed. 

(d)  If  there  is  omitted  from  the  gross 
income  stated  in  the  return  an  amount 
properly  includible  therein  which  is  in 
excess  of  25  percent  of  the  gross  income 
so  stated,  the  tax  may  be  assessed  at  any 
time  within  five  years  after  the  return 
was  filed. 

(e)  In  the  event  the  taxpayer  fails  to 
file  a  return,  the  amount  of  tax  due  may 
be  assessed  at  any  time  after  the  date 


prescribed  for  filing  the  return.  But 
see  paragraph  (b>  of  this  section. 

(f)  If  the  taxpayer  omits  from  gross 
income  an  amount  properly  includible 
therein  under  section  337  (b)  as  his 
distributive  share  of  the  undistributed 
Supplement  P  net  income  of  a  foreign 
personal  holding  company  (see  sections 
331  to  340,  inclusive),  or  an  amount 
properly  includible  therein  under  sec¬ 
tion  394  (b)  as  his  distributive  share  of 
the  Supplement  S  net  income  of  a  per¬ 
sonal  service  corporation  (see  sections 
391  to  396,  inclusive),  the  tax  may  be 
assessed  at  any  time  within  seven  years 
after  the  return  was  filed. 

(g)  If  the  taxpayer  omits  from  gross 
income  an  amount  properly  includible 
therein  under  section  115  (c)  as  an 
amount  distributed  in  liquidation  of  a 
corporation,  other  than  a  foreign  per¬ 
sonal  holding  company,  the  tax  may  be 
assessed  at  any  time  within  four  years 
after  the  return  was  filed. 

(h)  If  before  the  expiration  of  the 
time  prescribed  in  section  275  for  the 
assessment  of  the  tax  the  Commissioner 
and  the  taxpayer  have  consented  in 
writing  to  the  assessment  of  the  tax  after 
such  time,  the  tax  may  oe  assessed  at 
any  time  prior  to  the  expiration  of  the 
period  agreed  upon.  The  period  agreed 
upon  may  be  extended  by  subsequent 
agreements  in  writing  made  before  the 
expiration  of  the  period  previously 
agreed  upon. 

(i)  If  a  notice  of  a  deficiency  has  been 
mailed  to  the  taxpayer  under  the  pro¬ 
visions  of  section  272  (a),  then  the  run¬ 
ning  of  the  statute  of  limitations  on 
assessment  of  any  deficiency  shall  be 
suspended  for  the  period  during  which 
the  Commissioner  is  prohibited  from 
making  the  assessment  (and  in  any 
event,  if  a  proceeding  in  respect  of  the 
deficiency  is  placed  on  the  docket  of  The 
Tax  Court  of  the  United  States,  until 
the  decision  of  The  Tax  Court  becomes 
final),  and  for  60  days  thereafter.  If 
the  Commissioner  mails  to  a  taxpayer 
a  notice  of  deficiency  within  the  statu¬ 
tory  period  of  limitation  and  the  tax¬ 
payer  does  not  appeal  therefrom  to  The 
Tax  Court,  the  notice  of  deficiency  so 
given  does  not  suspend  the  running  of 
the  period  of  limitation  on  assessment 
for  the  purpose  of  any  additional  de¬ 
ficiency  shown  to  be  due  in  a  subsequent 
deficiency  notice. 

(j)  In  a  bankruptcy  or  receivership 

proceeding  the  running  of  the  statute  of 
limitations  on  the  making  of  assessments 
is  suspended  from  the  date  of  adjudica¬ 
tion  in  bankruptcy  or  the  date  of  the 
appointment  of  a  receiver,  as  the  case 
may  be,  to  a  date  30  days  after  the  date 
upon  which  the  notice  provided  for  in 
section  274  (a)  is  received  by  the  Com¬ 
missioner  in  Washington,  D.  C.,  but  in 
no  case  shall  the  suspension  be  for  a 
period  in  excess  of  two  years.  See  sec¬ 
tion  274  (a)  and  §§  39.274-1  and 

39.274-2. 

(k)  A  special  period  of  limitation  is 
provided  in  section  276  (d)  within  which 
a  deficiency  in  any  tax  (including  a  de¬ 
ficiency  which  may  be  assessed  pursuant 
to  the  provisions  of  section  3780  (b>  or 
(c),  relating  to  tentative  carry-back  ad* 
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justments)  which  is  attributable  to  the 
application  to  the  taxpayer  of  a  net 
operating  loss  carry-back  or  an  unused 
excess  profits  credit  carry-back,  may  be 
assessed.  The  period  within  which  such 
a  deficiency  may  be  assessed  depends, 
in  general,  on  the  period  within  which 
a  deficiency  may  be  assessed  with  respect 
to  the  taxable  year  of  the  net  operating 
loss  or  the  unused  excess  profits  credit 
which  resulted  in  the  carry-back.  A 
deficiency  in  any  tax  attributable  to  the 
application  to  the  taxpayer  of  a  net  op¬ 
erating  loss  carry-back  or  an  unused 
excess  profits  credit  carry-back  may  be 
assessed  at  any  time  prior  to  the  expira¬ 
tion  of  the  period  within  which  (under 
the  provisions  of  section  275  or  276  (a) 
or  (b),  or  section  508  which  makes  such 
sections  275  and  276  (a)  and  (b>  ap¬ 
plicable  to  subchapter  A  of  chapter  2) 
a  deficiency  may  be  assessed  with  respect 
to  the  same  or  any  other  tax  imposed 
by  chapter  1  or  subchapter  A  of  chapter 
2  for  the  taxable  year  of  the  net  operat¬ 
ing  loss  or  the  unused  excess  profits 
credit  which  resulted  in  such  carry-back. 
A  deficiency  attributable  to  the  applica¬ 
tion  to  the  taxpayer  of  the  carry-back 
thus  may  be  assessed  at  any  time  prior 
to  the  expiration  of  whichever  of  the 
following  two  periods,  each  period  being 
determined  under  the  applicable  provi¬ 
sions  of  sections  275,  276  (a)  and  (b), 
and  508,  expires  the  latest: 

(1)  The  period  within  which  a  de¬ 
ficiency  may  be  assessed  with  respect  to 
the  tax  imposed  by  chapter  1  for  the 
taxable  year  of  the  loss  or  unused  credit 
which  resulted  in  the  carry-back;  or 

(2)  The  period  within  which  a  de¬ 
ficiency  may  be  assessed  with  respect  to 
the  surtax  on  personal  holding  com¬ 
panies,  imposed  by  subchapter  A  of 
chapter  2,  for  the  taxable  year  of  the  loss 
or  unused  credit  which  resulted  in  the 
carry-back. 

If  a  corporation  Is  not  a  personal  hold¬ 
ing  company,  as  defined  in  section  501, 
for  the  taxable  year  of  the  loss  or  unused 
credit  which  resulted  in  the  carry-back, 
the  period  within  which  a  deficiency  may 
be  assessed  with  respect  to  the  surtax  on 
personal  holding  companies  for  the  tax¬ 
able  year  of  the  loss  or  unused  credit 
shall  be  disregarded  in  determining  the 
period  within  which  a  deficiency  at¬ 
tributable  to  the  application  to  the  tax¬ 
payer  of  a  carry-back,  resulting  from 
such  loss  or  unused  credit,  may  be 
assessed.  It  is  immaterial  whether  the 
deficiency  is  attributable  to  the  applica¬ 
tion  to  the  taxpayer  of  a  net  operating 
loss  carry-back  or  an  unused  excess 
profits  credit  carry-back  or  whether  the 
deficiency  is  in  respect  of  the  same  tax 
as  that  of  the  carry-back  or  in  respect 
of  some  other  tax.  It  is  likewise  im¬ 
material  whether  the  tax,  in  respect  of 
which  the  deficiency  resulting  from  the 
application  to  the  taxpayer  of  the  carry¬ 
back  is  to  be  assessed,  is  the  same  kind 
of  tax  with  respect  to  which  a  deficiency 
might  be  assessed  for  the  taxable  year 
of  the  loss  or  unused  credit  which  re¬ 
sulted  in  the  carry-back.  Thus,  if  a 
deficiency  for  the  calendar  year  1952 
with  respect  to  the  tax  imposed  by 
chapter  1  is  attributable  to  the  applica¬ 


tion  to  the  taxpayer  of  a  net  operating 
loss  carry-back  from  1953,  and  if  the 
periods  within  which  deficiencies  with 
respect  to  the  taxes  imposed  by  chapter 
1  and  subchapter  A  of  chapter  2  for  1953 
expire  respectively  on  March  15,  1957, 
and  September  15,  1957,  the  period 
within  which  such  deficiency,  attribut¬ 
able  to  the  application  to  the  taxpayer 
of  the  net  operating  loss  carry-back 
from  1953,  may  be  assessed  with  respect 
to  the  tax  imposed  by  chapter  1  for  1952 
will  expire  on  September  15,  1957.  A 
deficiency  attributable  to  the  applica¬ 
tion  to  the  taxpayer  of  &  carry-back 
may  result  from  an  adjustment  to  a  net 
operating  loss  or  an  unused  excess  profits 
credit,  to  the  resulting  carry-back,  or 
to  the  net  operating  loss  deduction  or 
the  unused  excess  profits  credit  adjust¬ 
ment.  A  deficiency  may  be  attributable 
to  the  application  to  the  taxpayer  of  a 
carry-back  even  though  the  net  operat¬ 
ing  loss  or  the  unused  excess  profits 
credit  or  the  resulting  carry-back,  as 
claimed  by  the  taxpayer,  is  identical  in 
amount  with  the  actual  loss  or  unused 
credit  or  the  resulting  carry-back.  For 
example,  if  in  computing  a  net  operating 
loss  deduction,  the  taxpayer  fails  to  make 
the  adjustment  required  by  section  122 
(c),  the  resulting  deficiency  will  be  con¬ 
sidered  to  be  attributable  to  the  appli¬ 
cation  to  the  taxpayer  of  any  operating 
loss  carry-back  which  entered  into  the 
computation  of  such  net  operating  loss 
deduction.  If  the  period  within  which 
a  deficiency  may  be  assessed  under  any 
other  applicable  provisions  of  law  is 
longer  than  the  period  provided  in  sec¬ 
tion  276  (d),  a  deficiency  attributable 
to  the  application  to  the  taxpayer  of  such 
carry-back  may  be  assessed  at  any  time 
prior  to  the  expiration  of  such  longer 
period. 

(l)  In  the  case  of  a  joint  return  made 
under  section  51  (g),  the  period  of  limi¬ 
tations  shall  not  be  less  than  one  year 
immediately  after  the  date  of  the  actual 
filing  of  such  return,  computed  without 
regard  to  the  provisions  of  section  51  (g) 
(7). 

(m)  For  the  period  of  limitations  for 
assessing  a  deficiency  attributable  to  an 
award  made  pursuant  to  the  order  issued 
by  the  Interstate  Commerce  Commis¬ 
sion  on  December  4, 1950,  under  the  Rail¬ 
way  Mail  Pay  Act  of  1916,  see  §  29.275-1 
of  Regulations  111  (26  C.  F  Jt.,  1949  ed., 
Supps.). 

(n)  In  the  case  of  a  deficiency  de¬ 
scribed  in  section  112  (n)  (7),  such 
deficiency  may  be  assessed  at  any  time 
before  the  expiration  of  the  time  therein 
provided.  See  §  39.112  (n)-l. 

(o)  In  the  case  of  a  deficiency  de¬ 
scribed  in  section  112  (f)  (3)  (C)  or  (D), 
such  deficiency  may  be  assessed  at  any 
time  before  the  expiration  of  the  time 
therein  provided.  See  §39.112  <f)-l. 

(p)  With  respect  to  the  period  of  limi¬ 
tation  for  assessing  the  amount  of  the 
liability  of  a  transferee  of  property,  or 
for  assessing  the  amount  of  the  liability 
of  a  fiduciary  under  section  3467  of  the 
Revised  Statutes,  as  amended  (31  U.  S.  C. 
192),  see  section  311. 

(q)  For  the  period  of  limitation  for 
assessing  amounts  determined  under 


section  127  (c)  (3)  (relating  to  war  loss 
recoveries)  or  any  deficiency  attributable 
to  the  basis  of  recovered  property  being 
determined  under  section  127  <d)  (2), 
see  section  127  (c)  (5)  and  the  regula¬ 
tions  thereunder. 

§  39.275-2  Period  of  limitation  upon 
collection  of  tax.  (a)  In  the  case  of  the 
income  taxes  imposed  by  the  Internal 
Revenue  Code,  a  pi’oceeding  in  court 
without  assessment  for  the  collection  of 
such  tax  must  be  begun  within  three 
years  after  the  return  was  filed. 

(b)  The  exceptions  to  the  period  of 
limitation  upon  collection  of  the  tax 
without  assessment  stated  in  paragraph 

(a)  of  this  section  are  as  follows: 

(1)  In  the  case  of  income  received 
during  the  lifetime  of  a  decedent  or  by 
his  estate  during  the  period  of  adminis¬ 
tration,  or  by  a  corporation,  a  proceed¬ 
ing  in  court  for  the  collection  of  the  tax 
without  assessment  must  be  begun  within 
18  months  after  a  written  request  there¬ 
for  by  the  executor,  administrator,  or 
other  fiduciary  representing  the  estate 
of  the  decedent,  or  by  the  corporation, 
but  not  after  the  expiration  of  three 
years  after  the  return  was  filed.  Such 
a  request  does  not  have  the  effect  of  ex¬ 
tending  the  regular  period  of  limitation 
within  which  a  proceeding  in  court  with¬ 
out  assessment  may  be  begun,  even 
though  the  request  is  made  less  than  18 
months  before  the  expiration  of  the  reg¬ 
ular  period  of  limitation,  nor  is  it  of  any 
effect  if  made  before  the  return  is  filed. 
In  the  case  of  a  corporation  the  condi¬ 
tions  stated  in  (1),  <2),  and  (3)  of  para¬ 
graph  (a)  of  §  39.275-1  also  must  be  met. 

(2)  A  proceeding  in  court  for  the  col¬ 
lection  of  the  tax  without  assessment 
may  be  begun  at  any  time — 

(i)  In  case  the  taxpayer  files  a  false 
or  fraudulent  return  with  intent  to 
evade  tax;  or 

(ii)  In  case  the  taxpayer  fails  to  file 
a  return. 

(3)  If  there  is  omitted  from  the  gross 
income  stated  in  the  return  an  amount 
properly  includible  therein  which  is  in 
excess  of  25  percent  of  the  gross  income 
so  stated,  a  proceeding  in  court  for  the 
collection  of  the  tax  may  be  begun 
without  assessment  at  any  time  within 
five  years  after  the  return  was  filed. 

(4)  If  the  taxpayer  omits  from  gross 
income  an  amount  properly  includible 
therein  under  section  337  (b)  as  his  dis¬ 
tributive  share  of  the  undistributed 
Supplement  P  net  income  of  a  foreign 
personal  holding  company  (see  sections 
331  to  340,  inclusive) ,  or  an  amount  prop¬ 
erly  includible  therein  under  section  394 

(b)  as  his  distributive  share  of  the  Sup¬ 
plement  S  net  income  of  a  personal 
service  corporation  (see  sections  391  to 
396,  inclusive),  a  proceeding  in  court  for 
the  collection  of  the  tax  may  be  begun 
without  assessment  at  any  time  within 
seven  years  after  the  return  was  filed. 

(5)  If  the  taxpayer  omits  from  gross 
Income  an  amount  properly  includible 
therein  under  section  115  (c)  as  an 
amount  distributed  in  liquidation  of  a 
corporation,  other  than  a  foreign  per¬ 
sonal  holding  company,  a  proceeding  in 
court  for  the  collection  of  the  tax  may 
be  begun  without  assessment  at  any 
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time  within  four  years  after  the  return 
was  filed. 

(6)  In  the  case  of  a  joint  return  made 
under  section  51  (g),  the  period  of  limi¬ 
tations  shall  not  be  less  than  one  year 
immediately  after  the  date  of  the  actual 
filing  of  such  return,  computed  without 
regard  to  the  provisions  of  section  51 
(g)  (7). 

<c)  In  any  case  in  which  the  tax  has 
been  assessed  within  the  statutory  period 
of  limitation  properly  applicable  thereto, 
a  proceeding  in  court  or  distraint  for  the 
collection  of  such  tax  may  be  begun 
within  six  years  after  the  assessment 
thereof,  or  prior  to  the  expiration  of  any 
period  for  collection  agreed  upon  in  writ¬ 
ing  by  the  Commissioner  and  the  tax¬ 
payer  before  the  expiration  of  such 
6 -year  period.  The  period  so  agreed 
upon  may  be  extended  by  subsequent 
agreements  in  writing  made  before  the 
expiration  of  the  period  previously 
agreed  upon.  In  determining  the  run¬ 
ning  of  the  statute  of  limitations  in 
respect  of  distraint,  the  distraint  shall 
be  held  to  have  been  begun,  in  the  case 
of  personal  property,  on  the  date  on 
which  the  levy  upon  such  property  is 
made,  or,  in  the  case  of  real  property, 
on  the  date  on  which  notice  of  the  time 
and  place  of  sale  is  given  to  the  person 
whose  estate  it  is  proposed  to  sell. 

(d)  If  a  notice  of  a  deficiency  has  been 
mailed  to  the  taxpayer  under  the  provi¬ 
sions  of  section  272  (a)  (see  §  39.272-1), 
then  the  running  of  the  statute  of  limi¬ 
tations  on  the  beginning  of  distraint 
after  assessment,  or  on  the  beginning  of 
a  proceeding  in  court  after  assessment 
or  without  assessment,  in  respect  of  any 
deficiency,  shall  be  suspended  for  the 
period  during  which  the  Commissioner 
is  prohibited  from  beginning  such  dis¬ 
traint  or  proceeding  in  court  (and  in  any 
event,  if  a  proceeding  in  respect  of  the 
deficiency  is  placed  on  the  docket  of  The 
Tax  Court  of  the  United  States,  until 
the  decision  of  the  Tax  Court  becomes 
final) ,  and  for  60  days  thereafter. 

(e)  With  respect  to  the  period  of  limi¬ 
tation  upon  the  collection  of  the  tax  on 
unpaid  claims  in  bankruptcy  or  receiver¬ 
ship  proceedings,  see  section  274  (b)  and 
§  39.274-2. 

SUPPLEMENT  M — INTEREST  AND  ADDITIONS 
TO  THE  TAX 

5  39.291  Statutory  provisions;  interest 
and  additions  to  the  tax;  failure  to  file 
return. 

Sec.  291.  Failure  to  file  return,  (a)  In 
case  of  any  failure  to  make  and  file  return 
required  by  this  chapter,  within  the  time 
prescribed  by  law  or  prescribed  by  the  Com¬ 
missioner  in  pursuance  of  law,  unless  it  is 
shown  that  such  failure  is  due  to  reasonable 
cause  and  not  due  to  willful  neglect,  there 
6hall  be  added  to  the  tax:  5  per  centum  if 
the  failure  is  for  not  more  than  thirty  days 
with  an  additional  5  per  centum  for  each 
additional  thirty  days  or  fraction  thereof 
during  which  such  failure  continues,  not 
exceeding  25  per  centum  in  the  aggregate. 
The  amount  so  added  to  any  tax  shall  be 
collected  at  the  same  time  and  in  the  same 
manner  and  as  a  part  of  the  tax  unless  the 
tax  has  been  paid  before  the  discovery  of 
the  neglect,  in  which  case  the  amount  so 
added  shall  be  collected  in  the  same  manner 
&s  the  tax.  The  amount  added  to  the  tax 


under  this  section  shall  be  in  lieu  of  the  25 
per  centum  addition  to  the  tax  provided 
in  section  3612  (d)  (1). 

[Sec.  291  as  amended  by  sec.  172  (f)  (4), 
Rev.  Act  1942;  sec.  6  (b)  (7),  Individual 
Income  Tax  Act  1944] 

§  39.291-1  Addition  to  the  tax  in  case 
of  failure  to  file  return,  (a)  In  case  of 
failure  to  make  and  file  a  return  required 
by  chapter  1  within  the  prescribed  time, 
a  certain  percent  of  the  amount  of  the 
tax  is  added  to  the  tax  unless  failure 
to  file  the  return  within  the  prescribed 
time  is  shown  to  the  satisfaction  of  the 
Commissioner  to  be  due  to  reasonable 
cause  and  not  to  willful  neglect.  The 
amount  to  be  added  to  the  tax  is  5  per¬ 
cent  if  the  failure  is  for  not  more  than 
30  days,  with  an  additional  5  percent 
for  each  additional  30  days  or  fraction 
thereof  during  which  failure  continues, 
not  to  exceed  25  percent  in  the  aggregate. 

(b)  A  taxpayer  who  wishes  to  avoid 
the  addition  to  the  tax  for  delinquency 
must  make  an  affirmative  showing  of  all 
facts  alleged  as  a  reasonable  cause  for 
failure  to  file  the  return  on  time  in  the 
form  of  a  written  statement  containing 
a  declaration  that  it  is  made  under 
penalties  of  perjury,  which  should  be 
filed  with  the  district  director  of  internal 
revenue,  who,  unless  otherwise  directed 
by  the  Commissioner,  will  forward  the 
statement  to  the  Commissioner,  and,  if 
the  Commissioner  determines  that  the 
delinquency  was  due  to  a  reasonable 
cause,  and  not  to  willful  neglect,  the 
addition  to  the  tax  will  not  be  assessed. 
If  the  taxpayer  exercised  ordinary  busi¬ 
ness  care  and  prudence  and  was  never¬ 
theless  unable  to  file  the  return  within 
the  prescribed  time,  then  the  delay  is 
due  to  a  reasonable  cause. 

(c)  If  the  addition  to  the  tax  for  de¬ 
linquency  in  filing  the  return  has  been 
added,  the  amount  so  added  shall  be  col¬ 
lected  in  the  same  manner  as  the  tax. 

(d)  For  addition  to  the  tax  in  case  of 
a  deficiency  due  to  fraud  with  intent  to 
evade  tax,  see  section  293.  As  to  the 
making  of  returns  for  taxpayers  by  dis¬ 
trict  directors  of  internal  revenue  or  the 
Commissioner  in  the  case  of  delinquency 
in  filing  a  return,  or  in  the  case  of  a  false 
or  fraudulent  return,  see  section  3612. 

§  39.292-294  Statutory  provisions;  in¬ 
terest  and  additions  to  the  tax;  inter¬ 
est  on  deficiencies ;  additions  to  tax  in 
case  of  deficiency;  additions  to  tax  in 
case  of  nonpayment. 

Sec.  292.  Interest  on  deficiencies — (a) 
General  rule.  Interest  upon  the  amount  de¬ 
termined  as  a  deficiency  shall  be  assessed 
at  the  same  time  as  the  deficiency,  shall  be 
paid  upon  notice  and  demand  from  the  col¬ 
lector,  and  shall  be  collected  as  a  part  of 
the  tax,  at  the  rate  of  6  per  centum  per 
annum  from  the  date  prescribed  for  the 
payment  of  the  tax  (or,  if  the  tax  is  paid  in 
installments,  from  the  date  prescribed  for 
the  payment  of  the  first  installment)  to  the 
date  the  deficiency  is  assessed,  or,  in  the  case 
of  a  waiver  under  section  272  (d),  to  the 
thirtieth  day  after  the  filing  of  such  waiver 
or  to  the  date  the  deficiency  is  assessed 
whichever  is  the  earlier.  If  any  portion  of 
the  deficiency  assessed  is  not  to  be  collected 
by  reason  of  a  prior  satisfaction,  in  whole  or 
In  part,  of  the  tax,  proper  adjustment  shall 
be  made  with  respect  to  the  Interest  on  such 
portion. 


(b)  Deficiency  resulting  from  relief  under 

section  722.  •  •  •  (Not  applicable] 

(c)  Deficiency  resulting  from  carry-back 
and  related  matters.  If  any  part  of  a  de¬ 
ficiency  is  determined  by  the  Commissioner 
to  be  attributable  (A)  to  a  carry-back  to 
which  an  overpayment  described  in  section 
3771  (e),  or  a  decrease  determined  under 
section  3780  (b),  in  any  other  tax  is  at¬ 
tributable,  or  (B)  to  an  error  in  the  amount 
or  effect  of  a  carry-back  which  resulted  in  a 
credit  or  refund  of  an  overpayment  with 
interest  computed  pursuant  to  section  3771 
(e),  or  in  a  decrease  determined  under  sec¬ 
tion  3780  (b),  no  interest  shall  be  assessed 
or  paid  under  subsection  (a)  with  respect 
to  such  part  of  the  deficiency  for  any  period 
during  which  interest  was  not  allowed  with 
respect  to  such  overpayment  or  for  a  period 
prior  to  the  application  of  such  decrease. 

(d)  With  respect  to  any  corporation  en¬ 
titled  to  receive  payment  for  the  transpor¬ 
tation  of  United  States  mail,  if  an  award 
is  retroactively  received  for  the  transporta¬ 
tion  of  United  States  mail,  and  if  such  award 
is  required  to  be  treated  as  income  in  the 
year  or  years  in  which  the  mail  was  carried, 
then,  notwithstanding  the  provisions  of  sub¬ 
section  (a)  of  this  section,  no  interest  shall 
be  due,  with  respect  to  any  period  prior 
to  thirty  daj’s  after  such  award  is  granted, 
for  tax  deficiencies  resulting  from  the  in¬ 
clusion  of  such  additional  mail  payments 
retroactively. 

| Sec.  292  as  amended  by  Pub.  Law  201  (78th 
Cong.);  sec.  14  (c).  Individual  Income  Tax 
Act  1944;  sec.  6  (a).  Tax  Adjustment  Act 
1945;  sec.  611  (b),  Rev.  Act  1951 1 

Sec.  293.  Additions  to  the  tax  in  case  of 
deficiency — (a)  Negligence.  If  any  part  of 
any  deficiency  is  due  to  negligence,  or  in¬ 
tentional  disregard  of  rules  and  regulations 
but  without  intent  to  defraud,  5  per  centum 
of  the  total  amount  of  the  deficiency  (in 
addition  to  such  deficiency)  shall  be  as¬ 
sessed,  collected,  and  paid  in  the  same  man¬ 
ner  as  if  it  were  a  deficiency,  except  that  the 
provisions  of  section  272  (i),  relating  to  the 
prorating  of  a  deficiency,  and  of  section 
292,  relating  to  interest  on  deficiencies,  shall 
not  be  applicable. 

(b)  Fraud.  If  any  part  of  any  deficiency 
is  due  to  fraud  with  intent  to  evade  tax, 
then  50  per  centum  of  the  total  amount  of 
the  deficiency  (in  addition  to  such  defici¬ 
ency)  shall  be  so  assessed,  collected,  and  paid, 
In  lieu  of  the  50  per  centum  addition  to  the 
tax  provided  in  section  3612  (d)  (2). 

Sec.  294.  Additions  to  the  tax  in  case  of 
nonpayment — (a)  Tax  shown  on  return — (1) 
General  rule.  Where  the  amount  determined 
by  the  taxpayer  as  the  tax  imposed  by  this 
chapter,  or  any  installment  thereof,  or  any 
part  of  such  amount  or  installment,  is  not 
paid  on  or  before  the  date  prescribed  for  its 
payment,  there  shall  be  collected  as  a  part 
of  the  tax,  interest  upon  such  unpaid 
amount  at  the  rate  of  6  per  centum  per 
annum  from  the  date  prescribed  for  its  pay¬ 
ment  until  it  is  paid. 

(2)  If  extension  granted.  Where  an  ex- 
■  tension  of  time  for  payment  of  the  amount 
so  determined  as  the  tax  by  the  taxpayer,  or 
any  installment  thereof,  has  been  granted, 
and  the  amount  the  time  for  payment  of 
which  has  been  extended,  and  the  interest 
thereon  determined  under  section  295,  is  not 
paid  In  full  prior  to  the  expiration  of  the 
period  of  the  extension,  then,  in  lieu  of  the 
interest  provided  for  in  paragraph  (1)  of 
this  subsection,  interest  at  the  rate  of  6  per 
centum  per  annum  shall  be  collected  on  such 
unpaid  amount  from  the  date  of  the  expira¬ 
tion  of  the  period  of  the  extension  until  it  is 
paid. 

(b)  Deficiency.  Where  a  deficiency,  or 
any  interest  or  additional  amounts  assessed 
In  connection  therewith  under  section  292, 
or  under  section  293,  or  any  addition  to  the 
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tax  In  case  of  delinquency  provided  for  in 
section  291,  is  not  paid  in  full  within  ten 
days  from  the  date  of  notice  and  demand 
from  the  collector,  there  shall  be  collected 
as  part  of  the  tax,  interest  upon  the  unpaid 
amount  at  the  rate  of  6  per  centum  per  an¬ 
num  from  the  date  of  such  notice  and  de¬ 
mand  until  it  is  paid.  If  any  part  of  a  defi¬ 
ciency  prorated  to  any  unpaid  installment 
under  section  272  (i)  is  not  paid  in  full  on 
or  before  the  date  prescribed  for  the  pay¬ 
ment  of  such  installment,  there  shall  be  col¬ 
lected  as  part  of  the  tax  interest  upon  the 
unpaid  amount  at  the  rate  of  6  per  centum 
per  annum  from  such  date  until  it  is  paid. 

(c)  Filing  of  jeopardy  bond.  If  a  bond  is 
filed,  as  provided  in  section  273,  the  provi¬ 
sions  of  subsection  (b)  of  this  section  shall 
not  apply  to  the  amount  covered  by  the 
bond. 

(d>  Estimated  tax — (1)  Failure  to  file  dec¬ 
laration  or  pay  installment  of  estimated 
tax— (A)  Failure  to  file  declaration.  In  the 
case  of  a  failure  to  make  and  file  a  declara¬ 
tion  of  estimated  tax  within  the  time  pre¬ 
scribed,  unless  such  failure  is  shown  to  the 
satisfaction  of  the  Commissioner  to  be  due 
to  reasonable  cause  and  not  to  willful  neglect, 
there  shall  be  added  to  the  tax  5  per  centum 
of  each  installment  due  but  unpaid,  and  in 
addition,  with  respect  to  each  such  install¬ 
ment  due  but  unpaid,  1  per  centum  of  the 
unpaid  amount  thereof  for  each  month  (ex¬ 
cept  the  first)  or  fraction  thereof  during 
which  such  amount  remains  unpaid.  In  no 
event  shall  the  aggregate  addition  to  the  tax 
under  this  subparagraph  with  respect  to  any 
Installment  due  but  unpaid,  exceed  10  per 
centum  of  the  unpaid  portion  of  such  install¬ 
ment.  For  the  purposes  of  this  subpara¬ 
graph  the  amount  and  due  date  of  each 
installment  shall  be  the  same  as  if  a  declara¬ 
tion  had  been  filed  within  the  time  prescribed 
showing  an  estimated  tax  equal  to  the  correct 
tax  reduced  by  the  credits  under  sections  32 
and  35. 

(Bi  Failure  to  pay  installments  of  esti¬ 
mated  tax  declared.  Where  a  declaration  of 
estimated  tax  has  been  made  and  filed  within 
the  time  prescribed,  or  where  a  declaration  of 
estimated  tax  has  been  made  and  filed  after 
the  time  prescribed  and  the  Commissioner 
has  found  that  failure  to  make  and  file  such 
declaration  within  the  time  prescribed  was 
due  to  reasonable  cause  and  not  to  willful 
neglect,  in  the  case  of  a  failure  to  pay  an 
Installment  of  the  estimated  tax  within  the 
time  prescribed,  unless  such  failure  is  shown 
to  the  satisfaction  of  the  Commissioner  to  be 
due  to  reasonable  cause  and  not  to  willful 
neglect,  there  shall  be  added  to  the  tax  5  per 
centum  of  the  unpaid  amount  of  such  install¬ 
ment,  and  in  addition  1  per  centum  of  such 
unpaid  amount  for  each  month  (except  the 
first)  or  fraction  thereof  during  which  such 
amount  remains  unpaid.  In  no  event  shall 
the  aggregate  addition  to  the  tax  under  this 
subparagraph  with  respect  to  any  install¬ 
ment  due  but  unpaid,  exceed  10  per  centum 
of  the  unpaid  portion  of  such  installment. 

(2)  Substantial  underestimate  of  esti¬ 
mated  tax.  If  80  per  centum  of  the  tax 
(determined  without  regard  to  the  credits 
under  sections  32  and  35),  in  the  case  of 
individuals  other  than  farmers  exercising  an 
election  under  section  60  (a),  or  66%  per 
centum  of  such  tax  so  determined  in  the  case 
such  farmers,  exceeds  the  estimated  tax 
(increased  by  such  credits),  there  shall  be 
added  to  the  tax  an  amount  equal  to  such 
excess,  or  equal  to  6  per  centum  of  the 
amount  by  which  such  tax  so  determined 
exceeds  the  estimated  tax  so  increased, 
whichever  is  the  lesser.  This  paragraph  shall 
uot  apply  to  the  taxable  year  in  which  falls 
the  death  of  the  taxpayer,  nor,  under  regula¬ 
tions  prescribed  by  the  Commissioner  with 
the  approval  of  the  Secretary,  shall  it  apply 
to  the  taxable  year  in  which  the  taxpayer 
•hakes  a  timely  payment  of  estimated  tax 
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within  or  before  each  quarter  •  •  •  [deleted 
material  no  longer  applicable]  of  such  year 
(or  in  the  case  of  farmers  exercising  an 
election  under  section  60  (a),  within  the  last 
quarter)  in  an  amount  at  least  as  great  as 
though  computed  (under  such  regulations) 
on  the  basis  of  the  taxpayer’s  status  with  re¬ 
spect  to  the  personal  exemption  and  credit 
for  dependents  on  the  date  of  the  filing  of  the 
declaration  for  such  taxable  year  (or  in  the 
case  of  any  such  farmer,  or  in  case  the  fif¬ 
teenth  day  of  the  third  month  of  the  tax¬ 
able  year  occurs  after  July  1,  on  July  1  of  the 
taxable  year)  but  otherwise  on  the  basis  of 
the  facts  shown  on  his  return  for  the 
preceding  taxable  year.  *  *  *  [deleted  ma¬ 
terial  no  longer  applicable) 

(3)  Tax  on  self-employment  income.  This 
subsection  shall  be  applied  without  regard 
U  the  tax  imposed  by  subchapter  E,  relating 
to  tax  on  self-employment  income. 

(e)  Substantial  overstatement  of  expected 
carry-backs.  If  the  time  for  payment  of 
any  tax  or  taxes  for  any  taxable  year  is  ex¬ 
tended  under  section  3779,  there  shall  be 
added  to  such  tax  or  taxes  an  amount  equal 
to  5  per  centum  of  the  penalty  portion,  if 
any,  of  the  amount  to  which  such  extension 
relates,  unless  the  taxpayer  establishes  to 
the  satisfaction  of  the  Commissioner  that, 
as  of  the  end  of  the  taxable  year  in  which 
such  extension  was  made,  there  was  reason¬ 
able  cause  to  expect  there  would  be  no  such 
penalty  portion.  The  penalty  portion  shall 
be  the  excess  of  the  amount  to  which  such 
extension  relates  which  is  not  paid  by  the 
end  of  the  taxable  year  in  which  such  ex¬ 
tension  is  made  over  125  per  centum  of  the 
amount  to  which  such  extension  relates 
which  is  satisfied  by  applying  thereto  a 
decrease  in  tax  in  respect  of  an  application 
under  section  3780  (a)  less  any  amounts  as¬ 
sessed  in  respect  of  such  application  which 
are  not  so  satisfied. 

[Sec.  294  as  amended  by  sec.  5  (b),  Current 
Tax  Payment  Act  1943;  sec.  118  (a),  Rev. 
Act  1943;  secs.  6  (b)  (8),  13  (b).  Individual 
Income  Tax  Act  1944;  sec.  4  (b),  Tax  Ad¬ 
justment  Act  1945;  sec.  208  (d)  (8),  Social 
Security  Act  Amendments  1950;  sec.  2,  Pub. 
Law  907  (81st  Cong.);  sec.  103  (b).  Rev.  Act 
1951| 

§  39.294-1  Add’tions  to  the  tax — (a) 
In  general.  Section  294  (d)  provides 
for  certain  additions  to  the  tax  in  the 
case  of — 

(1)  Failure  to  file  timely  a  declara¬ 
tion  of  estimated  tax; 

(2)  Failure  to  pay  within  the  time 
prescribed  any  installment  of  declared 
estimated  tax;  and 

(3)  Substantial  underestimate  of  the 
estimated  tax. 

These  additions  to  the  tax  are  in  addi¬ 
tion  to  any  applicable  criminal  penal¬ 
ties. 

(b)  Additions  for  specific  failures  on 
the  part  of  the  taxpayer  with  respect  to 
the  estimated  tax — (1)  Failure  to  file 
declaration,  (i)  Section  294  (d)  (1) 


(A)  provides  for  an  addition  to  the  tax 
in  the  case  of  a  failure  to  make  and  file 
a  declaration  of  estimated  tax  within 
the  time  prescribed  unless  such  failure 
is  shown  to  the  satisfaction  of  the  Com¬ 
missioner  to  be  due  to  reasonable  cause 
and  not  due  to  willful  neglect.  Such 
addition  to  the  tax  shall  be  in  an  amount 
equal  to  5  percent  of  the  unpaid  amount 
of  each  installment  and  in  addition  1 
percent  of  the  unpaid  amount  of  the 
installment  for  each  month  (except  the 
first)  or  fraction  thereof  during  which 
such  amount  remains  unpaid.  Such 
addition  to  the  tax  with  respect  to  any 
installment  due  but  unpaid  shall  not  ex¬ 
ceed  10  percent  of  the  unpaid  portion  of 
such  installment.  For  the  purposes  of 
section  294  (d)  (1)  (A) ,  the  amount  and 
due  date  of  each  installment  shall  be 
the  same  as  if  a  declaration  had  been 
filed  within  the  time  prescribed  showing 
an  estimated  tax  equal  to  the  correct  tax 
reduced  by  the  credits  for  tax  withheld 
at  source. 

(ii)  The  application  of  section  294  (d) 
(1)  (A)  in  the  case  of  taxpayers  not  en¬ 
titled  to  elect  under  section  60  (a),  re¬ 
lating  to  farmers,  may  be  illustrated  by 
the  following  example: 

Example.  An  individual  filed  a  declara¬ 
tion  on  May  15,  1952,  for  the  calendar  year 
1952,  disclosing  an  estimated  tax  of  $1,400, 
and  paid  installments  of  $350  each  on  May 
15,  June  15,  and  September  15,  1952,  and 
January  15,  1953.  In  computing  his  esti¬ 
mated  tax  he  correctly  estimated  the  amount 
of  tax  to  be  withheld  at  source  on  his  wages 
for  1952  to  be  $1,000.  On  March  15,  1953,  he 
filed  a  return  on  Form  1040  showing  a  cor¬ 
rect  tax  of  $4,000  and  paid  the  balance  of 
the  tax,  due.  $1,600  ($4,000  less  the  sum  of 
$1,400  and  $1,000).  Examination  of  his  re¬ 
turn  disclosed  that  his  entire  Income 
consisted  of  a  regular  salary,  dividends,  and 
interest.  The  failure  to  file  a  timely  declara¬ 
tion  was  not  due  to  reasonable  cause.  Hence 
the  individual  is  subject  to  the  penalty  im¬ 
posed  by  section  294  (d)  (1)  (A).  Under  the 
facts  assumed,  installments  of  tax  in  the 
amount  of  $750  each  were  due  and  payable 
on  March  15,  June  15,  and  September  15, 
1952,  and  January  15,  1953,  that  is,  one- 
fourth  of  $3,000,  the  balance  of  correct  tax 
remaining  after  taking  into  account  the 
amount  withheld  at  source  on  his  wages. 
The  entire  amount  of  the  March  installment 
of  $750  remained  unpaid  for  two  months; 
$400  of  the  same  installment  remained  un¬ 
paid  for  an  additional  ten  months;  $400  of 
the  June  installment  remained  unpaid  for 
nine  months;  $100  of  the  September  install¬ 
ment  remained  unpaid  for  six  months;  $400 
of  the  January  installment  remained  unpaid 
for  two  months.  The  addition  to  the  tax 
under  section  294  (d)  (1)  (A) ,  subject  to  the 
limitation  of  10  percent  of  the  unpaid 
amount  of  each  installment.  Is  $179, 
computed  as  follows: 


Unpaid  amount 

Percentage 

Penalty 

before 

limitation 

10  percent 
limitation 

Addition 
to  tax 

March: 

$750. . 

5  percent  plus  1  percent . 

$45 

$100 . 

..  10  times  1  percent . 

40 

85 

$75 

$75 

Juno:  $100... . 

5  percent  plus  R  percent . - 

52 

40 

40 

September:  $400 . 

5  percent  plus  5  percent . 

40 

40 

40 

January:  $400 . . 

5  percent  plus  1  percent . 

24 

40 

24 

Total  addition  to  tax 

under  sec.  294  (d)  (1) 

(A) . 

179 
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(2)  Failure  to  pay  installment  of  de¬ 
clared  estimated  tax.  (i)  Section  294 
(d)  (1)  <B>  provides  for  an  addition  to 
the  tax  in  the  case  of  the  failure  to  pay 
an  installment  of  the  declared  estimated 
tax  within  the  time  prescribed  unless 
such  failure  is  shown  to  the  satisfaction 
of  the  Commissioner  to  be  due  to  reason¬ 
able  cause  and  not  due  to  willful  neglect. 
Such  addition  to  the  tax  is  applicable  to 
delinquency  in  payment  only  (a)  where 
a  timely  declaration  of  estimated  tax  has 
been  made  and  filed  or  (b)  where  the 
Commissioner  has  found  that  the  failure 
to  make  and  file  a  timely  declaration  was 
due  to  reasonable  cause  and  not  to  will¬ 
ful  neglect.  Such  addition  to  the  tax 
shall  be  in  an  amount  equal  to  5  percent 
of  the  unpaid  amount  of  each  install¬ 
ment  of  declared  estimated  tax  and  in 
addition  1  percent  of  such  unpaid 
amount  for  each  month  (except  the  first) 
or  fraction  thereof  during  which  such 
amount  remains  unpaid.  The  addition 
to  the  tax  is  limited  with  respect  to  any 
installment  due  but  unpaid  to  10  per¬ 
cent  of  the  unpaid  portion  of  such  in¬ 
stallment.  Such  addition  to  the  tax  is 
not  applicable  in  cases  to  which  the  addi¬ 
tion  to  the  tax  under  section  294  (d)  (1) 
(A)  applies. 

(ii)  The  application  of  section  294  (d) 

(1)  (B)  in  the  case  of  taxpayers  not  en¬ 
titled  to  elect  under  section  60  (a),  relat¬ 
ing  to  farmers,  may  be  illustrated  by  the 
following  examples: 

Example  (1).  For  the  calendar  year  1952 
E  and  F.  husband  and  wife,  file  timely  dec¬ 
larations.  E’s  separate  declaration  discloses 
a  balance  of  estimated  tax  in  the  amount  of 
$400.  Instead  of  making  timely  payment  of 
one  Installment  of  $100,  he  pays  such  amount 
10  days  after  the  due  date.  The  delay  in 
payment  was  not  due  to  reasonable  cause. 
F  is  similarly  delinquent  with  respect  to  one 
Installment  of  $50  of  her  balance  of  esti¬ 
mated  tax  of  $200.  On  the  joint  return  of  E 
and  F  for  1952  the  addition  to  the  tax  wrlth 
respect  to  the  delinquent  installments  of 
estimated  tax  will  be  $7.50,  which  is  the  sum 
of  5  percent  of  $100  and  5  percent  of  $50. 

Example  (2).  The  timely  Joint  declara¬ 
tion  of  G  and  H  for  the  calendar  year  1952 
discloses  a  balance  of  estimated  tax  in  the 
amount  of  $500.  G  and  H  are  delinquent 
without  reasonable  cause  for  a  period  of  less 
than  one  month  in  the  payment  of  one  in¬ 
stallment  of  $125.  They  file  separate  income 
tax  returns  for  1952.  They  are  Jointly  and 
severally  liable  for  the  payment  of  the  addi¬ 
tion  to  the  tax  for  delay  in  paying  an  install¬ 
ment  of  estimated  tax.  Such  addition 
amounts  to  $0.25,  that  is,  5  percent  of  $125. 

(3)  Substantial  understatement  of 
estimated  tax.  (i)  Section  294  (d)  (2) 
provides  for  an  addition  to  the  tax  in  the 
case  of  a  taxpayer  who  makes  a  sub¬ 
stantial  underestimate  of  tax  on  his 
declaration.  Such  addition  to  the  tax 
shall  not  apply  to  the  taxable  year  in 
which  falls  the  death  of  the  taxpayer. 
Except  as  hereinafter  provided — 

(a)  In  the  case  of  individuals,  other 
than  those  exercising  the  election  under 
section  60  < a),  relating  to  farmers,  an 
addition  to  the  tax  under  section  294  (d) 

(2)  is  applicable  in  the  event  that  the 
amount  of  the  estimated  tax  (increased 
by  the  amount  of  the  credit  for  taxes 
withheld  at  source  on  wages  (under  sec¬ 
tion  35  and  the  credit  under  section  32)  is 
less  than  80  percent  of  the  tax  imposed 
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by  chapter  1  for  the  taxable  year 
(determined  without  regard  to  such 
credits).  In  the  event  of  a  failure  to 
file  the  required  declaration,  the  amount 
of  the  estimated  tax  for  the  purposes  of 
this  provision  is  zero. 

(b)  In  the  case  of  individuals  exercis¬ 
ing  the  election  under  section  60  (a), 
relating  to  farmers,  the  addition  to  the 
tax  is  applicable  if  the  amount  of  the 
estimated  tax  increased  by  the  amount 
of  the  credit  for  taxes  withheld  at  source 
on  wages  under  section  35  and  the  credit 
under  section  32  is  less  than  66%  percent 
of  the  amount  of  the  tax  (determined 
without  regard  to  such  credits). 

(c)  The  addition  to  the  tax  in  any 
case  in  which  there  has  been  such  under¬ 
estimate  as  comes  within  the  scope  of 
section  294  (d)  (2)  is  an  amount  equal 
to 

( 1 )  The  excess  of  80  percent  of  the 
tax  (or  66%  percent  in  the  case  of 
farmers  exercising  an  option  under  sec¬ 
tion  60  (a) )  determined  without  regard 
to  the  credit  for  taxes  withheld  at  source 
on  wages  under  section  35  and  the  credit 
under  section  32  over  the  amount  of  the 
estimated  tax  increased  by  such  credits; 
or 

(2)  6  percent  of  the  excess  of  the  tax 
determined  without  regard  to  the  credit 
for  taxes  withheld  at  source  on  wages 
under  section  35  and  the  credit  under 
section  32  over  the  amount  of  the  esti¬ 
mated  tax  increased  by  such  credits, 

whichever  is  the  lesser. 

(ii)  The  addition  to  the  tax  for  sub¬ 
stantial  underestimate  of  the  estimated 
tax  shall  not  apply  to  the  taxable  year 
in  which  the  taxpayer  makes  a  timely 
payment  of  estimated  tax  within  or  be¬ 
fore  each  quarter  of  such  year  in  an 
amount  at  least  as  great  as  though  such 
estimated  tax  were  computed  under  the 
law  applicable  to  the  taxable  year  on  the 
basis  of  the  taxpayer’s  status  with  re¬ 
spect  to  the  personal  exemption  and 
credit  for  dependents  on  the  date  of 
filing  the  declaration,  and  on  the  basis 
of  the  tax  withheld,  and  reasonably  ex¬ 
pected  on  the  date  of  the  filing  of  the 
declaration  to  be  withheld,  on  wages  re¬ 
ceived  during  the  calendar  year  ending 
with  or  within  the  taxable  year,  but 
otherwise  as  though  such  estimated  tax 
were  computed  on  the  basis  of  the  net 
income  and  the  surtax  net  income  shown 
on  the  taxpayer’s  return  for  the  preced¬ 
ing  taxable  year,  adjusted  to  conform  to 
the  law  applicable  to  the  taxable  year. 
The  net  income  and  the  surtax  net  in¬ 
come  shown  on  the  taxpayer’s  return 
for  the  preceding  taxable  year  shall  be 
considered  to  be  zero  for  the  purposes  of 
this  section  if  for  such  year  the  taxpayer 
did  not  file  a  return  and  was  not  re¬ 
quired  to  file  a  return.  In  the  case  of 
farmers  exercising  an  election  under  sec¬ 
tion  60  (a),  such  addition  to  the  tax 
shall  not  apply  to  the  taxable  year  in 
which  the  taxpayer  makes  a  timely  pay¬ 
ment  of  estimated  tax  within  the  last 
quarter  of  such  year  in  an  amount  at 
least  as  great  as  though  computed  under 
the  law  applicable  to  the  taxable  year  on 
the  basis  of  the  taxpayer’s  status  with 
respect  to  the  personal  exemption  and 
credit  for  dependents  on  the  date  of 


filing  the  declaration,  but  otherwise  as 
though  computed  on  the  basis  of  the  net 
income  and  the  surtax  net  income  shown 
on  the  taxpayer’s  return  for  the  pre¬ 
ceding  taxable  year,  adjusted  to  conform 
to  the  law  applicable  to  the  taxable  year. 

(iii)  As  used  in  subdivision  (ii)  of  this 
subparagraph,  the  expression  “personal 
exemption  and  credit  for  dependents” 
shall  be  taken  to  refer  to  the  exemptions 
for  both  normal  tax  and  surtax  under 
section  25  (b)  (1) ;  the  expression  “each 
quarter”  shall  be  taken  to  include  the 
period  (ending  with  the  fifte?nth  day  of 
the  first  month  of  the  succeeding  taxable 
year)  W'ithin  which  the  last  installment 
of  the  estimated  tax  is  required  to  be 
paid;  and  the  expression  “last  quarter” 
shall  mean  the  period  (similarly  ending 
with  the  fifteenth  day  of  the  first  month 
of  the  succeeding  taxable  year)  within 
which  farmers  exercising  an  election 
under  section  60  (a)  are  required  to  pay 
the  estimated  tax. 

(iv)  The  application  of  section  294  (d) 
(2)  in  the  case  of  taxpayers  not  entitled 
to  elect  under  section  60  (a) ,  relating  to 
farmers,  may  be  illustrated  by  the  fol¬ 
lowing  examples: 

Example  ( 1 ).  A,  a  professional  man  made  a 
return  on  January  10,  1953,  for  the  calendar 
year  1952.  A  was  entitled  to  two  exemptions 
for  1952.  However,  for  1953  he  was  entitled 
to  only  one  exemption  and  he  was  not  the 
head  of  a  household.  On  March  15,  1953,  A 
filed  a  declaration  of  estimated  tax  on  which 
estimated  tax  for  1953  was  shown  in  the 
amount  of  $11,000.  He  made  payment  of  the 
estimated  tax  in  four  installments  of  $2,750 
each  on  March  15,  June  15,  and  September 
15,  1953,  and  January  15,  1954.  As  a  result 
of  a  transaction  occurring  in  December  1953, 
A  received  taxable  income  in  an  amount 
which  made  him  subject  to  a  tax  for  the 
calendar  year  1953  in  the  amount  of  $15,000. 
A's  tax  at  1953  rates  on  1952  income  amounts 
to  $10,940  computed  as  follows: 

Gross  income  shown  on  return  for 

1952  . $30.  000 

Less :  Deductions _  5.  000 

Net  Income _  25,  000 

Less:  Exemption _  600 

Income  subject  to  tax _  24, 400 

Normal  tax _ 732 

Surtax  _ _ 10.208 


Total  tax  on  basis  of  1952  income _  10, 940 


Since  the  installments  of  $2,750  each  were 
timely  paid  for  each  quarter  and  each  was 
at  least  as  great  as  one-fourth  of  $10,940,  A 
is  not  subject  to  the  penalty  for  underesti¬ 
mating  the  tax  for  1953. 

Example  (2).  C,  a  single  Individual  (and 
not  the  head  of  a  household)  with  no  de¬ 
pendents,  received  a  salary  of  $5,200  for  the 
calendar  year  1951.  He  had  other  income  of 
$1,000  for  such  calendar  year.  C’s  deduc¬ 
tions  for  such  calendar  year  amounted  to 
$700.  His  salary  was  increased  to  $5,800  per 
annum  on  January  1,  1952.  On  March  15, 
1952,  at  which  time  C's  status  for  exemp¬ 
tion  purposes  had  not  changed,  he  filed  a 
declaration  of  estimated  tax  for  the  calendar 
year  1952.  In  computing  his  estimated  ta« 
he  used  a  gross  income  of  $6,200  (his  income 
for  1952)  and  deductions  of  $700.  He  also 
used  one  exemption  and  the  rates  for  1952. 
Since  his  salary  had  been  increased  to  $5,800 
per  annum  on  January  1,  1952,  he  computed 
his  estimated  tax  withheld  and  to  be  with¬ 
held  during  the  entire  year  (on  the  excess  of 
$5,800  over  the  exemption  for  withholding  of 
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$667)  as  $1,026.60,  at  the  rate  of  20  percent, 
C's  declaration  showed  a  balance  of  esti¬ 
mated  tax  of  $170.40  after  taking  credit  for 
the  estimated  amount  of  tax  withheld 
($1,026.60)  against  a  tax  of  $1,197,  which 
balance  he  paid  in  quarterly  installments. 
He  received  more  income  in  1952  than  antici¬ 
pated  at  the  time  he  filed  his  declaration  for 
1952  and  his  correct  tax  liability  after  de¬ 
ducting  the  amount  withheld  from  his  wages 
and  the  amount  paid  pursuant  to  his  declara¬ 
tion  was  $1,500.  C  computed  his  estimated 
tax  for  1952  (1)  under  the  law  applicable  to 
the  taxable  year  1952  on  the  basis  of  his 
status  with  respect  to  the  personal  exemp¬ 
tion  and  credit  for  dependents  on  the  date  of 
filing  his  declaration  for  1952,  (2)  on  the 
basis  of  the  tax  withheld,  and  reasonably 
expected  on  the  date  of  the  declaration  to  be 
withheld,  on  wages  received  during  1952,  and 
(3)  otherwise  on  the  basis  of  the  net  income 
and  the  surtax  net  income  shown  on  his  re¬ 
turn  for  the  taxable  year  1951,  adjusted  to 
conform  to  the  law  applicable  to  the  year 
1952  and,  hence,  C  is  not  subject  to  the  ad¬ 
dition  to  the  tax  for  substantial  underesti¬ 
mate  of  the  estimated  tax,  even  though  the 
estimate  was  less  than  80  percent  of  his  tax 
liability  for  1952. 

(cl  Tax  on  self -employment  income. 
The  provisions  of  section  294  <d)  and  of 
this  section  shall  be  applied  without  re¬ 
gard  to  the  tax  on  self-employment 
income  imposed  by  section  480. 

§  39.294-2  Substantial  overestimate 
of  expected  carry-backs,  (a)  Section 
294  (e)  provides  for  an  addition  to  the 
tax  in  case  the  amount  of  tax  the  time 
for  payment  of  which  has  been  extended 
under  section  3779  is  substantially  in  ex¬ 
cess  of  the  amount  the  time  for  payment 
of  which  might  properly  have  been  ex¬ 
tended.  Such  addition  to  the  tax  is  in 
addition  to  the  interest  payable  under 
section  3779  (i),  to  any  other  applicable 
additions  to  the  tax,  and  to  any  ap¬ 
plicable  criminal  penalties. 

(b)  Section  294  (e)  provides  that  if 
the  time  for  payment  of  any  amount  of 
tax  or  taxes  has  been  extended  under 
section  3779,  there  shall  be  added  to  such 
tax  or  taxes  an  amount  equal  to  5  per¬ 
cent  of  the  penalty  portion,  if  any,  of  the 
amount  to  which  such  extension  relates 
unless  the  taxpayer  establishes  to  the 
satisfaction  of  the  Commissioner  that, 
as  of  the  end  of  the  taxable  year  in  w  hich 
the  extension  was  made,  there  was  rea¬ 
sonable  cause  to  expect  that  there  w  ould 
be  no  such  penalty  portion.  If  the  ex¬ 
tension  of  time  under  section  3779  relates 
to  more  than  one  tax  any  addition  to  the 
tax  under  section  294  <e>  will,  in  the  dis¬ 
cretion  of  the  Commissioner,  be  added 
to  any  one  tax  or  prorated  among  twro 
or  more  of  such  taxes  in  any  proportion 
he  deems  advisable. 

(c)  The  “penalty  portion”  is  the  ex¬ 
cess  of — 

(1)  The  amount  to  which  an  extension 
relates  which  is  not  paid  by  the  end  of 
the  taxable  year  in  which  the  .extension 
was  made,  over 

(2)  125  percent  of  (i)  the  amount  to 
I  which  such  extension  relates  which  is 
I  satisfied  by  applying  or  crediting  thereto 
I  a  decrease  in  tax  determined  in  respect 
I  of  an  application  for  a  tentative  carry- 
I  back  adjustment  under  section  3780,  less 
I  <li)  any  amounts  assessed  in  respect  of 
I  such  application  which  are  not  so  satis- 

I  fled. 


The  penalty  portion  in  effect,  therefore, 
is  the  excess  of  the  amount  of  tax  the 
time  for  payment  of  which  was  extended 
over  125  percent  of  the  amount  the  time 
for  payment  of  which  might  properly 
have  been  extended.  The  amount  the 
time  for  overpayment  of  which  might 
properly  have  been  extended  in  the  net 
amount  to  which  the  extension  relates 
which  is  satisfied  by  applying  or  credit¬ 
ing  thereto  a  decrease  in  tax  determined 
in  respect  of  an  application  for  a  tenta¬ 
tive  carry-back  adjustment  under  sec¬ 
tion  3780. 

(d)  Any  amount  to  which  an  exten¬ 
sion  under  section  3779  relates  which  is 
paid  before  the  end  of  the  taxable  year 
in  which  the  extension  was  made  shall 
not  to  be  deemed  to  be  an  amount  the 
time  for  payment  of  wrhich  was  extended 
in  determining  under  section  294  (e) 
whether  the  amount  the  time  for  pay¬ 
ment  of  which  was  extended  was  sub¬ 
stantially  in  excess  of  the  amount  the 
time  for  payment  of  which  might  prop¬ 
erly  have  been  extended.  Interest  on 
any  amount  so  paid  before  the  end  of 
the  taxable  year  in  which  the  extension 
was  made  will  be  payable  at  the  rate  of 
6  percent  per  annum. 

(e)  The  computation  of  the  penalty 
portion  and  the  resulting  addition  to  the 
tax  may  be  illustrated  by  the  following 
example: 

Example.  Corporation  X.  which  came  into 
existence  on  January  1,  1952,  and  which 
keeps  its  books  and  makes  its  tax  returns  on 
the  calendar  year  basis,  filed  a  statement  un¬ 
der  section  3779  on  March  15,  1953,  extend¬ 
ing  the  time  for  payment  of  $855  of  its  in¬ 
come  tax  for  1952.  The  extension  was  based 
on  an  expected  net  operating  loss  carry-back 
from  1953,  and  no  part  of  the  amount  to 
which  the  extension  related  was  paid  before 
the  end  of  1953.  The  corporation  in  fact 
had  a  net  operating  loss  for  1953,  and  on 
March  31,  1954,  it  filed  an  application  under 
section  3780  (a)  for  a  tentative  carry-back 
adjustment  with  respect  to  the  resulting 
carry-back  from  1953.  The  application 
showed  that  the  corporation’s  income  tax  for 
1952  was  decreased  by  $455  as  a  result  of  such 
carry-back  from  1953.  The  Commissioner 
allowed  the  application  in  full  on  June  29, 
1954.  The  $455  decrease  in  the  corporation’s 
income  tax  for  1952  was  applied  against  the 
$855  of  its  income  tax  for  1952,  the  time  for 
payment  of  which  had  been  extended  pursu¬ 
ant  to  the  statement  filed  under  section  3779 
on  March  15,  1953.  Since  the  decrease  in  the 
corporation’s  income  tax  for  1952  was  only 
$455,  the  corporation  paid  the  remainder  of 
$400  for  1952  in  cash.  The  penalty  portion 
is  $286.25,  and  the  addition  to  the  tax  is 
$14.31.  These  amounts  are  computed  as 
follows: 


Amount  to  which  extension  under 
section  3779  related  which  was  not 

paid  before  the  end  of  1953 _ $855.  00 

125  percent  of  $455  (amount  of  tax 
time  for  payment  of  which  might 
properly  be  extended) _  568.75 


The  penalty  portion _  286.  25 


Addition  to  the  tax  (5  percent  of 

$236.25) _ _ - _ _  14.31 


Since  the  reduction,  attributable  to  the 
net  operating  loss  carry-back  from  1953,  In 
the  aggregate  of  all  of  Corporation  X’s  taxes 
previously  determined  for  taxable  years  be¬ 
fore  1953  was  only  $455,  the  corporation 
properly  should  not  have  extended  under 
section  3779  the  time  for  payment  of  an 


amount  greater  than  $455.  The  penalty 
portion  accordingly  is  the  excess  of  the 
amount  the  time  for  payment  of  which  was 
extended  over  125  percent  of  the  amount  the 
time  for  payment  of  which  might  properly 
have  been  extended.  The  above  addition  to 
the  tax,  in  the  amount  of  $14.31,  will  be  added 
to  the  income  tax  for  1952  and  collected  as 
part  of  such  tax  unless  Corporation  X  es¬ 
tablishes  to  the  satisfaction  of  the  Commis¬ 
sioner  that  as  of  December  31,  1953,  there 
was  reasonable  cause  to  expect  that  there 
would  be  no  penalty  portion. 

§  39.295-299  Statutory  provisions ;  in¬ 
terest  and  additions  to  tax;  time  ex¬ 
tended  for  payment  of  tax  shown  on 
return;  time  extended  for  payment  of 
deficiency;  interest  in  case  of  jeopardy 
assessments;  bankruptcy  and  receiver¬ 
ships;  removal  of  property  or  departure 
from  United  States. 

Sec.  295.  Time  extended  for  payment  of 
tax  shown  on  return.  If  the  time  for  pay¬ 
ment  of  the  amount  determined  as  the  tax 
by  the  taxpayer,  or  any  installment  thereof, 
is  extended  under  the  authority  of  section 
56  (c),  there  shall  be  collected  as  a  part  of 
such  amount,  interest  thereon  at  the  rate 
of  6  per  centum  per  annum  from  the  date 
when  such  payment  should  have  been  made 
if  no  extension  had  been  granted,  until  the 
expiration  of  the  period  of  the  extension. 

Sec.  296.  Time  extended  for  payment  of 
deficiency.  If  the  time  for  the  payment  of 
any  part  of  a  deficiency  is  extended,  there 
shall  be  collected,  as  a  part  of  the  tax,  inter¬ 
est  on  the  part  of  the  deficiency  the  time 
for  payment  of  which  is  so  extended,  at  the 
rate  of  6  per  centum  per  annum  for  the 
period  of  the  extension,  and  no  other  inter¬ 
est  shall  be  collected  on  such  part  of  the 
deficiency  for  such  period.  If  the  part  of 
the  deficiency  the  time  for  payment  of 
which  is  so  extended  is  not  paid  in  accord¬ 
ance  with  the  terms  of  the  extension,  there 
shall  be  collected,  as  a  part  of  the  tax,  inter¬ 
est  on  such  unpaid  amount  at  the  rate  of 
6  per  centum  per  annum  for  the  period  from 
the  time  fixed  by  the  terms  of  the  extension 
for  its  payment  until  it  is  paid,  and  no  other 
interest  shall  be  collected  on  such  unpaid 
amount  for  such  period. 

Sec.  297.  Interest  in  case  of  jeopardy 
assessments.  In  the  case  of  the  amount  col¬ 
lected  under  section  273  (i)  there  shall  be 
collected  at  the  same  time  as  such  amount, 
and  as  a  part  of  the  tax,  interest  at  the  rate 
of  6  per  centum  per  annum  upon  6uch 
amount  from  the  date  of  the  Jeopardy  notice 
and  demand  to  the  date  of  notice  and  de¬ 
mand  under  section  273  (i),  or,  in  the  case 
of  the  amount  collected  in  excess  of  the 
amount  of  the  jeopardy  assessment,  interest 
as  provided  in  section  292.  If  the  amount 
included  in  the  notice  and  demand  from  the 
collector  under  section  273  (i)  is  not  paid  in 
full  within  ten  days  after  such  notice  and 
demand,  then  there  shall  be  collected,  as 
part  of  the  tax,  interest  upon  the  unpaid 
amount  at  the  rate  of  6  per  centum  per 
annum  from  the  date  of  such  notice  and 
demand  until  it  is  paid. 

Sec.  298.  Bankruptcy  and  receiverships. 
If  the  unpaid  portion  of  the  claim  allowed 
in  a  bankruptcy  or  receivership  proceeding, 
as  provided  in  section  274,  is  not  paid  in  full 
within  ten  days  from  the  date  of  notice  and 
demand  from  the  collector,  then  there  shall 
be  collected  as  a  part  of  such  amount  inter¬ 
est  upon  the  unpaid  portion  thereof  at  the 
rate  of  6  per  centum  per  annum  from  the 
date  of  6uch  notice  and  demand  until 
payment. 

Sec.  299.  Removal  of  property  or  departure 
from  United  States.  For  additions  to  tax  in 
case  of  leaving  the  United  States  or  conceal- 
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ing  property  In  such  manner  as  to  hinder 
collection  of  the  tax,  see  section  146. 

SUPPLEMENT  N — CLAIMS  AGAINST 
TRANSFEREES  AND  FIDUCIARIES 

5  39.311  Statutory  provisions ;  claims 
against  transferees  and  fiduciaries; 
transferred  assets. 

Sec  311.  Transferred  assets — (a)  Method 
of  collection.  The  amounts  of  the  following 
liabilities  shall,  except  as  hereinafter  in  this 
section  provided,  be  assessed,  collected,  and 
paid  in  the  same  manner  and  subject  to  the 
same  provisions  and  limitations  as  in  the 
case  of  a  deficiency  in  a  tax  imposed  by 
this  chapter  (including  the  provisions  in 
case  of  deliquency  in  payment  after  notice 
and  demand,  the  provisions  authorizing  dis¬ 
traint  and  proceedings  in  court  for  collection, 
and  the  provisions  prohibiting  claims  and 
suits  for  refunds) : 

(1)  Transferees.  The  liability,  at  law  or 
In  equity,  of  a  transferee  of  property  of  a 
taxpayer,  in  respect  of  the  tax  (including 
interest,  additional  amounts,  and  additions 
to  the  tax  provided  by  law)  imposed  upon 
the  taxpayer  by  this  chapter. 

(2)  Fiduciaries.  The  liability  of  a  fidu¬ 
ciary  under  section  3467  of  the  Revised 
Statutes,  as  amended  (U.  S.  C.  Title  31,  sec. 
192),  in  respect  of  the  payment  of  any  such 
tax  from  the  estate  of  the  taxpayer. 

Any  such  liability  may  be  either  as  to  the 
amount  of  tax  shown  on  the  return  or  as 
to  any  deficiency  in  tax. 

(b)  Period  of  limitation.  The  period  of 
limitation  for  assessment  of  any  such  lia¬ 
bility  of  a  transferee  or  fiduciary  shall  be 
as  follows: 

(1)  In  the  case  of  the  liability  of  an  Initial 
transferee  of  the  property  of  the  taxpayer, — 
within  one  year  after  the  expiration  of  the 
period  of  limitation  for  assessment  against 
the  taxpayer; 

(2)  In  the  case  of  the  liability  of  a  trans¬ 
feree  of  a  transferee  of  the  property  of  the 
taxpayer, — within  one  year  after  the  expira¬ 
tion  of  the  period  of  limitation  for  assess¬ 
ment  against  the  preceding  transferee,  but 
only  if  within  three  years  after  the  expira¬ 
tion  of  the  period  of  limitation  for  assess¬ 
ment  against  the  taxpayer; — 

except  that  if  before  the  expiration  of  the 
period  of  limitation  for  the  assessment  of  the 
liability  of  the  transferee,  a  court  proceeding 
f^t  the  collection  of  the  tax  or  liability  in 
respect  thereof  has  been  begun  against  the 
taxpayer  or  last  preceding  transferee,  respec¬ 
tively, — then  the  period  of  limitation  for 
assessment  of  the  liability  of  the  transferee 
shall  expire  one  year  after  the  return  of 
execution  in  the  court  proceeding. 

(3)  In  the  case  of  the  liability  of  a  fidu¬ 
ciary, — not  later  than  one  year  after  the 
liability  arises  or  not  later  than  the  expira¬ 
tion  of  the  period  for  collection  of  the  tax  in 
respect  of  which  such  liability  arises,  which¬ 
ever  is  the  later; 

(4)  Where  before  the  expiration  of  the 
time  prescribed  in  paragraph  (1),  (2),  or  (3) 
for  the  assessment  of  the  liability,  both  the 
Commissioner  and  the  transferee  or  fiduciary 
have  consented  in  writing  to  its  assessment 
after  such  time,  the  liability  may  be  assessed 
at  any  time  prior  to  the  expiration  of  the 
period  agreed  upon.  The  period  so  agreed 
upon  may  be  extended  by  subsequent  agree¬ 
ments  in  writing  made  before  the  expiration 
of  the  period  previously  agreed  upon. 

(c)  Period  for  assessment  against  taxpayer. 
For  the  purposes  of  this  section,  if  the  tax¬ 
payer  is  deceased,  or  in  the  case  of  a  corpo¬ 
ration.  has  terminated  its  existence,  the 
period  of  limitation  for  assessment  against 
the  taxpayer  shall  be  the  period  that  would 
be  in  effect  had  death  or  termination  of 
existence  not  occurred. 


(d)  Suspension  of  running  of  statute  of 
limitations.  The  running  of  the  statute  of 
limitations  upon  the  assessment  of  the  lia¬ 
bility  of  a  transferee  or  fiduciary  shall,  after 
the  mailing  to  the  transferee  or  fiduciary  of 
the  notice  provided  for  in  section  272  (a),  be 
suspended  for  the  period  during  which  the 
Commissioner  is  prohibited  from  making  the 
assessment  in  respect  of  the  liability  of  the 
transferee  or  fiduciary  (and  in  any  event,  if  a 
proceeding  in  respect  of  the  liability  is  placed 
on  the  docket  of  the  Board,  until  the  decision 
of  the  Board  becomes  final),  and  for  sixty 
days  thereafter. 

(e)  Address  for  notice  of  liability.  In  the 
absence  of  notice  to  the  Commissioner  under 
section  312  (b)  of  the  existence  of  a  fiduciary 
relationship,  notice  of  liability  enforceable 
under  this  section  in  respect  of  a  tax  im¬ 
posed  by  this  chapter,  if  mailed  to  the  person 
subject  to  the  liability  at  his  last  known  ad¬ 
dress,  shall  be  sufficient  for  the  purposes  of 
this  chapter  even  if  such  person  is  deceased, 
or  is  under  a  legal  disability,  or.  In  the  case 
of  a  corporation,  has  terminated  its  exist¬ 
ence. 

(f)  Definition  of  " transferee ."  As  used  in 
this  section,  the  term  “transferee”  includes 
heir,  legatee,  devisee,  and  distributee. 

§  39  311—1  Claims  in  cases  of  trans¬ 
ferred  assets,  (a)  The  amount  for 
which  a  transferee  of  the  property  of 
a  taxpayer  is  liable,  at  law  or  in  equity, 
and  the  amount  of  the  personal  liability 
of  a  fiduciary  under  section  3467  of  the 
Revised  Statutes,  as  amended  (31  U.  S.  C. 
192),  in  respect  of  any  income  tax  im¬ 
posed  by  chapter  1,  whether  shown  on 
the  return  of  the  taxpayer  or  determined 
as  a  deficiency  in  the  tax,  shall  be  as¬ 
sessed  against  such  transferee  or  such 
fiduciary,  as  the  case  may  be,  and  col¬ 
lected  and  paid  in  the  same  manner  and 
subject  to  the  same  provisions  and  limi¬ 
tations  as  in  the  case  of  a  deficiency  in  a 
tax  imposed  by  chapter  1,  except  as  here¬ 
inafter  provided.  The  provisions  re¬ 
lating  to  delinquency  in  payment  after 
notice  and  demand  and  the  amount  of 
interest  attaching  because  of  such  delin¬ 
quency,  the  authorization  of  distraint 
and  proceedings  in  court  for  collection, 
the  prohibition  of  claims  for  abatement 
and  claims  and  suits  for  refund,  the  filing 
of  a  petition  with  The  Tax  Court  of  the 
United  States,  and  the  filing  of  a  peti¬ 
tion  for  review  of  the  Tax  Court’s  de¬ 
cision,  are  included  in  the  sections  of 
the  Internal  Revenue  Code  (and  regu¬ 
lations  pertaining  thereto)  relating  to 
deficiencies  in  tax  imposed  by  chapter  1. 

(b)  As  used  in  this  section,  the  term 
“transferee”  includes  an  heir,  legatee, 
devisee,  distributee  of  an  estate  of  a 
deceased  person,  the  shareholder  of  a 
dissolved  corporation,  the  assignee  or 
donee  of  an  insolvent  person,  the  succes¬ 
sor  of  a  corporation,  a  party  to  a  reorg¬ 
anization  as  defined  in  section  112,  and 
all  other  classes  of  distributees. 

(c)  The  period  of  limitation  for  assess¬ 
ment  of  the  liability  of  a  transferee  or  of 
a  fiduciary,  referred  to  in  paragraph  (a) 
of  this  section,  is  as  follows: 

(1)  In  the  case  of  the  liability  of  an 
initial  transferee  of  the  property  of  the 
taxpayer,  one  year  after  the  expiration 
of  the  period  of  limitation  for  assessment 
against  the  taxpayer  (see  sections  275  to 
277,  inclusive). 

(2)  In  the  case  of  the  liability  of  a 
transferee  of  the  property  of  the  tax¬ 


payer,  one  year  after  the  expiration  of 
the  period  of  limitation  for  assessment 
against  the  preceding  transferee,  or 
three  years  after  the  expiration  of  the 
period  of  limitation  for  assessment 
against  the  taxpayer,  whichever  of  the 
two  periods  (the  1-year  period  or  the 
3-year  period)  first  expires. 

(3)  If  a  court  proceeding  against  the 
taxpayer  or  last  preceding  transferee  for 
the  collection  of  the  tax  or  liability  in 
respect  thereof,  respectively,  has  been 
begun  within  the  period  of  limitation  for 
the  bringing  of  such  proceeding,  then 
within  one  year  after  the  return  of  exe¬ 
cution  in  such  proceeding. 

(4)  In  the  case  of  the  liability  of  a 
fiduciary,  not  later  than  one  year  after 
the  liability  arises  or  not  later  than  the 
expiration  of  the  period  for  collection 
of  the  tax  in  respect  of  which  such  li¬ 
ability  arises,  whichever  is  the  later. 

(5 )  If  before  the  expiration  of  the  time 
prescribed  in  section  311  (b)  (1),  (2), 
or  (3)  for  the  assessment  of  the  liability 
of  a  transferee  or  fiduciary,  both  the 
Commissioner  and  the  transferee  or 
fiduciary  have  consented  in  writing  to 
the  assessment  of  the  liability  after  such 
time,  the  liability  may  be  assessed  at  any 
time  prior  to  the  expiration  of  the  pe¬ 
riod  agreed  upon.  The  period  so  agreed 
upon  may  be  extended  by  subsequent 
agreements  in  writing  made  before  the 
expiration  of  the  period  previously 
agreed  upon. 

(d)  For  the  purpose  of  determining 
the  period  of  limitation  for  assessment 
against  a  transferee  or  a  fiduciary,  if 
the  taxpayer  is  deceased,  or,  in  the  case 
of  a  corporation,  has  terminated  its 
existence,  the  period  of  limitation  for 
assessment  against  the  taxpayer  shall  be 
the  period  that  would  be  in  effect  had 
the  death  or  termination  of  exisence  not 
occurred. 

(e)  If  a  notice  of  the  liability  of  a 
transferee  or  the  liability  of  a  fiduciary 
has  been  mailed  to  such  transferee  or  to 
such  fiduciary  under  the  provisions  of 
section  272  (a),  then  the  running  of  the 
statute  of  limitations  shall  be  suspended 
for  the  period  during  which  the  Com¬ 
missioner  is  prohibited  from  making  the 
assessment  in  respect  of  the  liability  of 
the  transferee  or  fiduciary  (and  in  any 
event,  if  a  proceeding  in  respect  of  the 
liability  is  placed  on  the  docket  of  The 
Tax  Court,  until  the  decision  of  The  Tax 
Court  becomes  final),  and  for  60  days 
thereafter. 

§  39.312  Statutory  provisions;  claims 
against  transferees  and  fiduciaries;  no¬ 
tice  of  fiduciary  relationship. 

Sec.  312.  Notice  of  fiduciary  relationship— 
(a)  Fiduciary  of  taxpayer.  Upon  notice  to 
the  Commissioner  that  any  person  is  acting 
in  a  fiduciary  capacity  such  fiduciary  shall 
assume  the  powers,  rights,  duties,  and  privi¬ 
leges  of  the  taxpayer  in  respect  of  a  tax 
Imposed  by  this  chapter  (except  as  otherwise 
specifically  provided  and  except  that  the  tax 
shall  be  collected  from  the  estate  of  the  tax¬ 
payer) ,  until  notice  is  given  that  the  fiduciary 
capacity  has  terminated. 

(b)  Fiduciary  of  transferee.  Upon  notice 
to  the  Commissioner  that  any  person  is  act¬ 
ing  in  a  fiduciary  capacity  for  a  person  sub¬ 
ject  to  the  liability  specified  in  section  311. 
the  fiduciary  shall  assume,  on  behalf  of  such 
person,  the  powers,  rights,  duties,  and  privl- 
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leges  of  such  person  under  such  section 
(except  that  the  liability  shall  be  collected 
from  the  estate  of  such  person) ,  until  notice 
Is  given  that  the  fiduciary  capacity  has 

terminated. 

(c)  Manner  of  notice.  Notice  under  sub¬ 
section  (a)  or  (b)  shall  be  given  in  accord¬ 
ance  with  regulations  prescribed  by  the 
Commissioner  with  the  approval  of  the 
Secretary. 

§  39.312—1  Fiduciaries,  (a)  As  soon 
as  the  Commissioner  receives  notice 
that  a  person  is  acting  in  a  fiduciary  ca¬ 
pacity,  such  fiduciary  must,  except  as 
otherwise  specifically  provided,  assume 
the  powers,  rights,  duties,  and  privileges 
of  the  taxpayer  with  respect  to  income 
tax  imposed  by  chapter  1.  If  the  per¬ 
son  is  acting  as  a  fiduciary  for  a  trans¬ 
feree  or  other  person  subject  to  the  lia¬ 
bility  specified  in  section  311,  such  fidu¬ 
ciary  is  required  to  assume  the  powers, 
rights,  duties,  and  privileges  of  the 
transferee  or  other  person  under  that 
section.  The  amount  of  the  tax  or  lia¬ 
bility  is  ordinarily  not  collectible  from 
the  personal  estate  of  the  fiduciary  but 
is  collectible  from  the  estate  of  the  tax¬ 
payer  or  from  the  estate  of  the  trans¬ 
feree  or  other  person  subject  to  the  lia¬ 
bility  specified  in  section  311.  The 
‘notice  to  the  Commissioner”  provided 
for  in  section  312  shall  be  a  written  no¬ 
tice  signed  by  the  fiduciary  and  filed 
with  the  Commissioner.  The  notice 
must  state  the  name  and  address  of  the 
person  for  whom  the  fiduciary  is  acting, 
and  the  nature  of  the  liability  of  such 
person;  that  is,  whether  it  is  a  liability 
for  tax,  and,  if  so,  the  year  or  years  in¬ 
volved,  or  a  liability  at  law  or  in  equity 
of  a  transferee  of  property  of  a  tax¬ 
payer,  or  a  liability  of  a  fiduciary  under 
section  3467  of  the  Revised  Statutes,  as 
amended  (31  U.  S.  C.  192),  in  respect  of 
the  payment  of  any  tax  from  the  estate 
of  the  taxpayer.  Any  such  written  no¬ 
tice  which  has  been  filed  with  the  Com¬ 
missioner  since  the  enactment  of  the 
Revenue  Act  of  1926  (February  26,  1926) 
shall  be  considered  as  sufficient  notice 
to  the  Commissioner  within  the  mean¬ 
ing  of  section  312.  Unless  there  is  al¬ 
ready  on  file  with  the  Commissioner  sat¬ 
isfactory  evidence  of  the  authority  of 
the  fiduciary  to  act  for  such  person  in  a 
fiduciary  capacity,  such  evidence  must 
be  filed  with  and  made  a  part  of  the 
notice.  If  the  fiduciary  capacity  exists 
by  order  of  court,  a  certified  copy  of  the 
order  may  be  regarded  as  such  satisfac¬ 
tory  evidence.  When  the  fiduciary  ca¬ 
pacity  has  terminated,  the  fiduciary  in 
order  to  be  relieved  of  any  further  duty 
or  liability  as  such,  must  file  with  the 
Commissioner  written  notice  that  the 
fiduciary  capacity  has  terminated  as  to 
him,  accompanied  by  satisfactory  evi¬ 
dence  of  the  termination  of  the  fiduciary 
capacity.  The  notice  of  termination 
should  state  the  name  and  address  of  the 
Person,  if  any,  who  has  been  substituted 
as  fiduciary. 

•b)  If  the  notice  of  the  fiduciary  ca¬ 
pacity  described  in  paragraph  (a)  of  this 
section  is  not  filed  with  the  Commis- 
sioner  before  the  sending  of  notice  of  a 
deficiency  by  registered  mail  to  the  last 
known  address  of  the  taxpayer  (see  sec¬ 
tion  272  (a) ),  or  the  last  known  address 
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of  the  transferee  or  other  person  subject 
to  liability  (see  section  311),  no  notice 
of  the  deficiency  will  be  sent  to  the 
fiduciary.  In  such  a  case  the  sending  of 
the  notice  to  the  last  known  address  of 
the  taxpayer,  transferee,  or  other  per¬ 
son,  as  the  case  may  be,  will  be  a  suffi¬ 
cient  compliance  with  the  requirements 
of  the  Internal  Revenue  Code,  even 
though  such  taxpayer,  transferee,  or 
other  person  is  deceased,  or  is  under  a 
legal  disability,  or,  in  the  case  of  a  cor¬ 
poration,  has  terminated  its  existence. 
Under  such  circumstances  if  no  petition 
is  filed  with  The  Tax  Court  of  the  United 
States  within  90  days  after  the  mailing 
of  the  notice  (or  within  150  days  after 
mailing  in  the  case  of  such  a  notice 
addressed  to  a  person  outside  the  States 
of  the  Union  and  the  District  of  Colum¬ 
bia)  to  the  taxpayer,  transferee,  or  other 
person,  the  tax.  or  liability  under  sec¬ 
tion  311,  will  be  assessed  immediately 
upon  the  expiration  of  such  90-day  or 
150-day  period,  and  demand  for  payment 
will  be  made  by  the  district  director  of 
internal  revenue. 

(c)  The  term  “fiduciary”  is  defined  in 
section  3797  (a)  (6)  to  mean  a  guardian, 
trustee,  executor,  administrator,  receiver, 
conservator,  or  any  person  acting  in  any 
fiduciary  capacity  for  any  person. 

(d)  This  section,  relating  to  the  pro¬ 
visions  of  section  312,  shall  not  be  taken 
to  abridge  in  any  way  the  powers  and 
duties  of  fiduciaries  provided  for  in  other 
sections  of  the  Internal  Revenue  Code. 

§  39.313  Statutory  provisions;  claims 
against  transferees  and  fiduciaries;  cross 
reference. 

Sec.  313.  Cross  reference.  For  prohibition 
of  suits  to  restrain  enforcement  of  liability 
of  transferee  or  fiduciary,  see  section  3653 
(b). 


SUPPLEMENT  O — OVERPAYMENTS 

5  39.321-322  Statutory  provisions; 
overpayment  of  installment  of  tax;  re¬ 
funds  and  credits. 

Sec.  321.  Overpayment  of  installment.  If 
the  taxpayer  has  paid  as  an  installment  of 
the  tax  more  than  the  amount  determined 
to  be  the  correct  amount  of  such  installment, 
the  overpayment  shall  be  credited  against  the 
unpaid  installments,  if  any.  If  the  amount 
already  paid,  whether  or  not  on  the  basis 
of  installments,  exceeds  the  amount  deter¬ 
mined  to  be  the  correct  amount  of  the  tax, 
the  overpayment  shall  be  credited  or  re¬ 
funded  as  provided  in  section  322. 

Sec.  322.  Refunds  and  credits — (a)  Au¬ 
thorization — (1)  Overpayment.  Where  there 
has  been  an  overpayment  of  any  tax  imposed 
by  this  chapter,  the  amount  of  such  over¬ 
payment  shall  be  credited  against  any  in¬ 
come,  war-profits,  or  excess-profits  tax  or 
installment  thereof  then  due  from  the  tax¬ 
payer,  and  any  balance  shall  be  refunded 
immediately  to  the  taxpayer. 

(2)  Excessive  withholding.  Where  the 
amount  of  the  tax  withheld  at  the  source 
under  Subchapter  D  of  Chapter  9  exceeds 
the  taxes  Imposed  by  this  chapter  against 
which  the  tax  so  withheld  may  be  credited 
under  section  35,  the  amount  of  such  excess 
shall  be  considered  an  overpayment. 

(3)  Credits  against  estimated  tax.  The 
Commissioner  is  authorized  to  prescribe, 
with  the  approval  of  the  Secretary,  regula¬ 
tions  providing  for  the  crediting  against  the 
estimated  tax  for  any  taxable  year  of  the 
amount  determined  by  the  taxpayer  or  the 


6109 

Commissioner  to  be  an  overpayment  of  the 
tax  for  a  preceding  taxable  year. 

(4)  Credit  for  “ special  refunds "  of  em¬ 
ployee  social  security  tax.  The  Commis¬ 
sioner  is  authorized  to  prescribe,  with  the 
approval  of  the  Secretary,  regulations  pro¬ 
viding  for  the  crediting  against  the  tax  im¬ 
posed  by  this  chapter  for  any  taxable  year 
of  the  amount  determined  by  the  taxpayer 
or  the  Commissioner  to  be  allowable  under 
section  1401  (d)  as  a  special  refund  of  tax 
imposed  on  wages  received  during  the  calen¬ 
dar  year  in  which  such  taxable  year  begins. 
If  more  than  one  taxable  year  begins  in  such 
calendar  year,  such  amount  shall  not  be 
allowed  under  this  section  as  a  credit  against 
the  tax  for  any  taxable  year  other  than  the 
last  taxable  year  so  beginning.  The  amount 
allowed  as  a  credit  under  such  regulations 
shall,  for  the  purposes  of  this  chapter,  be 
considered  an  amount  deducted  and  with¬ 
held  at  the  source  as  tax  under  Subchapter 
D  of  Chapter  9. 

(b)  Limitation  on  allowance — (1)  Period 
of  limitation.  Unless  a  claim  for  credit  or 
refund  is  filed  by  the  taxpayer  within  three 
years  from  the  time  the  return  was  filed 
by  the  taxpayer  or  within  two  years  from 
the  time  the  tax  was  paid,  no  credit  or  re¬ 
fund  shall  be  allowed  or  made  after  the  ex¬ 
piration  of  whichever  of  such  periods  expires 
the  later.  If  no  return  is  filed  by  the  tax¬ 
payer.  then  no  credit  or  refund  shall  be  al¬ 
lowed  or  made  after  two  years  from  the  time 
the  tax  was  paid,  unless  before  the  expiration 
of  such  period,  a  claim  therefor  is  filed  by  the 
taxpayer. 

(2)  Limit  on  amount  of  credit  or  refund. 
The  amount  of  the  credit  or  refund  shall 
not  exceed  the  portion  of  the  tax  paid — 

(A)  If  a  return  was  filed  by  the  taxpayer, 
and  the  claim  was  filed  within  three  years 
from  the  time  the  return  was  filed,  during 
the  three  years  immediately  preceding  the 
filing  of  the  claim. 

(B)  If  a  claim  was  filed,  and  (i)  no  return 
was  filed,  or  (ii)  if  the  claim  was  not  filed 
within  three  years  from  the  time  the  return 
was  filed  by  the  taxpayer,  during  the  two 
years  immediately  preceding  the  filing  of  the 
claim. 

(C)  If  no  claim  was  filed  and  the  allow¬ 
ance  of  credit  or  refund  is  made  within  three 
years  from  the  time  the  return  was  filed  by 
the  taxpayer,  during  the  three  years  immedi¬ 
ately  preceding  the  allowance  of  the  credit 
or  refund. 

(D)  If  no  claim  was  filed,  and  (i)  no  re¬ 
turn  was  filed  or  (ii)  the  allowance  of  the 
credit  or  refund  is  not  made  within  three 
years  from  the  time  the  return  was  filed  by 
the  taxpayer,  during  the  two  years  immedi¬ 
ately  preceding  the  allowance  of  the  credit 
or  refund. 

(3)  Exceptions  in  the  case  of  waivers.  If 
both  the  Commissioner  and  the  taxpayer 
have,  within  the  period  prescribed  in  para¬ 
graph  ( 1 )  for  the  filing  of  a  claim  for  credit 
or  refund,  agreed  in  writing  under  the  pro¬ 
visions  of  section  276  (b)  to  extend  beyond 
the  period  prescribed  in  section  275  the  time 
within  which  the  Commissioner  may  make 
an  assessment,  the  period  within  which  a 
claim  for  credit  or  refund  may  be  filed,  or 
credit  or  refund  allowed  or  made  if  no  claim 
is  filed,  shall  be  the  period  within  which 
the  Commissioner  may  make  an  assessment 
pursuant  to  such  agreement  or  any  extension 
thereof,  and  six  months  thereafter,  except 
that  the  provisions  of  paragraph  (1)  shall 
apply  to  any  claim  filed,  or  credit  or  refund 
allowed  or  made,  before  the  execution  of 
such  agreement.  The  amount  of  the  credit 
or  refund  shall  not  exceed  the  total  of  the 
portions  of  tax  paid  (A)  during  the  two 
years  Immediately  preceding  the  execution 
of  such  agreement,  or,  if  such  agreement  was 
executed  within  three  years  from  the  time  the 
return  was  filed,  during  the  three  years  im¬ 
mediately  preceding  the  execution  of  such 
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agreement,  (B)  after  the  execution  of  the 
agreement  and  before  the  expiration  of  the 
period  within  which  the  Commissioner  might 
make  an  assessment  pursuant  to  such  agree¬ 
ment  or  any  extension  thereof,  and  (C)  dur¬ 
ing  six  months  after  the  expiration  of  such 
period,  except  that  the  provisions  of  para¬ 
graph  (2)  shall  apply  to  any  claim  filed,  or 
credit  or  refund  allowed,  before  the  execu¬ 
tion  of  the  agreement.  Notwithstanding  the 
foregoing  provisions  of  this  paragraph,  the 
period  within  which  a  claim  for  credit  or 
refund  may  be  filed,  or  credit  or  refund  al¬ 
lowed  or  made  if  no  claim  is  filed,  shall  not 
expire  prior  to  two  years  after  the  time  the 
tax  was  paid,  but  if  a  claim  is  filed,  or  credit 
or  refund  allowed  or  made  if  no  claim  is  filed, 
more  than  six  months  after  the  expiration  of 
the  period  within  which  the  Commissioner 
may  make  an  assessment  pursuant  to  such 
agreement  or  any  extension  thereof,  the 
amount  of  the  credit  or  refund  shall  not  ex¬ 
ceed  the  portion  of  the  tax  paid  during  the 
two  years  immediately  preceding  the  filing  of 
the  claim,  or,  if  no  claim  is  filed,  immedi¬ 
ately  preceding  the  allowance  of  the  credit 
or  refund. 

(4)  Return  considered  filed  on  due  date. 
For  the  purposes  of  this  subsection,  a  return 
filed  before  the  last  day  prescribed  by  law 
for  the  filing  thereof  shall  be  considered  as 
filed  on  such  last  day.  For  the  purposes  of 
paragraphs  (2)  and  (3)  of  this  subsection, 
and  for  the  purposes  of  subsection  (d)  of 
this  section,  an  advance  payment  of  ahy  por¬ 
tion  of  the  tax  made  at  the  time  such  return 
was  filed  shall  be  considered  as  made  on  the 
last  day  prescribed  by  law  for  the  payment  of 
the  tax  or.  if  the  taxpayer  elected  to  pay  the 
tax  in  installments,  on  the  last  day  prescribed 
for  the  payment  of  the  first  installment.  For 
the  purposes  of  this  paragraph,  the  last  day 
prescribed  by  law  for  filing  the  return  or  pay¬ 
ing  the  tax  shall  be  determined  without  re¬ 
gard  to  any  extension  of  time  granted  the 
taxpayer. 

(5)  Special  period  of  limitation  with  re¬ 
spect  to  bad  debts  and  worthless  securities. 
If  the  claim  for  credit  or  refund  relates  to  an 
overpayment  on  account  of — 

(A)  The  deductibility  by  the  taxpayer, 
under  section  23  (k)  (1),  section  23  (k)  (4), 
or  section  204  (c),  of  a  debt  as  a  debt  which 
became  worthless,  or,  under  section  23  (g) 

(2)  or  (k)  (2),  of  a  loss  from  worthlessness 
of  a  security,  or 

(B)  The  effect  that  the  deductibility  of  a 
debt  or  loss  described  in  subparagraph  (A) 
has  on  the  application  to  the  taxpayer  of  a 
carry-over. 

In  lieu  of  the  three-year  period  of  limitation 
prescribed  in  paragraph  ( 1 ) ,  the  period  shall 
be  7  years  from  the  date  prescribed  by  law 
for  filing  the  return  for  the  year  with  respect 
to  which  the  claim  is  made.  If  the  claim  for 
credit  or  refund  relates  to  an  overpayment 
on  account  of  the  effect  that  the  deductibil¬ 
ity  of  such  a  debt  or  loss  has  on  the  applica¬ 
tion  to  the  taxpayer  of  a  carry-back,  the 
period  shall  be  either  seven  years  from  the 
date  prescribed  by  law  for  filing  the  return 
for  the  year  of  the  net  operating  loss  or  the 
unused  excess  profits  credit  which  results  in 
such  carry-back  or  the  period  prescribed  In 
paragraph  (6),  whichever  expires  the  later. 
In  the  case  of  a  claim  described  in  this  para¬ 
graph,  the  amount  of  the  credit  or  refund 
may  exceed  the  portion  of  the  tax  paid  within 
the  period  prescribed  in  paragraph  (2)  or 

(3) ,  whichever  is  applicable,  to  the  extent  of 
the  amount  of  the  overpayment  attributable 
to  the  deductibility  of  items  described  in  this 
paragraph. 

(6)  Special  period  of  limitation  with  re¬ 
spect  to  net  operating  loss  carry-backs  and 
unused  excess  profits  credit  carry-backs.  If 
the  claim  for  credit  or  refund  relates  to  an 
overpayment  attributable  to  a  net  operating 
less  carry-back  or  to  an  unused  excess  profits 
credit  carry-back,  in  lieu  of  the  three-year 
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period  of  limitation  prescribed  in  paragraph 

(1) ,  the  period  shall  be  that  period  which 
ends  with  the  expiration  of  the  fifteenth  day 
of  the  thirty-ninth  month  following  the  end 
of  the  taxable  year  of  the  net  operating  loss 
or  the  unused  excess  profits  credit  which 
results  in  such  carry-back,  or  the  period  pre¬ 
scribed  in  paragraph  (3)  in  respect  of  such 
taxable  year,  whichever  expires  later.  In  the 
case  of  such  a  claim,  the  amount  of  the  credit 
or  refund  may  exceed  the  portion  of  the  tax 
paid  within  the  period  provided  in  paragraph 

(2)  or  (3),  whichever  is  applicable,  to  the 
extent  of  the  amount  of  the  overpayment 
attributable  to  such  carry-back. 

(c)  Effect  of  petition  to  Board.  If  the 
Commissioner  has  mailed  to  the  taxpayer  a 
notice  of  deficiency  under  section  272  (a) 
and  if  the  taxpayer  files  a  petition  with  the 
Board  of  Tax  Appeals  within  the  time  pre¬ 
scribed  in  such  subsection,  no  credit  or  re¬ 
fund  in  respect  of  the  tax  for  the  taxable 
year  in  respect  of  which  the  Commissioner 
has  determined  the  deficiency  shall  be 
allowed  or  made  and  no  suit  by  the  taxpayer 
for  the  recovery  of  any  part  of  such  tax  shall 
be  instituted  in  any  court  except — 

(1)  As  to  overpayments  determined  by  a 
decision  of  the  Board  which  has  become 
final;  and 

(2)  As  to  any  amount  collected  In  excess 
of  an  amount  computed  in  accordance  with 
the  decision  of  the  Board  which  has  become 
final;  and 

(3)  As  to  any  amount  collected  after  the 
period  of  limitation  upon  the  beginning  of 
distraint  or  a  proceeding  in  court  for  col¬ 
lection  has  expired;  but  in  any  such  claim 
for  credit  or  refund  or  in  any  such  suit  for 
refund  the  decision  of  the  Beard  which  has 
become  final,  as  to  whether  such  period  has 
expired  before  the  notice  of  deficiency  was 
mailed,  shall  be  conclusive. 

(d)  Overpayment  found  by  Board.  If  the 
Board  finds  that  there  is  no  deficiency  and 
further  finds  that  the  taxpayer  has  made 
an  overpayment  of  tax  in  respect  of  the 
taxable  year  in  respect  of  which  the  Com¬ 
missioner  determined  the  deficiency,  or  finds 
that  there  is  a  deficiency  but  that  the  tax¬ 
payer  has  made  an  overpayment  of  tax  in 
respect  of  such  taxable  year,  the  Board  shall 
have  Jurisdiction  to  determine  the  amount 
of  such  overpayment,  and  such  amount  shall, 
when  the  decision  of  the  Board  has  become 
final,  be  credited  or  refunded  to  the  taxpayer. 
No  such  credit  or  refund  shall  be  made  of  any 
portion  of  the  tax  unless  the  Board  deter¬ 
mines  as  part  of  its  decision  (1)  that  such 
portion  was  paid  (A)  within  two  years  before 
the  filing  of  the  claim,  the  mailing  of  the 
notice  of  deficiency,  or  the  execution  of  an 
agreement  by  both  the  Commissioner  and 
the  taxpayer  pursuant  to  section  276  (b)  to 
extend  beyond  the  time  prescribed  in  section 
275  the  time  within  which  the  Commissioner 
might  assess  the  tax,  whichever  is  earliest,  or 
(B)  within  three  years  before  the  filing  of 
the  claim,  the  mailing  of  the  notice  of  de¬ 
ficiency,  or  the  execution  of  the  agreement, 
whichever  is  earliest,  if  the  claim  was  filed, 
the  notice  of  deficiency  mailed,  or  the  agree¬ 
ment  executed  within  three  years  from  the 
time  the  return  was  filed  by  the  taxpayer, 
or  (C)  after  the  execution  of  6Uch  an  agree¬ 
ment  and  before  the  expiration  of  the  period 
within  which  the  Commissioner  might  make 
an  assessment  pursuant  to  such  agreement 
or  any  extension  thereof,  or  (D)  after  the 
mailing  of  the  notice  of  deficiency;  or  (2), 
If  such  portion  was  not  paid  within  the  pe¬ 
riod  described  in  clause  (1),  but  the  notice 
of  deficiency  was  mailed  within  seven  years 
from  the  time  prescribed  for  the  filing  of 
the  return,  or  a  claim  described  in  subsection 
(b)  (5)  was  filed,  that  such  portion  does  not 
exceed  the  amount  of  the  overpayment  at¬ 
tributable  to  the  deductibility  of  items  de¬ 
scribed  in  subsection  (b)  (5);  or  (3).  if  such 
portion  w’as  not  paid  within  the  period  de¬ 


scribed  in  clause  (1),  but  the  notice  of 
deficiency  was  mailed  within  the  period  pre- 
scribed  in  subsection  (b)  (6)  for  the  filing 
of  a  claim  for  credit  or  refund  of  an  over¬ 
payment  attributable  to  a  carry-back,  or 
such  a  claim  was  filed,  that  such  portion  does 
not  exceed  the  amount  of  the  overpayment 
attributable  to  a  carry-back. 

(e)  Presumption  as  to  date  of  payment. 
For  the  purposes  of  this  section,  any  tax 
actually  deducted  and  withheld  at  the  source 
during  any  calendar  year  under  Subchapter 
D  of  Chapter  9  shall,  in  respect  of  the  re¬ 
cipient  of  the  Income,  be  deemed  to  have 
been  paid  by  him  not  earlier  than  the  fif¬ 
teenth  day  of  the  third  month  following  the 
close  of  his  taxable  year  with  respect  to  which 
such  tax  is  allowable  as  a  credit  under  sec¬ 
tion  35.  For  the  purposes  of  this  section, 
any  amount  paid  as  estimated  tax  for  any 
taxable  year  shall  be  deemed  to  have  been 
paid  not  earlier  than  the  fifteenth  day  of 
the  third  month  following  the  close  of  such 
taxable  year. 

(f)  Tax  withheld  at  source.  For  refund  or 
credit  in  case  of  withholding  agent,  see  sec¬ 
tion  143  (f).  For  refund  or  credit  in  case 
of  employer  required  to  deduct  and  with¬ 
hold  tax  on  wages,  see  section  1622  (f). 

(g)  Overpayments  attributable  to  net 
operating  loss  carry-backs  and  unused  ex¬ 
cess  profits  credit  carry-backs.  If  the  allow¬ 
ance  of  a  credit  or  refund  of  an  overpayment 
of  tax  attributable  to  a  net  operating  loss 
carry-back  or  to  an  unused  excess  profits 
credit  carry-back  is  otherwise  prevented  by 
the  operation  of  any  law  or  rule  of  law  other 
than  section  3761,  relating  to  compromises, 
such  credit  or  refund  may  be  allowed  or 
ma.de,  if  claim  therefor  is  filed  within  the 
period  provided  in  subsection  (b)  (6).  If 
the  allowance  of  an  application,  credit  or 
refund  of  a  decrease  in  tax  determined  under 
section  3700  (b)  is  otherwise  prevented  by 
the  operation  of  any  law  or  rule  of  law  other 
than  section  3761,  such  application,  credit 
or  refund  may  be  allowed  or  made  if  appli¬ 
cation  for  a  tentative  carry-back  adjustment 
is  made  within  the  period  provided  in  section 
3780  (a).  In  the  case  of  any  such  claim  for 
credit  or  refund  or  any  such  application  for 
a  tentative  carry-back  adjustment,  the  de¬ 
termination  by  any  court,  including  the  Tax 
Court  of  the  United  States,  in  any  proceed¬ 
ing  in  which  the  decision  of  the  court  hax 
become  final,  shall  be  conclusive  except  with 
respect  to  the  net  operating  loss  deduction 
and  the  unused  excess  profits  credit  adjust¬ 
ment,  and  the  effect  of  such  deduction  or 
adjustment,  to  the  extent  that  such  deduc¬ 
tion  or  adjustment  is  affected  by  a  carry-back 
which  was  not  in  Issue  in  such  proceeding. 

[Sec.  322  as  amended  by  secs.  169  and  172 
(e),  Rev.  Act  1942;  secs.  2  (b)  (2)  and  4  (a) 
and  (b).  Current  Tax  Payment  Act  1943; 
secs.  6  (b)  (9)  and  (10)  and  14  (d>.  Indi¬ 
vidual  Income  Tax  Act  1944;  sec.  5  (a),  (b), 
(c),  and  (d).  Tax  Adjustment  Act  1945;  sec. 
122  (e)  (1).  Rev.  Act  1945;  sec.  1,  Pub.  Law 
716  (81st  Cong.);  sec.  206  (b)  (1),  Social 
Security  Act  Amendments  1950] 

§  39.322-1  Authority  for  abatement, 
credit,  and  refund  of  tax.  Authority  for 
the  credit  and  refund  of  any  overpay¬ 
ment  of  any  income  tax  imposed  by 
chapter  1  is  contained  in  section  322. 
Section  273  (j)  prohibits  the  filing  of 
claims  for  abatement  by  taxpayers  with 
respect  to  assessments  of  income  tax 
imposed  by  chapter  1. 

§  39.322-2  Credit  and  refund  adjust¬ 
ments.  Credits  or  refunds  of  overpay¬ 
ments  may  not  be  allowed  or  made  after 
the  expiration  of  the  statutory  period 
of  limitation  properly  applicable  unless, 
before  the  expiration  of  such  period, » 
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claim  therefor  has  been  filed  by  the  tax¬ 
payer.  The  claim,  together  with  appro¬ 
priate  supporting  evidence,  must  be  filed 
in  the  office  of  the  district  director  of 
internal  revenue  for  the  internal  revenue 
district  in  which  the  tax  was  paid. 
Where  an  amount  of  tax  in  excess  of  that 
properly  due  has  been  paid  by  a  with¬ 
holding  agent,  the  credit  or  refund  of 
such  excess  amount  shall  be  made  to  the 
withholding  agent  unless  the  amount  of 
such  tax  was  actually  withheld  by  the 
withholding  agent.  See  section  143  (f). 
As  to  interest  in  case  of  credits  or  refunds, 
see  section  3771  and  28  U.  S.  C.  2411. 

§  39.322-3  Claims  for  refund  by  tax¬ 
payers.  (a)  Claims  by  the  taxpayer  for 
the  refunding  of  taxes,  interest,  penal¬ 
ties,  and  additions  to  tax  erroneously  or 
illegally  collected  shall  be  made  on  Form 
843,  or  on  Form  1040  or  1040A,  or  an 
amended  return,  and  should  be  filed  with 
the  district  director  of  internal  revenue. 
A  separate  claim  shall  be  made  for  each 
taxable  year  or  period. 

(b)  No  refund  or  credit  will  be  allowed 
after  the  expiration  of  the  statutory 
period  of  limitation  applicable  to  the 
filing  of  a  claim  therefor  except  upon  one 
or  more  of  the  grounds  set  forth  in  a  claim 
filed  before  the  expiration  of  such  period. 
The  claim  must  set  forth  in  detail  each 
ground  upon  which  a  refund  is  claimed, 
and  facts  sufficient  to  apprise  the  Com¬ 
missioner  of  the  exact  basis  thereof.  The 
statements  of  the  grounds  and  facts  must 
be  verified  by  a  written  declaration  that 
they  are  made  under  the  penalties  of 
perjury.  A  properly  executed  return  on 
Form  1040  shall,  at  the  election  of  the 
taxpayer,  constitute  a  claim  for  refund 
or  credit  within  the  meaning  of  section 
322  for  the  amount  of  the  overpayment 
disclosed  by  such  return.  For  the  pur¬ 
poses  of  section  322,  such  claim  shall  be 
considered  as  filed  on  the  date  on  which 
such  return  is  considered  as  filed.  An 
election  to  treat  the  return  as  a  claim  for 
refund  or  credit  shall  be  evidenced  by  a 
statement  on  the  return  setting  forth  the 
amount  determined  as  an  overpayment 
and  advising  whether  such  amount  shall 
be  refunded  to  the  taxpayer  or  shall  be 
applied  as  a  credit  against  the  tax¬ 
payer’s  estimated  tax  for  the  taxable 
year  immediately  succeeding  the  taxable 
year  for  which  such  return  is  filed.  If 
the  taxpayer  elects  to  have  all  or  part  of 
the  overpayment  shown  by  his  return 
applied  to  his  estimated  tax  for  his  suc¬ 
ceeding  taxable  year,  no  interest  shall 
be  allowed  on  such  portion  of  the  over¬ 
payment  credited  and  such  amount  shall 
be  applied  as  a  payment  on  account  of 
the  estimated  tax  for  such  year  or  the 
installments  thereof.  The  filing  of  a 
properly  executed  return  on  Form  1040 A 
shall  constitute  an  election  by  the  tax¬ 
payer  to  have  the  return  treated  as  a 
claim  for  refund  and  such  return  shall 
constitute  a  claim  for  refund  within  the 
toeanin  >  of  section  322  for  the  amount 
of  the  overpayment  shown  by  the  district 
director’s  computation  of  the  tax  on  the 
j  basis  of  the  return.  For  the  purposes  of 
section  322,  such  claim  shall  be  consid¬ 
ered  as  filed  on  the  date  on  which  such 
return  is  considered  as  filed.  In  any 
^se  in  which  a  taxpayer  elects  to  have  an 
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overpayment  refunded  to  him  he  may  not 
thereafter  change  his  election  to  have  the 
overpayment  applied  as  a  payment  on 
account  of  his  estimated  tax.  A  claim 
which  does  not  comply  with  this  para¬ 
graph  will  not  be  considered  for  any  pur¬ 
pose  as  a  claim  for  refund.  With  respect 
to  limitations  upon  the  refunding  or 
crediting  of  taxes,  see  §§  39.322-7  to 
39.322-11,  inclusive. 

(c)  If  a  return  is  filed  by  an  individual 
and,  after  his  death,  a  refund  claim  is 
filed  by  his  legal  representative,  certified 
copies  of  the  letters  testamentary,  letters 
of  administration,  or  other  similar  evi¬ 
dence  must  be  annexed  to  the  claim,  to 
show  the  authority  of  the  legal  repre¬ 
sentative  to  file  the  claim.  If  an  execu¬ 
tor,  administrator,  guardian,  trustee, 
receiver,  or  other  fiduciary  files  a  return 
and  thereafter  a  refund  claim  is  filed 
by  the  same  fiduciary,  documentary  evi¬ 
dence  to  establish  the  legal  authority  of 
the  fiduciary  need  not  accompany  the 
claim,  provided  a  statement  is  made  in 
the  claim  showing  that  the  return  was 
filed  by  the  fiduciary  and  that  the  latter 
is  still  acting.  In  such  cases,  if  a  refund 
is  to  be  paid,  letters  testamentary,  letters 
of  administration,  or  other  evidence  may 
be  required,  but  should  be  submitted  only 
upon  the  receipt  of  a  specific  request 
therefor.  If  a  claim  is  filed  by  a  fidu¬ 
ciary  other  than  the  one  by  whom  the 
return  was  filed,  the  necessary  documen¬ 
tary  evidence  should  accompany  the 
claim. 

(d »  A  claim  may  be  executed  by  an 
agent  of  the  person  assessed,  but  in  such 
case  a  power  of  attorney  must  accom¬ 
pany  the  claim. 

(e)  Checks  in  payment  of  claims  al¬ 
lowed  will  be  drawn  in  the  names  of  the 
persons  entitled  to  the  money  and  may 
be  sent  to  such  persons  in  care  of  an 
attorney  or  agent  who  has  filed  a  power 
of  attorney  specifically  authorizing  him 
to  receive  such  checks.  The  Commis¬ 
sioner  may,  however,  send  any  such  check 
direct  to  the  claimant.  In  this  connec¬ 
tion,  see  section  3477  of  the  Revised  Stat¬ 
utes  (31  U.  S.  C.  203). 

(f)  The  Commissioner  has  no  author¬ 
ity  to  refund  on  equitable  grounds  penal¬ 
ties  or  other  amounts  legally  collected. 
As  to  claims  for  refund  of  sums  recov¬ 
ered  by  suit,  see  §§  39.322-4  to  39.322-6, 
inclusive. 

§  39.322-4  Claim  for  payment  of  judg¬ 
ment  obtained  against  district  director . 
(a)  A  claim  for  the  amount  of  a  judg¬ 
ment  against  a  district  director  of  inter¬ 
nal  revenue  for  the  recovery  of  taxes, 
penalties,  or  other  sums  should  be  made 
on  a  properly  executed  Form  843,  and 
filed  directly  with  the  Commissioner  of 
Internal  Revenue,  Washington  25,  D.  C. 
The  claim  must  be  verified  by  a  written 
declaration  that  it  is  made  under  the 
penalties  of  perjury.  Two  certified 
copies  of  the  final  judgment  and  a  cer¬ 
tificate  of  probable  cause  should  be  at¬ 
tached  to  the  claim.  If  the  payment  of 
court  costs  is  claimed,  an  itemized  bill 
of  the  court  costs  paid,  receipted  by  the 
clerk  of  the  court,  should  also  accompany 
the  claim.  With  respect  to  the  certifi¬ 
cate  of  probable  cause,  28  U.  S.  C.  2006 
provides: 
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Sec.  2006.  Execution  against  revenue  of¬ 
ficer.  Execution  shall  not  issue  against  a 
collector  or  other  revenue  officer  on  a  final 
judgment  in  any  proceeding  against  him  for 
any  of  his  acts,  or  for  the  recovery  of  any 
money  exacted  by  or  paid  to  him  and  sub¬ 
sequently  paid  into  the  Treasury,  in  per¬ 
forming  his  official  duties,  if  the  court  certi¬ 
fies  that: 

(1)  Probable  cause  existed:  or 

(2)  The  officer  acted  under  the  directions 
of  the  Secretary  of  the  Treasury  or  other 
proper  Government  officer. 

When  such  certificate  has  been  issued,  the 
amount  of  the  judgment  shall  be  paid  out 
of  the  proper  appropriation  by  the  Treasury. 

If  the  case  was  appealed,  two  certified 
copies  of  the  mandate  of  the  appellate 
court  should  also  be  attached  to  the 
claim.  A  judgment  will  not  be  paid  until 
the  period  for  appeal  has  expired  unless 
a  stipulation,  signed  by  both  parties  to 
the  suit,  waiving  the  right  to  appeal,  has 
been  filed  with  the  clerk  of  the  court, 
and  two  certified  copies  of  such  waiver 
are  furnished  to  the  Commissioner. 

(b)  If  the  judgment  debtor  shall  have 
already  paid  the  amount  recovered 
against  him,  the  claim  should  be  made 
in  his  name,  accompanied  by  two  certi¬ 
fied  copies  of  the  final  judgment,  and  an 
itemized  bill  of  the  court  costs  paid.  A 
certificate  of  the  clerk  of  the  court  in 
which  the  judgment  was  recovered  (or 
other  satisfactory  evidence),  showing 
that  the  judgment  has  been  satisfied  and 
specifying  the  exact  sum  paid  in  its  sat¬ 
isfaction,  should  accompany  the  claim. 
See  further  §  39.322-3. 

§  39.322-5  Claim  for  payment  of 
judgment  obtained  in  United  States  dis¬ 
trict  court  against  the  United  States. 
A  claim  for  the  payment  of  a  judgment 
rendered  by  a  United  States  district 
court  against  the  United  States  repre¬ 
senting  taxes,  penalties,  or  other  sums 
should  be  made  on  a  properly  executed 
Form  843  and  filed  directly  with  the  Com¬ 
missioner  of  Internal  Revenue,  Wash¬ 
ington  25,  D.’  C.  The  claim  must  be 
verified  by  a  written  declaration  that 
it  is  made  under  the  penalties  of  per¬ 
jury.  Two  certified  copies  of  the  final 
judgment  should  be  attached  to  the 
claim.  If  the  judgment  specifically  pro¬ 
vides  for  the  recovery  of  costs,  an  item¬ 
ized  bill  of  such  court  costs  paid, 
receipted  by  the  clerk  of  the  court, 
should  also  accompany  the  claim.  If 
the  case  was  appealed,  two  certified 
copies  of  the  mandate  of  the  appellate 
court  should  also  be  attached  to  the 
claim.  A  judgment  will  not  be  paid  un¬ 
til  the  period  for  appeal  has  expired 
unless  a  stipulation,  signed  by  both 
parties  to  the  suit,  waiving  the  right  to 
appeal,  has  been  filed  with  the  clerk 
of  the  court,  and  two  certified  copies  of 
such  waiver  are  furnished  to  the 
Commissioner. 

§  39.322-6  Claim  for  payment  of 
judgment  obtained  in  the  Court  of 
Claims  against  the  United  States.  A 
claim  for  the  payment  of  a  judgment 
rendered  by  the  United  States  Court  of 
Claims  against  the  United  States,  repre¬ 
senting  taxes,  penalties,  or  other  sums 
should  be  made  on  a  properly  executed 
Form  843  and  filed  directly  with  the  Com- 
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missioner  of  Internal  Revenue,  Wash¬ 
ington  25,  D.  C.  The  claim  must  be  veri¬ 
fied  by  a  written  declaration  that  it  is 
made  under  the  penalties  of  perjury. 
The  claim  shall  be  accompanied  by  a  cer¬ 
tificate  of  judgment  issued  by  the  clerk 
of  the  court  and  two  copies  of  the  printed 
opinion  of  the  court,  if  an  opinion  was 
rendered.  A  judgment  will  not  be  paid 
until  the  period  for  appeal  has  expired 
unless  a  stipulation,  signed  by  both  par¬ 
ties  to  the  suit,  waiving  the  right  to 
appeal,  has  been  filed  with  the  clerk  of 
the  court,  and  two  certified  copies  of 
such  waiver  are  furnished  to  the  Com¬ 
missioner. 

§  29.322-7  Limitations  upon  crediting 
and  refunding  of  taxes  paid;  general  rule. 

(a)  Unless  a  claim  for  credit  or  refund 
of  an  overpayment  is  filed  within  three 
years  from  the  time  the  return  was  filed 
by  the  taxpayer  or  within  two  years  from 
the  time  the  tax  was  paid,  the  Commis¬ 
sioner  is  prohibited  from  allowing  or 
making  a  credit  or  refund  of  income  tax 
imposed  by  chapter  1  for  such  year  after 
both  periods  have  expired.  If  no  return 
is  filed  by  the  taxpayer,  the  Commis¬ 
sioner  is  prohibited  from  allowing  or 
making  a  credit  or  refund  of  such  tax 
after  two  years  from  the  time  the  tax 
was  paid  unless,  before  the  expiration  of 
such  2 -year  period,  a  claim  therefor  is 
filed.  The  amount  of  the  credit  or  re¬ 
fund  in  any  case  shall  not  exceed  the 
portion  of  the  tax  paid — 

(1)  If  a  return  was  filed  by  the  tax¬ 
payer,  and  the  claim  was  filed  within 
three  years  from  the  time  the  return 
was  filed,  during  the  three  years  im¬ 
mediately  preceding  the  filing  of  the 
claim. 

(2)  If  a  claim  was  filed,  and  (i)  no 
return  was  filed,  or  (ii)  if  the  claim  was 
not  filed  within  three  years  from  the 
time  the  return  was  filed  by  the  tax¬ 
payer,  during  the  two  years  immediately 
preceding  the  filing  of  the  claim. 

(3)  If  no  claim  was  filed  and  the  al¬ 
lowance  of  credit  or  refund  is  made  with¬ 
in  three  years  from  the  time  the  return 
was  filed  by  the  taxpayer,  during  the 
three  years  immediately  preceding  the 
allowance  of  the  credit  or  refund. 

(4)  If  no  claim  was  filed,  and  (i)  no 
return  was  filed  or  (ii)  the  allowance 
of  the  credit  or  refund  is  not  made  within 
three  years  from  the  time  the  return 
was  filed  by  the  taxpayer,  during  the  two 
years  immediately  preceding  the  allow¬ 
ance  of  the  credit  or  refund. 

(b)  For  the  purposes  of  this  section 
and  §§  39.322-8  to  39.322-11,  inclusive, 
a  return  filed  before  the  last  day  pre¬ 
scribed  by  law  for  the  filing  thereof,  or 
an  advance  payment  of  any  portion  of 
the  tax  made  before  such  date,  shall  be 
considered  as  filed  or  made  on  the  last 
day  prescribed  by  law  for  the  filing  of 
such  return  or  the  payment  of  such  tax. 
If  the  taxpayer  elected  to  pay  the  tax 
in  installments,  such  an  advance  pay¬ 
ment  shall  be  considered  as  made  on  the 
last  day  prescribed  for  the  payment  of 
the  first  installment,  but  in  all  cases  the 
last  day  prescribed  by  law  for  filing  the 
return  or  paying  the  tax  shall  be  deter¬ 
mined  without  regard  to  any  extension 
of  time  granted  the  taxpayer  for  filing 
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the  return  or  paying  the  tax.  The  pro¬ 
visions  of  this  section  are  subject  to  the 
exceptions  provided  in  §§  39.322-8  to 
39.322-11,  inclusive. 

(c)  In  the  case  of  a  filing  of  a  joint 
return  under  section  51  (g),  the  joint 
return  shall  be  deemed  to  have  been  filed 
on  the  last  date  prescribed  by  law  for 
filing  the  return  for  such  taxable  year, 
determined  without  regard  to  any  ex¬ 
tension  of  time  granted  to  either  spouse 
for  filing  the  return  or  paying  the  tax. 
See  §  39.51-1  (b)  (3)  (iii). 

(d)  For  special  provisions  in  the  case 
of  an  overpayment  resulting  from  the 
application  of  section  127  (c)  (3)  (re¬ 
lating  to  war  loss  recoveries) ,  see  section 
127  (c)  (5)  and  the  regulations  there¬ 
under. 

§  39.322-8  Limitations  upon  crediting 
and  refunding  of  taxes  paid ;  in  case 
waiver  executed,  (a)  If  the  Commis¬ 
sioner  and  the  taxpayer,  within  three 
years  from  the  time  the  return  w*as  filed 
by  the  taxpayer  or  within  two  years  from 
the  time  the  tax  was  paid,  whichever 
period  expires  the  later,  have  agreed  in 
writing  under  the  provisions  of  sections 
276  (b)  to  extend  beyond  the  period  pre¬ 
scribed  in  section  275  the  time  within 
which  the  Commissioner  may  make  an 
assessment,  then  the  period  within  which 
a  claim  for  credit  or  refund  may  be  filed, 
or  a  credit  or  refund  may  be  allowed  or 
made  if  no  claim  is  filed,  is  the  period 
within  which  the  Commissioner  may 
make  an  assessment  pursuant  to  such 
agreement  or  any  extension  thereof,  and 
for  six  months  thereafter.  The  amount 
of  the  credit  or  refund  in  such  case  shall 
not,  however,  exceed  the  sum  of — 

(1)  The  portion  of  the  tax  paid  dur¬ 
ing  the  two  years  immediately  preced¬ 
ing  the  execution  of  the  agreement  be¬ 
tween  the  Commissioner  and  the  tax¬ 
payer,  or,  if  such  agreement  was  executed 
within  three  years  from  the  time  the 
return  was  filed,  during  the  three  years 
immediately  preceding  the  execution  of 
such  agreement; 

(2)  The  portion  of  the  tax  paid  after 
the  execution  of  the  agreement  between 
the  Commissioner  and  the  taxpayer  and 
before  the  expiration  of  the  period  with¬ 
in  which  the  Commissioner  might  make 
an  assessment  pursuant  to  such  agree¬ 
ment  or  any  extension  thereof;  and 

(3)  The  portion  of  tax  paid  during  the 
six  months  immediately  following  the 
expiration  of  the  period  within  which 
the  Commissioner  might  make  an  assess¬ 
ment  pursuant  to  the  agreement  between 
the  Commissioner  and  the  taxpayer  or 
any  extension  of  such  agreement. 

(b)  If  any  portion  of  the  tax  is  paid 
within  six  months  after  the  expiration 
of  the  period  within  which  the  Commis¬ 
sioner  might  make  an  assessment  pur¬ 
suant  to  an  agreement  between  the  Com¬ 
missioner  and  the  taxpayer  or  any  ex¬ 
tension  thereof,  and  if  credit  or  refund 
is  allowed  or  made  after  such  payment 
and  before  the  end  of  such  6-month  pe¬ 
riod,  or  if  claim  for  credit  or  refund  is 
filed  after  such  payment  and  before  the 
end  of  such  6-month  period,  then  the 
provisions  of  paragraph  (a)  of  this  sec¬ 
tion  shall  apply  to  such  credit  or  refund. 


(c)  The  period  within  which  a  claim 
for  credit  or  refund  may  be  filed,  or 
credit  or  refund  allowed  or  made  if  no 
claim  is  filed,  shall  not  expire  before  two 
years  after  the  time  the  tax  was  paid,  but 
if  a  claim  is  filed,  or  credit  or  refund 
allowed  or  made  if  no  claim  is  filed,  more 
than  six  months  after  the  expiration  of 
the  period  within  which  the  Commis¬ 
sioner  may  make  an  assessment  pur¬ 
suant  to  such  agreement  or  any  exten¬ 
sion  thereof,  the  amount  of  the  credit  or 
refund  shall  not  exceed  the  portion  of 
the  tax  paid  during  the  two  years  im¬ 
mediately  preceeding  the  filing  of  the 
claim,  or,  if  no  claim  is  filed,  immediately 
preceding  the  allowance  of  the  credit  or 
refund. 

(d)  If  a  claim  for  credit  or  refund  is 
filed  or  if  credit  or  refund  is  allowed  or 
made  before  the  execution  of  any  agree¬ 
ment  between  the  Commissioner  and  the 
taxpayer  to  extend  the  period  within 
which  the  Commissioner  might  make  an  , 
assessment,  the  limitations  on  such  I 
credit  or  refund  shall  be  those  specified  j 
in  §  39.322-7. 

(e)  The  agreement  referred  to  in  this  | 
section  will  not  be  considered  to  have 
been  executed  until  the  date  it  is  signed 
by  or  for  the  Commissioner. 

§  39.322-9  Limitations  upon  crediting 
and  refunding  of  taxes  paid;  overpay- 
ment  on  account  of  bad  debts,  worthless 
securities,  etc.  (a)  (1)  If  the  claim  for 
credit  or  refund  relates  to  an  overpay¬ 
ment  on  account  of — 

(1)  The  deductibility  by  the  taxpayer, 
under  section  23  (k )  (1),  section  23  <k) 

( 4 ) ,  or  section  204  (c) ,  of  a  debt  as  a  debt 
which  became  worthless,  or,  under  sec¬ 
tion  23  (g)  (2)  or  (k)  (2),  of  a  loss  from 
the  worthlessness  of  a  security,  or 

(ii)  The  effect  that  the  deductibility  of 
a  debt  or  loss  described  in  subparagraph 
( 1 )  of  this  paragraph  has  on  the  appli*  I 
cation  to  the  taxpayer  of  a  capital  loss  j 
carry-over  provided  in  section  117  <e), a 
net  operating  loss  carry-over  provided  in 
section  122  (b),  or  an  unused  excess 
profits  credit  carry-over  provided  in  I 
section  432  (c), 

then  in  lieu  of  the  3-year  period  from  the 
date  the  return  was  filed  in  which  claim 
may  be  filed  or  credit  or  refund  allowed 
or  made,  as  prescribed  in  §  39.322-7,  the  j 
period  shall  be  seven  years  from  the  date 
prescribed  by  law  for  filing  the  return 
(determined  without  regard  to  any  ex¬ 
tension  of  time  for  filing  such  return) 
for  the  taxable  year  for  which  the  claim 
is  made  or  the  credit  or  refund  allowed 
or  made. 

(2)  If  the  claim  for  credit  or  re¬ 
fund  relates  to  an  overpayment  on  ac¬ 
count  of  the  effect  that  the  deductibility 
of  a  debt  or  loss  described  in  subpara¬ 
graph  (1)  of  this  paragraph,  has  on  the 
application  to  the  taxpayer  of  a  net  op¬ 
erating  loss  carry-back  provided  in 
section  122  (b)  or  an  unused  excess 
profits  credit  carry-back  provided  in 
section  432  (c),  such  period  shall  be 
whichever  of  the  following  two  periods 
expires  later: 

(i)  Seven  years  from  the  date  pre¬ 
scribed  by  law  for  filing  the  return  'de¬ 
termined  without  regard  to  any  exten¬ 
sion  of  time  for  filing  such  return)  for  | 
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the  taxable  year  of  the  net  operating 
loss  or  the  unused  excess  profits  credit; 
or 

(ii)  The  period  prescribed  in  §  39.322- 
11. 

(3)  In  the  case  of  any  claim  described 
in  this  section,  the  amount  of  the  credit 
or  refund  may  exceed  the  portion  of  the 
tax  paid  within  the  period  provided  in 
§  39.322-7  or  §  39.322-8,  whichever  is 
applicable,  to  the  extent  of  the  amount 
of  the  overpayment  attributable  to  the 
deductibility  of  items  described  in  this 
section.  Such  a  credit  or  refund  cannot 
exceed  the  sum  of  the  following: 

(i)  The  portion,  if  any,  of  the  tax  paid 
within  the  period  provided  in  §  39.322-7 
or  §  39.322-8,  whichever  is  applicable, 
and 

(ii)  The  amount  of  overpayment  due 
to  the  deductibility  of  items  described  in 
this  section. 

(4)  The  portion  of  an  overpayment 
due  to  items  described  in  this  section 
shall  be  determined  by  treating  the 
proper  deduction  of  such  items  as  the 
first  adjustment  to  be  made  in  comput¬ 
ing  such  overpayment. 

(b)  If  claim  for  credit  or  refund  is  not 
filed  within  the  applicable  period  de¬ 
scribed  in  paragraph  (a)  of  this  section, 
then  credit  or  refund  may  be  allowed  or 
made  only  if  claim  therefor  is  filed  or  if 
such  credit  or  refund  is  allowed  or  made, 
within  any  period  prescribed  in  §  39.322-7 
or  §  39.322-8,  whichever  is  applicable, 
subject  to  the  provisions  thereof  limiting 
the  amount  of  credit  or  refund  in  the 
case  of  a  claim  filed,  or,  if  no  claim  was 
filed,  in  the  case  of  credit  or  refund  al¬ 
lowed  or  made  within  such  applicable 
period  as  prescribed  in  §  39.322-7  or 
539.322-8. 

(c)  The  provisions  of  section  322  (b) 

(5)  do  not  apply  to  an  overpayment 
due  to  the  deductibility  of  a  debt  that 
became  partially  worthless  during  the 
taxable  year,  but  only  to  an  overpayment 
due  to  the  deductibility  of  a  debt  which 
became  entirely  worthless  during  such 
year. 

(d)  The  provisions  of  paragraph  (a)  of 
this  section  with  regard  to  an  overpay¬ 
ment  caused  by  the  deductibility  of  a  bad 
debt  under  section  23  (k)  (1),  section  23 
(k)  (4),  or  section  204  (c),  or  of  a  loss 
from  the  worthlessness  of  a  security 
under  section  23  (g)  (2)  or  (k)  (2),  are 
likewise  applicable  to  an  overpayment 
caused  by  'he  effect  that  the  deductibility 
of  such  a  bad  debt  or  loss  has  on  the 
application  to  the  taxpayer  of  a  carry¬ 
over  or  of  a  carry-back. 

(e)  Foi*  the  limitation  on  the  allowance 
of  interest  for  an  overpayment  where 
credit  or  refund  is  subject  to  the  pro¬ 
visions  of  section  322  (b)  (5) ,  see  section 
3771  (d). 

§  39.322-10  Limitations  upon  credit¬ 
ing  and  refunding  of  taxes  paid;  over¬ 
payment  determined  by  the  Tax  Court. 

(a)  In  any  case  where  a  person  having 
a  right  to  file  a  petition  with  The  Tax 
Court  of  the  United  States  with  respect 
jo  a  deficiency  in  income  tax  imposed 
oy  chapter  1  filed  such  petition  within 
the  prescribed  time,  no  credit  or  refund 
of  the  tax  for  the  year  to  which  the  de¬ 
ficiency  relates  shall  be  allowed  or  made. 
No.  189— Pt.  II— Sec.  2 - 16 
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and  no  suit  for  the  recovery  of  any  part 
of  such  tax  shall  be  instituted  by  the  tax¬ 
payer,  subject  to  the  following  excep¬ 
tions: 

(1)  If  the  Tax  Court  finds  that  the 
person  has  overpaid  his  tax  for  the  year 
to  which  the  notice  of  deficiency  relates, 
and  the  decision  of  the  Tax  Court  as  to 
the  amount  overpaid  has  become  final 
(see  section  1140,  Internal  Revenue 
Code),  the  overpayment  shall  be  credited 
or  refunded,  but  no  such  credit  or  refund 
shall  be  made  of  any  portion  of  the  tax 
unless  the  Tax  Court  determines  as  part 
of  its  decision — 

(i)  That  such  portion  was  paid — 

(a)  Within  two  years  immediately 
preceding  the  filing  of  a  claim  for  credit 
or  refund  thereof,  the  mailing  of  the 
notice  of  deficiency,  or  the  execution  of 
an  agreement  by  both  the  Commissioner 
and  the  taxpayer  pursuant  to  section  276 

(b)  to  extend  beyond  the  time  prescribed 
in  section  275  the  time  within  which  the 
Commissioner  might  assess  the  tax, 
whichever  event  occurs  first  in  point  of 
time,  or 

(b)  Within  three  years  immediately 
preceding  the  filing  of  the  claim,  the 
mailing  of  the  notice  of  deficiency,  or  the 
execution  of  the  agreement,  whichever 
event  occurs  first  in  point  of  time,  if  the 
claim  was  filed,  the  notice  of  deficiency 
mailed,  or  the  agreement  executed  with¬ 
in  three  years  from  the  time  the  return 
was  filed  by  the  taxpayer,  or 

(c)  After  the  execution  of  such  an 
agreement  and  before  the  expiration  of 
the  period  within  which  the  Commis¬ 
sioner  might  make  an  assessment  pur¬ 
suant  to  such  agreement  or  any  exten¬ 
sion  thereof,  or 

(d)  After  the  mailing  of  the  notice  of 
deficiency;  or 

(ii)  If  such  portion  of  the  tax  was  not 
paid  within  the  period  described  in  sub¬ 
division  (i)  of  this  subparagraph,  but 
the  notice  of  deficiency  was  mailed 
within  seven  years  from  the  time  pre¬ 
scribed  for  filing  the  return  (determined 
without  regard  to  any  extension  of  time 
for  filing  such  return),  or  a  claim  of 
the  type  described  in  §  39.322-9  was 
filed,  that  such  portion  of  the  tax  does 
not  exceed  the  amount  of  the  overpay¬ 
ment  attributable  to  the  deductibility  of 
items  described  in  §  39.322-9,  or 

(iii)  If  such  portion  of  the  tax  was 
not  paid  within  the  period  described  in 
subdivision  (i)  of  this  subparagraph, 
but  the  notice  of  deficiency  was  mailed 
within  the  period  prescribed  in  §  39.322- 
11  for  the  filing  of  a  claim  for  credit  or 
refund  of  an  overpayment  attributable 
to  a  net  operating  loss  carry-back  or  an 
unused  excess  profits  credit  carry-back, 
or  such  a  claim  was  filed,  that  such  por¬ 
tion  of  the  tax  does  not  exceed  the 
amount  of  the  overpayment  attributable 
to  the  carry-back. 

The  amount  of  the  overpayment  attri¬ 
butable  to  the  deductibility  of  items  de¬ 
scribed  in  §  39.322-9  or  to  a  carry-back 
shall  be  determined  under  the  provisions 
of  §§  39.322-9  and  39.322-11,  respec¬ 
tively.  For  the  limitation  on  the  allow¬ 
ance  of  interest  for  any  portion  of  an 
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overpayment  described  in  subdivision 
(ii)  or  (iii)  of  this  subparagraph,  see 
section  3771  (d)  or  (e),  whichever  is 
applicable. 

(2)  In  the  case  of  a  jeopardy  assess¬ 
ment  made  under  section  273,  if  the 
amount  which  should  have  been  assessed 
as  determined  by  a  decision  of  the  Tax 
Court  which  has  become  final  is  less  than 
the  amount  already  collected,  the  excess 
payment  shall  be  credited  or  refunded 
subject  to  a  determination  being  made 
by  the  Tax  Court  with  respect  to  the 
time  of  payment  as  stated  in  paragraph 

(a)  of  this  section. 

(3)  If  the  amount  of  the  deficiency 
determined  by  the  Tax  Court  (in  a  case 
where  collection  has  not  been  stayed  by 
the  filing  of  a  bond)  is  disallowed  in 
whole  or  in  part  by  the  reviewing  court, 
then  the  overpayment  resulting  from 
such  disallowance  shall  be  credited  or 
refunded  without  the  making  of  claim 
therefor  subject  to  a  determination  be¬ 
ing  made  by  the  Tax  Court  with  re¬ 
spect  to  the  time  of  payment  as  stated  in 
paragraph  (a)  of  this  section.  See  sec¬ 
tion  1146,  Internal  Revenue  Code. 

(4)  Where  the  amount  collected  is  in 
excess  of  the  amount  computed  in  ac¬ 
cordance  with  the  decision  of  The  Tax 
Court  which  has  become  final,  the  excess 
payment  shall  be  credited  or  refunded 
within  the  period  of  limitation  provided 
in  section  322  ( b  > . 

(5)  Where  an  amount  is  collected 
after  the  statutory  period  of  limitation 
upon  the  beginning  of  distraint  or  a  pro¬ 
ceeding  in  court  for  collection  has  ex¬ 
pired  (see  §  39.275-2),  the  taxpayer  may 
file  a  claim  for  refund  of  the  amount  so 
collected  within  the  period  of  limitation 
provided  in  section  322  (b) .  In  any  such 
case,  the  decision  of  the  Tax  Court  as 
to  whether  the  statutory  period  upon 
collection  of  the  tax  expired  before 
notice  of  the  deficiency  was  mailed  shall, 
when  the  decision  becomes  final,  be 
conclusive. 

(b)  For  special  provisions  in  the  case 
of  an  overpayment  resulting  from  the 
application  of  section  127  (c)  (3)  (re¬ 
lating  to  war  loss  recoveries) ,  see  section 
127  (c)  (5)  and  the  regulations  there¬ 
under. 

§  39.322-11  Limitations  upon  credit¬ 
ing  and  refunding  of  taxes  paid — over¬ 
payment  on  account  of  net  operating 
loss  carry-backs  and  unused  excess 
profits  credit  carry-backs — (a)  Special 
period  of  limitation.  (1)  If  the  claim 
for  credit  or  refund  relates  to  an  over¬ 
payment  attributable  to  a  net  operating 
loss  carry-back,  provided  in  section  122 

(b) ,  or  to  an  unused  excess  profits  credit 
carry-back,  provided  in  section  432  (c), 
then  in  lieu  of  the  3-year  period  from  the 
date  the  return  was  filed  in  which  the 
claim  may  be  filed  or  credit  or  refund 
allowed  or  made,  as  prescribed  in 
§  39.322-7,  the  period  shall  be  whichever 
of  the  following  two  periods  expires 
later: 

(i)  The  period  which  ends  with  the 
expiration  of  the  fifteenth  day  of  the 
thirty-ninth  month  following  the  end 
of  the  taxable  year  of  the  net  operating 
loss  which  resulted  in  the  carry-back;  or 
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<ii)  The  period  which  ends  with  the 
expiration  of  the  period  prescribed  in 
§  39.322-8  within  which  a  claim  for 
credit  or  refund  may  be  filed  with  re¬ 
spect  to  the  taxable  year  of  the  net 
operating  loss  which  resulted  in  the 
carry-back. 

<2)  In  the  case  of  a  claim  described 
in  subdivision  (i)  of  this  paragraph,  the 
amount  of  the  credit  or  refund  may  ex¬ 
ceed  the  portion  of  the  tax  paid  within 
the  period  prescribed  in  §  39.322-7  or 
§  39.322-8,  whichever  is  applicable,  to  the 
extent  of  the  amount  of  the  overpayment 
attributable  to  the  carry-back.  Such 
a  credit  or  refund  cannot  exceed  the 
sum  of  the  following: 

<i)  The  portion,  if  any,  of  the  tax  paid 
within  the  period  provided  in  §  39.322-7 
or  §  39.322-8,  whichever  is  applicable, 
and 

(ii)  The  amount  of  the  overpayment 
attributable  to  the  carry-back. 

(3)  The  portion  of  an  overpayment 
attributable  to  a  carry-back  shall  be  de¬ 
termined  by  treating  the  net  operating 
loss  deduction  and  the  unused  excess 
profits  credit  adjustment,  to  the  extent 
that  they  are  increased  by  the  net  oper¬ 
ating  loss  carry-back  or  the  unused  ex¬ 
cess  profits  credit  carry-back,  as  the 
first  adjustments  to  be  made  in  com¬ 
puting  such  overpayment.  If  claim  for 
credit  or  refund  is  not  filed,  and  if 
credit  or  refund  is  not  allowed  or  made, 
within  the  period  described  in  this 
paragraph,  then  credit  or  refund  may 
be  allowed  or  made  only  if  claim  there¬ 
for  is  filed,  or  if  such  credit  or  refund  is 
allowed  or  made,  within  any  period  pre¬ 
scribed  in  §  39.322-7  or  5  39.322-8,  which¬ 
ever  is  applicable,  subject  to  the  provi¬ 
sions  thereof  limiting  the  amount  of 
credit  or  refund  in  the  case  of  a  claim 
filed,  or  if  no  claim  wTas  filed,  in  case  of 
credit  or  refund  allowed  or  made  within 
such  applicable  period.  For  the  limita¬ 
tion  on  the  allowance  of  interest  for  an 
overpayment  where  credit  or  refund  is 
subject  to  the  provisions  of  section  322 
(b)  (6> ,  see  section  3771  (e). 

<b)  Barred  overpayments.  If  the  al¬ 
lowance  of  a  credit  or  refund  of  an  over¬ 
payment  of  tax  attributable  to  a  net 
operating  loss  carry-back  or  to  an  unused 
excess  profits  credit  carry-back  is  other- 
wise  prevented  by  the  operation  of  any 
law  or  rule  of  law  (other  than  section 
3761,  relating  to  compromises),  such 
credit  or  refund  may  be  allowed  or  made 
under  the  provisions  of  section  322  (g) 
if  a  claim  therefor  is  filed  within  the 
period  provided  by  section  322  <b)  (6) 
and  paragraph  (a)  of  this  section  for 
filing  a  claim  for  credit  or  refund  of  an 
overpayment  attributable  to  a  carry¬ 
back.  Similarly,  if  the  allowance  of  an 
application,  credit,  or  refund  of  a  de¬ 
crease  in  tax  determined  under  section 
3780  (b)  is  otherwise  prevented  by  the 
operation  cf  any  law  or  rule  of  law 
(other  than  section  3761),  such  ap¬ 
plication,  credit,  or  refund  may  be  al¬ 
lowed  or  made  if  an  application  for 
a  tentative  carry-back  adjustment  is 
filed  within  the  period  provided  in  sec¬ 
tion  3780  (a).  Thus,  for  example,  even 
though  the  tax  liability  for  a  given  tax¬ 
able  year  has  previously  been  litigated 
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before  The  Tax  Court  of  the  United 
States,  credit  or  refund  of  an  overpay¬ 
ment  may  be  allowed  or  made  despite 
the  provisions  of  section  322  (c),  if  claim 
for  such  credit  or  refund  is  filed  within 
the  period  provided  in  section  322  (b) 
(6)  and  paragraph  (a)  of  this  section. 
In  the  case  of  a  claim  for  credit  or  refund 
of  an  overpayment  attributable  to  a 
carry-back,  or  in  the  case  of  an  appli¬ 
cation  for  a  tentative  carry-back  ad¬ 
justment,  the  determination  of  any 
court,  including  The  Tax  Court  of  the 
United  States  in  any  proceeding  in  which 
the  decision  of  the  court  has  become 
final,  shall  be  conclusive  except  with  re¬ 
spect  to  the  net  operating  loss  deduction 
and  the  unused  excess  profits  credit  ad¬ 
justment,  and  the  effect  of  such  deduc¬ 
tion  or  adjustment,  to  the  extent  that 
such  deduction  or  adjustment  is  affected 
by  a  carry-back  which  was  not  in  issue 
in  such  proceeding. 

§  39.322-12  Crediting  of  accounts  of 
district  directors  in  cases  of  assessments 
against  several  persons  covering  same 
liability.  If  assessments  have  been 
made  against  several  persons  covering 
the  same  tax  liability,  and  payment  of 
such  liability  by  one  or  more  of  such 
persons  has  been  duly  certified  to  the 
Commissioner,  the  Commissioner,  for 
the  purpose  of  temporarily  relieving 
the  district  director  of  internal  revenue 
from  liability  under  section  3950,  may 
authorize  him  to  take  credit  temporarily 
writh  respect  to  the  assessments  not  spe¬ 
cifically  paid.  Such  action,  however, 
shall  not  constitute  an  abatement  and 
shall  net  discharge  the  liability  of  the 
persons  concerned. 

SUPPLEMENT  P — FOREIGN  FERSONAL 
HOLDING  COMPANIES 

§  39.331  Statutory  provisiojis;  defini¬ 
tion  of  foreign  personal  holding  com¬ 
pany. 

Sec.  331.  Definition  of  foreign  personal 
holding  company — (a)  General  rule.  For 
the  purposes  of  this  chapter  the  term  “for¬ 
eign  personal  holding  company”  means  any 
foreign  corporation  if — 

(1)  Gross  income  requirement.  At  least 
60  per  centum  of  its  gross  income  ( as  defined 
in  section  334  (a))  for  the  taxable  year  is 
foreign  personal  holding  company  income  as 
defined  in  section  332;  but  if  the  corpora¬ 
tion  is  a  foreign  personal  holding  company 
with  respect  to  any  taxable  year  ending  after 
August  26,  1937,  then,  for  each  subsequent 
taxable  year,  the  minimum  percentage  shall 
be  50  per  centum  in  lieu  of  60  per  centum, 
until  a  taxable  year  during  the  whole  of 
which  the  stock  ownership  required  by  para¬ 
graph  (2)  does  not  exist,  or  until  the  expira¬ 
tion  of  three  consecutive  taxable  years  In 
each  of  which  less  than  50  per  centum  of  the 
gross  income  is  foreign  personal  holding  com¬ 
pany  income.  For  the  purposes  of  this  para¬ 
graph  there  shall  be  included  in  the  gross 
income  the  amount  includible  therein  as  a 
dividend  by  reason  of  the  application  of 
section  334  (c)  (2);  and 

(2)  Stock  ownership  requirement.  At  any 
time  during  the  taxable  year  more  than  50 
per  centum  in  value  of  its  outstanding  stock 
is  owned,  directly  or  indirectly,  by  or  for  not 
more  than  five  Individuals  who  are  citizens 
or  residents  of  the  United  States,  herein¬ 
after  called  "United  States  group.” 

(b)  Exceptions.  The  term  “foreign  per¬ 
sonal  holding  company”  does  not  include  a 


corporation  exempt  from  taxation  under 
section  101. 

§  39.331-1  Definition  of  foreign  per¬ 
sonal  holding  company,  (a)  A  foreign 
personal  holding  company  is  any  for¬ 
eign  corporation  (other  than  a  corpora¬ 
tion  exempt  from  taxation  under  section 
101)  which  for  the  taxable  year  meets 
(1)  the  gross  income  requirement  spec¬ 
ified  in  §  39.331-2,  and  (2)  the  stock 
ownership  requirement  specified  in 
§  39.331-3.  Both  requirements  must  be 
satisfied  and  both  must  be  met  with  re¬ 
spect  to  each  taxable  year. 

(b)  A  foreign  corporation  which 
comes  within  the  classification  of  a  for¬ 
eign  personal  holding  company  is  not 
subject  to  taxation  either  under  section 
102  or  section  500.  The  fact  that  a  for¬ 
eign  corporation  is  a  foreign  personal 
holding  company  does  not  relieve  the 
corporation  from  liability  for  the  taxes 
imposed  generally  under  section  231 
upon  foreign  corporations,  since  such 
taxes  apply  regardless  of  the  classifi¬ 
cation  of  the  foreign  corporation  as  a 
foreign  personal  holding  company. 

§  39.331-2  Gross  income  requirement. 
(a)  To  meet  the  gross  income  require¬ 
ment,  it  is  necessary  that  either  of  the 
following  percentages  of  gross  income  of 
the  corporation  for  the  taxable  year  (in¬ 
cluding  the  additions  to  gross  income 
provided  in  section  334  (b)  as  required 
by  section  334  (c)  (2))  be  foreign  per¬ 
sonal  holding  company  income  as  defined 
in  .section  332: 

(1)  Sixty  percent  or  more;  or 

(2)  Fifty  percent  or  more  if  the  foreign 
corporation  has  been  classified  as  a  for¬ 
eign  personal  holding  company  for  any 
taxable  year  ending  after  August  26, 
1937,  unless — 

(i)  A  taxable  year  has  intervened  since 
the  last  taxable  year  for  which  it  was  so 
classified,  during  no  part  of  which  the 
stock  ownership  requirement  specified  in 
section  331  (a)  (2)  exists;  or 

(ii)  Three  consecutive  years  have 
intervened  since  the  last  taxable  year  for 
which  it  was  so  classified,  during  each  of 
which  its  foreign  personal  holding  com¬ 
pany  income  was  less  than  50  percent  of 
its  gross  income. 

(b)  In  determining  whether  the  for¬ 
eign  personal  holding  company  income  is 
equal  to  the  required  percentage  of  the 
total  gross  income,  the  determination 
must  not  be  made  upon  the  basis  of  gross 
receipts,  since  gross  income  is  not 
synonymous  with  gross  receipts.  For  a 
further  discussion  of  what  constitutes 
“gross  income,”  see  section  22  (a)  and 
§§  39.22  (a)-l  to  39.22  (a) -23,  inclusive. 

§  39.331-3  Stock  oivnership  require¬ 
ment.  (a)  To  meet  the  stock  ownership 

requirement,  it  is  necessary  that  at  some 
time  in  the  taxable  year  more  than  50 
percent  in  value  of  the  outstanding 
stock  of  the  foreign  corporation  t* 
owned,  directly  or  indirectly,  by  or  for 
not  more  than  five  individuals  who  are 
citizens  or  residents  of  the  United  States, 
hereinafter  referred  to  as  “United 
States  group.”  For  such  purpose,  the 
ownership  of  the  stock  must  be  deter¬ 
mined  as  provided  in  section  333  a^ 
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*5  39.333  (a)-l  to  39.333  (a) -7,  inclu¬ 
sive.  and  §  39.333  (b)-l. 

(b)  In  the  event  of  any  change  in  the 
stock  outstanding  during  the  taxable 
year,  whether  in  the  number  of  shares 
or  classes  of  stock,  or  whether  in  the 
ownership  thereof,  the  conditions  exist¬ 
ing  immediately  prior  and  subsequent  to 
each  change  must  be  taken  into  con¬ 
sideration,  since  a  corporation  comes 
within  the  classification  if  the  statutory 
conditions  with  respect  to  stock  owner¬ 
ship  are  present  at  any  time  during  the 
taxable  year. 

(c)  In  determining  whether  the  statu¬ 
tory  conditions  with  respect  to  stock 
ownership  are  present  at  any  time 
during  the  taxable  year,  the  phrase  “in 
value”  shall,  in  the  light  of  all  the  cir¬ 
cumstances,  be  deemed  the  value  of  the 
corporate  stock  outstanding  at  such 
time  (not  including  treasury  stock). 
This  value  may  be  determined  upon 
the  basis  of  the  company’s  net  worth, 
earning  and  dividend  paying  capacity, 
appreciation  of  assets,  together  with 
such  other  factors  as  have  a  bearing 
upon  the  value  of  the  stock.  If  the 
value  of  the  stock  which  is  used  is 
greatly  at  variance  with  that  reflected 
by  the  corporate  books,  the  evidence  of 
such  value  should  be  filed  with  the  re¬ 
turn.  In  any  case  where  there  are  two 
or  more  classes  of  stock  outstanding,  the 
total  value  of  all  the  stock  should  be 
allocated  among  the  different  classes 
according  to  the  relative  value  of  each 
class  therein. 

5  39.332  Statutory  provisions:  foreign 
personal  holding  company  income. 

Sec.  332.  Foreign  personal  holding  com¬ 
pany  income.  For  the  purposes  of  this  chap¬ 
ter  the  term  "foreign  personal  holding 
company  income”  means  the  portion  of  the 
gross  income  determined  for  the  purposes  of 
section  331  (a)  (1),  which  consists  of: 

(a)  Dividends,  interest,  royalties,  annu¬ 
ities. 

(b)  Stock  and  securities  transactions. 
Except  in  the  case  of  regular  dealers  in  stock 
or  securities,  gains  from  the  sale  or  exchange 
of  stock  or  securities. 

(c)  Commodities  transactions.  Gains 
from  futures  transactions  in  any  commodity 
on  or  subject  to  the  rules  of  a  board  of 
trade  or  commodity  exchange.  This  subsec¬ 
tion  shall  not  apply  to  gains  by  a  producer, 
processor,  merchant,  or  handler  of  the  com¬ 
modity  which  arise  out  of  bona  fide  hedging 
transactions  reasonably  necessary  to  the 
conduct  of  its  business  in  the  manner  in 
which  such  business  is  customarily  and 
usually  conducted  by  others. 

(d)  Estates  arid  trusts.  Amounts  includ¬ 
ible  in  computing  the  net  income  of  the 
corporation  under  Supplement  E;  and  gains 
from  the  sale  or  other  disposition  of  any 
interest  in  an  estate  or  trust. 

(e)  Personal  service  contracts.  (1) 
Amounts  received  under  a  contract  under 
which  the  corporation  is  to  furnish  personal 
services;  if  some  person  other  than  the  cor¬ 
poration  has  the  right  to  designate  (by  name 
or  by  description)  the  individual  who  is  to 
perform  the  services,  or  if  the  individual  who 
"  Perform  the  services  is  designated  ( by 
name  or  by  description)  in  the  contract: 

(2)  amounts  received  from  the  sale  or 
other  disposition  of  such  a  contract.  This 
subsection  shall  apply  with  respect  to 
'mounts  received  for  services  under  a  par¬ 
ticular  contract  only  if  at  some  time  during 
he  taxable  year  25  per  centum  or  more  in 
aiue  of  the  outstanding  stock  of  the  cor- 
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poration  is  owned,  directly  or  indirectly,  by 
or  for  the  individual  who  has  performed,  is 
to  perform,  or  may  be  designated  (by  name 
or  by  description)  as  the  one  to  perform, 
such  services. 

(f)  Use  of  corporation  property  by  share¬ 
holder.  Amounts  received  as  compensation 
(however  designated  and  from  whomsoever 
received)  for  the  use  of,  or  right  to  use,  prop¬ 
erty  of  the  corporation  in  any  case  where,  at 
any  time  during  the  taxable  year,  25  per 
centum  or  more  in  value  of  the  outstanding 
stock  of  the  corporation  is  owned,  directly 
or  indirectly,  by  or  for  an  individual  entitled 
to  the  use  of  the  property:  whether  such 
right  is  obtained  directly  from  the  corpora¬ 
tion  or  by  means  of  a  sublease  or  other  ar¬ 
rangement. 

(g)  Rents.  Rents,  unless  constituting  50 
per  centum  or  more  of  the  gross  income.  For 
the  purposes  of  this  subsection  the  term 
“rents”  means  compensation,  however  desig¬ 
nated,  for  the  use  of,  or  right  to  use,  prop¬ 
erty:  but  does  not- include  amounts  consti¬ 
tuting  foreign  personal  holding  company  in¬ 
come  under  subsection  (f). 

§  39.332-1.  Foreign  personal  holding 
company  income.  For  the  purposes  of 
Supplement  P  (sections  331  to  340,  inclu¬ 
sive)  and  of  §§  39.331-1  to  39.339-3,  in¬ 
clusive,  the  term  “foreign  personal  hold¬ 
ing  company  income”  means  the  portion 
of  the  gross  income  determined  for  the 
purposes  of  section  331  (a)  (1)  and  §  39.- 
331-2  which  consists  of  the  following: 

(a)  Dividends.  The  term  “dividends” 
includes  dividends  as  defined  in  section 
115  (a)  and  amounts  required  to  be  in¬ 
cluded  in  gross  income  under  section  334 

(b).  See  $  39.115  < a > -1. 

<b)  Interest.  The  term  “interest” 
means  any  amounts,  includible  in  gross 
income,  received  for  the  use  of  money 
loaned. 

(c)  Royalties.  The  term  “royalties” 
includes  amounts  received  for  the  privi¬ 
lege  of  using  patents,  copyrights,  secret 
processes  and  formulas,  good  will,  trade 
marks,  trade  brands,  franchises,  and 
other  like  property.  It  does  not  include 
rents,  or  overriding  royalties  received  by 
an  operating  company.  As  used  in  this 
paragraph  the  term  “overriding  royal¬ 
ties”  means  amounts  received  from  the 
sublessee  by  the  operating  company 
which  originally  leased  and  developed 
the  natural  resource  property  in  respect 
of  which  such  overriding  royalties  are 
paid. 

(d)  Annuities.  The  term  “annuities” 
includes  annuities  only  to  the  extent  in¬ 
cludible  in  the  computation  of  gross  in¬ 
come.  See  section  22  (b)  (2). 

(e>  Gains  from  the  sale  or  exchange 
of  stock  or  securities.  As  used  in  section 
332  (b),  the  term  “gains  from  the  sale 
or  exchange  of  stock  or  securities”  ap¬ 
plies  to  all  gains  (including  gains  from 
liquidating  dividends  and  other  dis¬ 
tributions  from  capital)  from  the  sale 
or  exchange  of  stock  or  securities  in¬ 
cludible  in  gross  income.  As  used  in 
section  332  <b),  the  term  “stock  or  se¬ 
curities”  includes  shares  or  certificates 
of  stock,  or  interest  in  any  corporation 
(including  any  joint-stock  company,  in¬ 
surance  company,  association,  or  other 
organization  classified  as  a  corporation 
by  the  Internal  Revenue  Code),  certifi¬ 
cates  of  interest  or  participation  in 
any  profit-sharing  agreement,  or  in  any 
oil,  gas,  or  other  mineral  royalty,  or 
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lease,  collateral  trust  certificates,  voting 
trust  certificates,  stock  rights  or  war¬ 
rants,  bonds,  debentures,  certificates  of 
indebtedness,  notes,  equipment  trust 
certificates,  bills  of  exchange,  and  obli¬ 
gations  issued  by  or  on  behalf  of  a  Gov¬ 
ernment,  State,  Territory,  or  political 
subdivision  thereof.  In  the  case  of 
“regular  dealers  in  stock  or  securities,” 
the  term  does  not  include  gains  derived 
from  the  sale  or  exchange  of  stock  or 
securities  made  in  the  normal  course  of 
business.  As  used  in  section  332  (b), 
the  term  “regular  dealers  in  stock  or 
securities”  means  corporations  with  an 
established  place  of  business  regularly 
engaged  in  the  purchase  of  stock  or 
securities  and  their  resale  to  customers, 
but  such  corporations  are  not  dealers 
with  respect  to  stock  or  securities  held 
for  speculation  or  investment. 

(f)  Gams  from  futures  transactions 
in  commodities.  Gains  from  futures 
transactions  in  commodities  include 
gains  from  futures  transactions  in  any 
commodity  on  or  subject  to  the  rules  of  a 
board  of  trade  or  commodity  exchange, 
but  do  not  include  gains  from  cash 
transactions  or  gains  by  a  producer, 
processor,  merchant,  or  handler  of  the 
commodity,  which  arise  out  of  bona  fide 
hedging  transactions  reasonably  neces¬ 
sary  to  the  conduct  of  its  business  in  the 
manner  in  which  such  business  is  cus¬ 
tomarily  and  usually  conducted  by 
others.  In  general,  foreign  personal 
holding  company  income  includes  gains 
on  futures  contracts  which  are  specula¬ 
tive.  Futures  contracts  representing 
true  hedges  against  price  fluctuations  in 
spot  goods  are  not  speculative  transac¬ 
tions,  though  not  concurrent  with  spot 
transactions.  Futures  contracts  which 
are  not  hedges  against  spot  transactions 
are  speculative  unless  they  are  hedges 
against  concurrent  futures  or  forward 
sales  or  purchases. 

(g)  Income  from  estates  and  trusts. 
The  income  from  estates  and  trusts 
which  is  to  be  included  in  foreign  per¬ 
sonal  holding  company  income  consists 
of  the  income  from  estates  and  trusts 
which  is  required  to  be  included  in  the 
gross  income  of  the  corporation  under 
sections  161  to  169,  inclusive,  together 
with  the  gains  derived  by  the  corpora¬ 
tion  from  the  sale  or  other  disposition 
of  any  interest  in  an  estate  or  trust. 

(h)  Amounts  received  under  personal 
service  contracts.  (1)  Amounts  includ¬ 
ible  in  foreign  personal  holding  company 
income  as  amounts  received  under 
personal  service  contracts  consist  of 
amounts  received  pursuant  to  a  contract 
under  which  the  corporation  is  to  fur¬ 
nish  personal  services,  and  amounts 
received  from  a  sale  or  other  disposition 
of  such  a  contract,  if — 

(i)  Some  person  other  than  the  cor¬ 
poration  has  the  right  to  designate  (by 
name  or  by  description)  the  individual 
who  is  to  perform  the  services,  or  if  the 
individual  who  is  to  perforin  the  services 
is  designated  (by  name  or  by  description 
in  the  contract) ;  and 

(ii)  At  some  time  during  the  taxable 
year  25  percent  or  more  in  value  of  the 
outstanding  stock  of  the  corporation  is 
owned,  directly  or  indirectly,  by  or  for 
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the  individual  who  has  performed,  is  to 
perform,  or  may  be  designated  (by  name 
or  by  description) ,  as  the  one  to  perform 
such  services.  For  this  purpose  the 
stock  ownership  must  be  determined 
as  provided  in  section  333  and 
§§  39.333  (a)-l  to  39.333  (a) -7,  inclusive, 
and  §  39.333  (b)-l. 

(2)  The  application  of  section  332  (e) 
and  this  paragraph  may  be  illustrated  by 
the  following  examples: 

Example  (2).  A,  whose  profession  is  that 
of  an  actor,  owns  all  of  the  outstanding 
capital  stock  of  the  M  Corporation,  a  foreign 
corporation.  The  M  Corporation  entered 
into  a  contract  with  A  under  which  A  was 
to  perform  personal  services  for  the  person 
or  persons  which  the  M  Corporation  might 
designate,  in  consideration  of  which  A  was 
to  receive  $10,000  a  year  from  the  M  Corpora¬ 
tion.  The  M  Corporation  entered  into  a 
contract  with  the  O  Corporation  in  which  A 
was  designated  to  perform  personal  services 
for  the  O  Corporation,  in  consideration  of 
■which  the  O  Corporation  was  to  pay  the  M 
Corporation  $500,000  a  year.  The  $500,000 
received  by  the  M  Corporation  from  the  O 
Corporation  constitutes  foreign  personal 
holding  company  income. 

Example  (2).  The  N  Corporation,  a  for¬ 
eign  corporation,  the  entire  outstanding 
capital  stock  of  which  is  owned  by  four  indi¬ 
viduals,  is  engaged  in  engineering.  The  N 
Corporation  entered  into  a  contract  with  the 
O  Corporation  to  perform  engineering  serv¬ 
ices  for  the  O  Corporation,  in  consideration 
of  which  the  O  Corporation  was  to  pay  the 
N  Corporation  $50,000.  The  individual  who 
was  to  perform  the  services  was  not  desig¬ 
nated  (by  name  or  by  description)  in  the 
contract  and  no  one  but  the  N  Corporation 
had  the  right  to  designate  (by  name  or  by 
description)  such  individual.  The  $50,000 
received  by  the  N  Corporation  from  the  O 
Corporation  does  not  constitute  foreign  per¬ 
sonal  holding  company  income. 

(i)  Compensation  for  use  of  property. 
The  compensation  for  the  use  of,  or  the 
right  to  use,  property  of  the  corporation 
which  is  to  be  included  in  foreign  per¬ 
sonal  holding  company  income  consists 
of  amounts  received  as  compensation 
(however  designated  and  from  whomso¬ 
ever  received)  for  the  use  of.  or  the  right 
to  use.  property  of  the  corporation  in  any 
case  in  which,  at  any  time  during  the 
taxable  year,  25  percent  or  more  in  value 
of  the  outstanding  stock  of  the  corpora¬ 
tion  is  owned,  directly  or  indirectly,  by 
or  for  an  individual  entitled  to  the  use 
of  the  property,  whether  such  right  is 
obtained  directly  from  the  corporation 
or  by  means  of  a  sublease  or  other  ar¬ 
rangement.  The  property  may  consist 
of  a  yacht,  a  city  residence,  a  country 
house,  or  any  other  kind  of  property. 
See  sections  331  <a>  <2)  and  333  and 
§§  39.333  <a>-l  to  39,333  <a)-7,  inclusive, 
and  §  39.333  (b)-l. 

(j)  Rents.  The  rents  which  are  to 
be  included  in  foreign  personal  holding 
company  income  consist  of  compensa¬ 
tion.  however  designated,  including 
charter  fees,  etc.,  for  the  use  of,  or  the 
right  to  use,  real  property,  or  any  other 
kind  of  property,  but  do  not  include 
amounts  constituting  foreign  personal 


holding  company  income  under  section 
332  (f)  and  paragraph  (i)  of  this  sec¬ 
tion.  However,  rents  do  not  constitute 
foreign  personal  holding  company  in¬ 
come  if  constituting  50  percent  or  more 
of  the  gross  income  of  the  corporation. 

§  39.333  (a)  Statutory  provisions;  for - 
eign  personal  holding  companies;  con- 
structive  stock -owner ship  rules. 

Sec.  333.  Stock  ownership,  (a)  Construc¬ 
tive  ownership.  For  the  purpose  of  deter¬ 
mining  whether  a  foreign  corporation  is  a 
foreign  personal  holding  company,  in  so  far 
as  such  determination  is  based  on  stock 
ownership  under  section  331  (a)  (2),  section 
332  (e),  or  section  332  (f)  — 

(1)  Stock  not  owned  by  individual.  Stock 
owned,  directly  or  indirectly,  by  or  for  a  cor¬ 
poration,  partnership,  estate,  or  trust  shall 
be  considered  as  being  owned  proportionately 
by  its  shareholders,  partners,  or  beneficiaries. 

(2)  Family  and  partnership  ownership. 
An  individual  shall  be  considered  as  owning 
the  stock  owned,  directly  or  indirectly,  by  or 
for  his  family  or  by  or  for  his  partner.  For 
the  purposes  of  this  paragraph  the  family  of 
an  Individual  includes  only  his  brothers  and 
sisters  (whether  by  the  whole  or  half  blood), 
spouse,  ancestors,  and  lineal  descendants. 

(3)  Options.  If  any  person  has  an  option 
to  acquire  stock  such  stock  shall  be  con¬ 
sidered  as  owned  by  such  person.  For  the 
purposes  of  this  paragraph  an  option  to  ac¬ 
quire  such  an  option,  and  each  one  of  a 
series  of  such  options,  shall  be  considered  as 
an  option  to  acquire  such  stock. 

(4)  Application  of  family-partnership  and 
option  rules.  Paragraphs  (2)  and  (3)  shall 
be  applied — 

(A)  For  the  purposes  of  the  stock  owner¬ 
ship  requirement  provided  in  section  331  (a) 
(2),  if,  but  only  if,  the  effect  is  to  make  the 
corporation  a  foreign  personal  holding  com¬ 
pany: 

(B)  For  the  purposes  of  section  332  (e) 
(relating  to  personal  service  contracts),  or  of 
section  332  (f)  (relating  to  the  use  of  prop¬ 
erty  by  shareholders),  if,  but  only  if,  the 
effect  is  to  make  the  amounts  therein  referred 
to  includible  under  such  subsection  as  for¬ 
eign  personal  holding  company  income. 

(5)  Constructive  ownership  as  actual 
ownership.  Stock  constructively  owned  by 
a  person  by  reason  of  the  application  of  para¬ 
graph  (1)  or  (3)  shall,  for  the  purpose  of 
applying  paragraph  (1)  or  (2),  be  treated  as 
actually  owned  by  such  person;  but  stock 
constructively  owned  by  an  individual  by  rea¬ 
son  of  the  application  of  paragraph  (2)  shall 
not  be  treated  as  owned  by  him  for  the  pur¬ 
pose  of  again  applying  such  paragraph  in 
order  to  make  another  the  constructive 
owner  of  such  stock. 

(6)  Option  rule  in  lieu  of  family  and  part¬ 
nership  rule.  If  stock  may  be  considered  as 
owned  by  an  individual  under  either  para¬ 
graph  (2)  or  (3)  it  shall  be  considered  as 
owned  by  him  under  paragraph  (3). 

§  39.333  (a)-l  Stock  ownership. 

(a>  For  the  purpose  of  determining 
whether — 

(1)  A  foreign  corporation  is  a  foreign 
personal  holding  company,  insofar  as 
such  determination  is  based  on  the  stock 
ownership  requirements  specified  in  sec¬ 
tion  331  fa)  (2)  and  §  39.331-3,  or 

(2)  Amounts  received  under  a  per¬ 
sonal  service  contract  or  from  the  sale 
of  such  a  contract  constitute  foreign 


personal  holding  company  income  inso¬ 
far  as  such  determination  is  based  on 
the  stock  ownership  requirement  speci¬ 
fied  in  section  332  (e)  and  paragraph 
(h)  of  §  39.332-1,  or 

(3)  Compensation  for  the  use  of  prop¬ 
erty  constitutes  foreign  personal  holding 
company  income  insofar  as  such  deter-  | 
mination  is  based  on  the  stock  owner-  I 
ship  requirement  specified  in  section  332  1 
(f)  and  paragraph  (i)  of  §  39.332-1, 

stock  owned  by  an  individual  includes  I 
stock  constructively  owned  by  him  as  I 
provided  in  section  333. 

(b)  For  the  purposes  of  paragraph  (a) 
of  this  section,  constructive  ownership 
of  stock  shall  be  determined  and  applied 
in  accordance  with  the  rules  provided  in 
section  333  and  §§  39.333  (a)-2  to  39.333  I 
(a)-7,  inclusive,  and  §  39.333  (b)-l.  AH  I 
forms  and  classes  of  stock,  however  de¬ 
nominated,  which  represent  the  interests  I 
of  shareholders,  members,  or  benefici-  I 
aries  in  the  corporation  shall  be  taken 
into  consideration.  | 

§  39.333  (a) -2  Stock  not  owned  by  I 
individual.  In  determining  the  owner-  I 
ship  of  stock  for  any  of  the  purposes  set  I 
forth  in  §  39.333  (a)-l,  stock  owned,  di-  I 
rectly  or  indirectly,  by  or  for  a  corpora-  I 
tion,  partnership,  estate,  or  trust  shaU 
be  considered  as  being  owned  propor¬ 
tionately  by  its  shareholders,  partners,  I 
or  beneficiaries.  For  example,  if  A  and 
B,  two  individuals,  are  the  exclusive  and  I 
equal  beneficiaries  of  a  trust  or  estate,  I 
and  if  such  trust  or  estate  owns  the  I 
entire  capital  stock  of  the  M  Corpora-  I 
tion,  and  if  the  M  Corporation  in  turn  I 
owns  the  entire  capital  stock  of  the  N  I 
Corporation,  then  the  stock  of  both  the  I 
M  Corporation  and  the  N  Corporation  I 
•hall  be  considered  as  being  owned  I 
eo.ually  by  A  and  B  as  the  individuals  I 
owning  the  beneficial  interest  thereia  I 
See  also  §  39.333  (a) -6. 

§  39.333  (a) -3  Family  and  partner •  I 
ship  ownership,  (a >  In  determining  the  I 
ownership  of  stock  for  any  of  the  pur-  I 
poses  set  forth  in  §  39.333  <a)-l,  an  in-  I 
dividual  shall  be  considered  as  owning  I 
the  stock  owned,  directly  or  indirectly,-  I 
by  or  for  his  family  or  by  or  for  his  part-  I 
ner.  For  the  purposes  of  such  deter-  I 
mination  the  family  of  an  individual  I 
includes  only  his  brothers  and  sisters  I 
(whether  by  the  whole  or  half  blood),  I 
spouse,  ancestors,  and  lineal  descend-  I 
ants. 

(b)  The  application  of  the  family  and  I 
partnership  rule  in  determining  the  I 
ownership  of  stock  for  the  purpose  set  I 
forth  in  paragraph  (a)  (1)  of  §  39.333  I 
(a)-l  is  illustrated  by  the  following  I 
example: 

Example.  (1)  The  M  Corporation  at  some  I 
time  during  the  taxable  year  had  1.800  shares  I 
of  outstanding  stock,  450  of  which  were  held  I 
by  various  individuals  having  no  relation-  I 
ship  to  one  another  and  none  of  whom  I 
were  partners,  and  the  remaining  1,300  were  I 
held  by  51  shareholders  as  follows:  I 
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Relationships 

Shares 

Shares 

Shares 

Shares 

Shares 

An  individual . - . . . 

Bis  father . 

His  wife . 

Bis  brother . . . . 

Bisson . . . 

Bis  daughter  by  former  marriage  (son’s 

half-sister) . . . 

Bis  brother’s  wife . 

Bis  wife's  father - 

Bis  wife’s  brother. . . 

Bis  wife’s  brother's  wife . 

A  100 

AF  10 

AW  10 

AB  10 

AS  10 

ASHS  10 

A  BW  10 

AWF  10 

AWB  10 

AWBW  10 
AP  10 

B  20 

BF  10 

BW  40 

BB  10 

BS  40 

BSnS  40 

BBW  10 

BWF  10 

BWB  10 

BWBW  10 

C  20 

CF  10 

CW  40 

CB  10 

CS  40 

CSHS  40 

CBW  10 

CWF  110 

CWB  10 

CWBW  10 

D  20 

DF  10 

DW  40 

DB  10 

DS  40 

DSHS  40 

DBW  100 

DWF  10 

DW  B  to 

DWBVV  10 

E  20 

EF  10 

EW  40 

EB  10 

ES  40 

Esns  40 

EBW  10 

EWF  10 

EWB  10 

EWBW  110 

(2)  By  applying  the  statutory  rule  pro¬ 
dded  in  section  333  (a)  (2)  five  individuals 
own  more  than  50  percent  of  the  outstand¬ 
ing  stock  as  follows : 


A  (Including  AF,  AW,  AB,  AS,  ASHS, 

API . - . - . .  160 

B  (including  BF.  BW,  BB,  BS,  ESHS)__  160 

CW  (including  C,  CS.  CWF,  CWB) . 220 

DB  (including  D.  DF,  DBW) _ 200 

EWB  (including  EW,  EWF,  EWBW) - 170 


Total,  or  more  than  50  percent..  910 

(3)  Individual  A  represents  the  obvious 
case  where  the  head  of  the  family  owns  the 
bulk  of  the  family  stock  and  naturally  is  the 
bead  of  the  group.  A's  partner  owns  10 
shares  of  the  stock.  Individual  B  represents 
the  case  where  he  is  still  head  of  the  group 
because  of  the  ownership  of  stock  by  his  im¬ 
mediate  family.  Individuals  C  and  D 
represent  cases  where  the  individuals  fall 
in  groups  headed  in  C’s  case  by  his  wife 
and  in  Ds  case  by  his  brother  because  of  the 
preponderance  of  holdings  on  the  part  of 

■  relatives  by  marriage.  Individual  E  repre¬ 
sents  the  case  where  the  preponderant  hold¬ 
ings  of  others  eliminate  that  individual 
Irom  the  group. 

(c>  The  method  of  applying  the  fam¬ 
ily  and  partnership  rule  as  illustrated  in 
the  fore  going  example  also  applies  in 
determining  the  ownership  of  stock  for 
the  purposes  stated  in  paragraphs  (a) 
(2)  and  <3>  of  §  39.333  (a)-l. 

5  39.333  (a i-4  Options.  In  deter¬ 
mining  the  ownership  of  stock  for  any 
of  the  purposes  set  forth  in  §  39.333 
(a»-l,  if  any  person  has  an  option  to 
acquire  stock,  such  stock  may  be  con¬ 
sidered  as  owned  by  such  person.  As 
used  in  this  section,  the  term  “option” 
includes  an  option  to  acquire  such  an 
option  and  each  one  of  a  series  of  such 
options,  so  that  the  person  who  has  an 
option  on  an  option  to  acquire  stock  may 
be  considered  as  the  owner  of  the  stock. 

5  39.333  <a> -5  Application  of  family 
mi  partnership  rule  and  option  rule. 

The  family  and  partnership  rule 
Provided  in  section  333  (a)  (2)  and 

5  39.333  (a) -3  and  the  option  rule  pro¬ 
dded  in  section  333  (a)  (3)  and  §  39.333 
(*M  shall  be  applied — 

(1>  For  the  purpose  stated  in  para¬ 
graph  (a.  ( 1 )  of  §  39.333  (a)-l,  if,  but 
0I%  if,  the  effect  of  such  application 
j?  to  make  the  foreign  corporation  a 
foreign  personal  holding  company,  or 
(2>  For  the  purpose  stated  in  para¬ 
graph  <a )  (2)  of  §  39.333  (a>-l,  if,  but 
0nl>’  if.  the  effect  of  such  application  is 
t°  make  the  amounts  received  under  a 
Personal  service  contract  or  from  the 
ra.e  of  such  a  contract  foreign  personal 
bolding  company  income,  or 
'3l  For  the  purpose  stated  in  para¬ 
graph  (a »  (3)  of  §  39.333  (a)-l,  if.  but 
onh'  if,  the  effect  of  such  application  is 


to  make  the  compensation  for  the  use 
of  property  foreign  personal  holding 
company  income, 

(b)  The  family  and  partnership  rule 
and  the  option  rule  must  be  applied  in¬ 
dependently  for  each  of  the  purposes 
stated  in  §  39.333  (a)-l. 

§  39.333  (a) -6  Constructive  owner¬ 
ship  as  actual  ownership,  (a)  In  de¬ 
termining  the  ownership  of  stock  for  any 
of  the  purposes  set  forth  in  §  39.333 
(a)-l — 

(1)  Stock  constructively  owned  by  a 
person  by  reason  of  the  application  of 
the  rule  provided  in  section  333  (a)  (1) 
relating  to  stock  not  owned  by  an  indi¬ 
vidual  (see  §  39.333  (a)-2)  shall  be  con¬ 
sidered  as  actually  owned  by  such  person 
for  the  purpose  of  again  applying  such 
rule  or  of  applying  the  family  and  part¬ 
nership  rule  provided  in  section  333  (a) 
(2)  (see  §  39.333  (a)-3)  in  order  to  make 
another  person  the  constructive  owner 
of  such  stock,  and 

(2)  Stock  constructively  owned  by  a 
person  by  reason  of  the  application  of 
the  option  rule  provided  in  section  333 
(a)  (3)  (see  §  39.333  (a)-4)  shall  be 
considered  as  actually  owned  by  such 
person  for  the  purpose  of  applying  either 
the  rule  provided  in  section  333  (a)  (1), 
relating  to  stock  not  owned  by  an  indi¬ 
vidual,  or  the  family  and  partnership 
rule  provided  in  section  333  (a)  (2)  in 
order  to  make  another  person  the  con¬ 
structive  owner  of  such  stock,  but 

(3)  Stock  constructively  owned  by  an 
individual  by  reason  of  the  application 
of  the  family  and  partnership  rule  pro¬ 
vided  in  section  333  (a)  (2)  shall  not  be 
considered  as  actually  owned  by  such 
individual  for  the  purpose  of  again  ap¬ 
plying  such  rule  in  order  to  make  another 
individual  the  constructive  owner  of  such 
stock. 

(b)  The  application  of  paragraph  (a) 
of  this  section  may  be  illustrated  by  the 
following  examples: 

Example  (I).  A  Is  a  United  States  citizen, 
whose  wife,  AW,  owns  all  of  the  stock  of  the 
M  Corporation,  which  in  turn  owns  all  the 
stock  of  the  O  Corporation.  The  O  Corpora¬ 
tion  in  turn  owns  all  the  stock  in  the  P 
Corporation.  Under  the  rule  provided  in 
section  333  (a)  (1),  relating  to  stock  not 
owned  by  an  individual,  the  stock  in  the  P 
Corporation  owned  by  the  O  Corporation  is 
considered  to  be  owned  constructively  by  the 
M  Corporation,  the  sole  shareholder  of  the 
O  Corporation.  Such  constructive  owner¬ 
ship  of  the  stock  by  the  M  Corporation  is 
considered  as  actual  ownership  for  the  pur¬ 
pose  of  again  applying  such  rule  in  order 
to  make  AW,  the  sole  shareholder  of  the 
M  Corporation,  the  constructive  owner  of  the 
stock  of  the  P  Corporation,  Similarly,  the 
constructive  ownership  of  the  stock  by  AW 
is  considered  as  actual  ownership  for  the 
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purpose  of  applying  the  family  and  partner¬ 
ship  rule  provided  in  section  333  (a)  (2)  in 
order  to  make  A  the  constructive  owner  of 
the  stock  of  the  P  Corporation,  if  such 
application  is  necessary  for  any  of  the  pur¬ 
poses  set  forth  in  §39.333  (a)-l.  But  the 
stock  thus  constructively  owned  by  A  may 
not  be  considered  as  actual  ownership  for 
the  purpose  of  again  applying  the  family 
and  partnership  rule  in  order  to  make 
another  member  of  A’s  family,  for  example 
A’s  father,  the  constructive  owner  of  the 
stock  of  the  P  Corporation. 

Example  (2).  B  is  a  United  States  citizen 
who  owns  all  the  stock  of  the  R  Corporation 
which  has  an  option  to  acquire  all  the  stock 
of  the  S  Corporation,  a  foreign  corporation, 
owned  by  C,  an  individual,  who  is  not  re¬ 
lated  to  B.  Under  the  option  rule  provided 
in  section  333  ^(a)  (3)  the  R  Corporation 
may  be  considered  as  owning  constructively 
the  stock  of  the  S  Corporation  owned  by  C. 
Such  constructive  ownership  of  the  stock  by 
the  R  Corporation  is  considered  as  actual 
ownership  for  the  purpose  of  applying  the 
rule  provided  in  section  333  (a)  (1),  relat¬ 
ing  to  stock  not  owned  by  an  individual,  in 
order  to  make  B,  the  sole  shareholder  of  the 
R  Corporation,  the  constructive  owner  of  the 
stock  of  the  S  Corporation.  The  stock  thus 
constructively  owned  by  B  by  reason  of  the 
application  of  the  rule  provided  in  section 
333  (a)  (1)  likewise  is  considered  as  actual 
ownership  for  the  purpose,  if  necessary,  of 
applying  the  family  and  partnership  rule 
provided  in  section  333  (a)  (2),  in  order  to 
make  another  member  of  B’s  family,  for  ex¬ 
ample,  B’s  wife,  BW,  the  constructive  owner 
of  the  stock  of  the  S  Corporation.  However, 
the  family  and  partnership  rule  could  not 
again  be  applied  so  as  to  make  still  another 
individual  the  constructive  owner  of  the 
stock  of  the  S  Corporation,  that  is,  the  stock 
constructively  owned  by  BW  could  not  be 
considered  as  actually  owned  by  her  in  order 
to  make  BW’s  father  the  constructive  owner 
of  such  stock  by  a  second  application  of  the 
family  and  partnership  rule. 

§  39.333  (a) -7  Option  rule  in  lieu  of 
family  and  partnership  rule,  (a)  If,  in 
determining  the  ownership  of  stock  for 
any  of  the  purposes  set  forth  in  §  39.333 
(a)-l,  stock  may  be  considered  as  con¬ 
structively  owned  by  an  individual  by  an 
application  of  both  the  family-partner¬ 
ship  rule  provided  in  section  327  (a)  (2) 
(see  §  39.333  (a) -3)  and  the  opv.on  rule 
provided  in  section  333  (a)  (3)  (see 
§  39.333  (a) -4)  such  stock  shall  be  con¬ 
sidered  as  owned  constructively  by  the 
individual  by  reason  of  the  application 
of  the  option  rule. 

(b)  The  application  of  paragraph  (a> 
of  this  section  may  be  illustrated  by  the 
following  example: 

Example.  (1)  Two  brothers,  A  and  B.  each 
own  10  percent  of  the  stock  of  the  M  Corpora¬ 
tion,  a  foreign  corporation,  and  A’s  wife,  AW, 
also  owns  10  percent  of  the  stock  of  such 
corporation.  AW’s  husband,  A,  has  an  option 
to  acquire  the  stock  owned  by  her  at  any 
time.  It  becomes  necessary,  for  one  of  the 
purposes  stated  in  §  39.333  (a)-l,  to  deter¬ 
mine  the  stock  ownership  of  B  in  the  M 
Corporation. 

(2)  If  the  family  and  partnership  rule  were 
the  only  rule  that  applied  in  the  case,  B 
would  be  considered,  under  that  rule,  as 
owning  20  percent  of  the  stock  of  the  M 
Corporation,  namely,  his  own  stock  plus  the 
stock  owned  by  his  brother.  In  that  event, 
B  could  not  be  considered  as  owning  the 
stock  held  by  AW  since  (1)  AW  is  not  a  mem¬ 
ber  of  B's  family  and  (il)  the  constructive 
ownership  of  such  stock  by  A  through  the 
application  of  the  family  and  partnership 
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rule  In  his  case  is  not  considered  as  actual 
ownership  so  as  to  make  B  the  constructive 
owner  by  a  second  application  of  the  same 
rule  with  respect  to  the  ownership  of  the 
stock.  (See  §  39.333  (a) -6.) 

(3)  However,  there  is  more  than  the  fam¬ 
ily  and  partnership  rule  involved  in  this 
example.  As  the  holder  of  an  option  upon 
the  stock,  A  may  be  considered  the  construc¬ 
tive  owner  of  his  wife’s  stock  by  the  appli¬ 
cation  of  the  option  rule  and  without  refer¬ 
ence  to  the  family  relationship  between  A 
and  AW.  If  A  is  considered  as  owning  the 
stock  of  his  wife  by  application  of  the  option 
rule,  then  under  §  39.333  (a)-6,  such  con¬ 
structive  ownership  by  A  is  regarded  as 
actual  ownership  for  the  purpose  of  apply¬ 
ing  the  family  and  partnership  rule  so  as  to 
make  another  member  of  A’s  family,  for 
example,  B,  the  constructive  owner  of  the 
stock.  Hence,  since  A  may  be  considered  as 
owning  his  wife’s  stock  by  applying  both  the 
family-partnership  rule  and  the  option  rule, 
the  provisions  of  section  333  (a)  (6)  apply 
and  accordingly  A  must  be  considered  the 
constructive  owner  of  his  wife's  stock  under 
the  option  rule  rather  than  the  family-part¬ 
nership  rule.  B  thus  becomes  the  con¬ 
structive  owner  of  30  percent  of  the  stock 
of  the  M  Corporation,  namely,  his  own  10 
percent,  A’s  10  percent,  and  AW's  10  percent 
constructively  owned  by  A  as  the  holder  of 
an  option  on  the  stock. 

§  39.333  (b)  Statutory  provisions; 

foreign  personal  holding  companies;  con¬ 
structive  stock-ownership  rules;  con¬ 
vertible  securities. 

Sec.  333.  Stock  ownership.  •  •  • 

(b)  Convertible  securities.  Outstanding 
securities  convertible  into  stock  (whether  or 
not  convertible  during  the  taxable  year) 
shall  be  considered  as  outstanding  stock — 

(1)  For  the  purpose  of  the  stock  owner¬ 
ship  requirement  provided  in  section  331 
(a)  (2) ,  but  only  if  the  effect  of  the  inclusion 
of  all  such  securities  is  to  make  the  corpora¬ 
tion  a  foreign  personal  holding  company; 

(2)  For  the  purpose  of  section  332  (e) 
(relating  to  personal  service  contracts),  but 
only  if  the  effect  of  the  inclusion  of  all  such 
securities  is  to  make  the  amounts  therein 
referred  to  includible  under  such  subsection 
as  foreign  personal  holding  company  in¬ 
come;  and 

(3)  For  the  purpose  of  section  332  (f) 
(relating  to  the  use  of  property  by  share¬ 
holders;,  but  only  if  the  effect  of  the  inclu¬ 
sion  of  all  such  securities  is  to  make  the 
amounts  therein  referred  to  includible  under 
such  subsection  as  foreign  personal  holding 
company  income. 

The  requirement  in  paragraphs  (1),  (2),  and 
(3)  that  all  convertible  securities  must  be 
included  if  any  are  to  be  included  shall  be 
subject  to  the  exception  that,  where  some 
of  the  outstanding  securities  are  convertible 
only  after  a  later  date  than  in  the  case  of 
others,  the  class  having  the  earlier  conversion 
date  may  be  included  although  the  others 
are  not  included,  but  no  convertible  securi¬ 
ties  shall  be  included  unless  all  outstanding 
securities  having  a  prior  conversion  date 
are  also  included. 

§  39.333  (b)-l  Convertible  securities. 
Under  section  333  (b),  outstanding  se¬ 
curities  of  a  foreign  corporation,  such  as 
bonds,  debentures,  or  other  corporate 
obligations,  convertible  into  stock  of  the 
corporation  (whether  or  not  convertible 
during  the  taxable  year)  shall  be  con¬ 
sidered  as  outstanding  stock  of  the  cor¬ 
poration  for  the  purpose  of  the  stock 
ownership  requirement  provided  in  sec¬ 
tion  331  <a)  (2),  but  only  if  the  effect  of 
such  consideration  is  to  make  the  cor¬ 
poration  a  foreign  personal  holding  com¬ 


pany.  Such  convertible  securities  shall 
be  considered  as  outstanding  stock  for 
the  purpose  of  section  332  (e),  relating 
to  amounts  received  under  personal 
service  contracts,  or  of  section  332  (f), 
relating  to  compensation  for  the  use  of 
property,  but  only  if  the  effect  of  such 
consideration  is  to  make  the  amounts 
therein  referred  to  includible  under  such 
sections  as  foreign  personal  holding  com¬ 
pany  income.  The  consideration  of  con¬ 
vertible  securities  as  outstanding  stock 
is  subject  to  the  exception  that,  if  some 
of  the  outstanding  securities  are  con¬ 
vertible  only  after  a  later  date  than  in 
the  case  of  others,  the  class  having  the 
earlier  conversion  date  may  be  consid¬ 
ered  as  outstanding  stock  although  the 
others  are  not  so  considered,  but  no  con¬ 
vertible  securities  shall  be  considered  as 
outstanding  stock  unless  all  outstanding 
securities  having  a  prior  conversion  date 
are  also  so  considered.  For  example,  if 
outstanding  securities  are  convertible  in 

1952,  1953,  and  1954,  those  convertible  in 
1952  can  be  properly  considered  as  out¬ 
standing  stock  without  so  considering 
those  convertible  in  1953  or  1954,  and 
those  convertible  in  1952  and  1953  can 
be  properly  considered  as  outstanding 
stock  without  so  considering  those  con¬ 
vertible  in  1954.  However,  the  secui’i- 
ties  convertible  in  1953  could  not  be 
properly  considered  as  outstanding  stock 
without  so  considering  those  convertible 
in  1952  and  the  securities  convertible  in 
1954  could  not  be  properly  considered 
as  outstanding  stock  without  so  con¬ 
sidering  those  convertible  in  1952  and 

1953. 

§  39.334  Statutory  provisions ;  gross 
income  of  foreign  personal  holding  com¬ 
panies. 

Sec.  334.  Gross  income  of  foreign  personal 
holding  companies — (a)  General  rule.  As 
used  in  this  Supplement  with  respect  to  a 
foreign  corporation  the  term  “gross  income” 
means  gross  income  computed  (without  re¬ 
gard  to  the  provisions  of  Supplement  I)  as 
if  the  foreign  corporation  were  a  domestic 
corporation. 

(b)  Additions  to  gross  income.  In  the 
case  of  a  foreign  personal  holding  company 
(whether  or  not  a  United  States  group,  as 
defined  in  section  331  (a)  (2),  existed  with 
respect  to  such  company  on  the  last  day  of 
its  taxable  year)  which  was  a  shareholder  in 
another  foreign  personal  holding  company 
on  the  day  in  the  taxable  year  (whether  be¬ 
ginning  before,  on.  or  after  January  1,  1939) 
of  the  second  company  which  was  the  last 
day  on  which  a  United  States  group  existed 
with  respect  to  the  second  company,  there 
shall  be  included,  as  a  dividend,  in  the  gross 
income  of  the  first  company,  for  the  taxable 
year  in  which  or  with  which  the  taxable  year 
of  the  second  company  ends,  the  amount 
the  first  company  would  have  received  as  a 
dividend  if  on  such  last  day  there  had  been 
distributed  by  the  second  company,  and  re¬ 
ceived  by  the  shareholders,  an  amount  which 
bears  the  same  ratio  to  the  undistributed 
Supplement  P  net  income  of  the  second  com¬ 
pany  for  its  taxable  year  as  the  portion  of 
such  taxable  year  up  to  and  including  such 
last  day  bears  to  the  entire  taxable  year. 

(c)  Application  of  subsection  (b). — The 
rule  provided  in  subsection  (b)  — 

(1)  Shall  be  applied  in  the  case  of  a  for¬ 
eign  personal  holding  company  for  the  pur¬ 
pose  of  determining  its  undistributed 
Supplement  P  net  income  which,  or  a  part 
of  which,  is  to  be  Included  in  the  gross  in¬ 


come  of  its  shareholders,  whether  United  I 
States  shareholders  or  other  foreign  personal  I 
holding  companies; 

(2)  Shall  be  applied  In  the  case  of  every  I 
foreign  corporation  with  respect  to  which  I 
a  United  States  group  exists  on  some  day  I 
of  its  taxable  year,  for  the  purpose  of  de-  I 
termining  whether  such  corporation  meets  I 
the  gross  income  requirements  of  section  I 
331  (a)  (1). 

5  39.334-1  Gross  income  in  general  I 
for  purposes  of  Supplement  P.  For  all  I 
purposes  of  Supplement  P  (sections  331  I 
to  340,  inclusive)  and  of  §§  39.331-1  to  I 
39.339-3,  inclusive,  the  gross  income  of 
a  foreign  corporation  shall  be  computed  I 
as  if  the  corporation  were  a  domestic  I 
corporation  and  without  regard  to  the  I 
provisions  of  Supplement  I  (sections  231  I 
to  238,  inclusive)  and  §§  39.231-1  to  I 
39.23G-1,  inclusive,  relating  to  the  taxa-  I 
tion  of  foreign  corporations  generally.  I 
Hence,  for  such  purposes,  the  gross  in-  I 
come  includes  income  from  all  sources,  I 
whether  within  or  without  the  United  I 
States,  which  is  not  excluded  from  gross  I 
income  by  section  22  <b)  and  regulations  I 
thereunder.  The  gross  income  thus  in-  I 
eludes  the  interest  on  bonds  of  the  I 
United  States,  even  though  owned  bene-  I 
ficially  by  a  foreign  corporation  not  I 
engaged  in  trade  or  business  in  the  I 
United  States,  and  even  though  such  in-  I 
terest  otherwise  would  come  within  the  I 
exemption  provided  for  in  section  3  of  I 
the  Fourth  Liberty  Bond  Act  of  July  9,  I 
1918,  as  amended  by  section  4  of  the  I 
Victory  Liberty  Loan  Act  of  March  3,  I 
1919  (31  U.  S.  C.  750). 

§  39.334-2  Additions  to  gross  income  I 
for  purposes  of  Supplement  P.  (a)  If,  I 
for  any  taxable  year —  I 

(1)  A  foreign  corporation  nuets  the  j 
stock  ownership  requirement  specified 
in  §  39.331-3,  regardless  of  whatever 
day  in  its  taxable  year  is  the  last  day 
on  which  the  required  United  States  I 
group  exists,  and 

(2)  Such  foreign  corporation  is  a  I 
shareholder  in  a  foreign  personal  hold-  I 
ing  company  on  any  day  of  a  taxable  I 
year  of  the  second  company  which  ends  I 
with  or  within  the  taxable  year  of  the  I 
first  company  and  such  day  is  the  last  I 
day  in  the  taxable  year  of  the  second  I 
company  on  which  the  United  States  I 
group  exists  with  respect  to  the  second  I 
company, 

then  for  the  purpose  of — 

(3)  Determining  whether  the  first 

company  meets  the  gross  income  re¬ 
quirement  specified  in  §  39.331-2.  so  as 
to  come  within  the  classification  of  a  I 
foreign  personal  holding  company,  and  I  j 

(4)  Determining  the  undistributed  I  a 

Supplement  P  net  income  of  the  first  I  p 
company  which  (in  the  event  the  first  I  P 
company  is  a  foreign  personal  holding  I 
company)  is  to  be  included,  in  whole  or  I 

in  part,  in  the  gross  income  of  its  share-  I 
holders,  whether  United  States  share-  I  c 
holders  or  other  foreign  personal  hold-  I  f 
ing  companies,  I  s 

there  shall  be  included  as  a  dividend  in  I 
the  gross  income  of  the  first  company  I 
for  the  taxable  year  in  which  or  with  ■ 
which  the  taxable  year  cf  the  second  ■ 
company  ends,  the  amount  the  fifSt  I 
company  would  have  received  as  a  dh>  ■ 
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dend,  if  on  the  last  day  referred  to  in 
subparagraph  (2)  of  this  paragraph 
there  had  been  distributed  by  the  second 
company,  and  received  by  the  share¬ 
holders,  an  amount  which  bears  the 
same  ratio  to  the  undistributed  Supple¬ 
ment  P  net  income  of  the  second  com¬ 
pany  for  its  taxable  year  as  the  portion 
of  such  taxable  year  up  to  and  including 
such  last  day  bears  to  the  entire  tax¬ 
able  year.  The  foregoing  rules  apply  to 
any  chain  of  foreign  corporations  re¬ 
gardless  of  the  number  of  corporations 
included  in  the  chain. 

(b)  The  application  of  paragraph  (a) 
of  this  section  may  be  illustrated  by  the 
following  examples: 

Example  ( 1 ).  The  X  Corporation  Is  a 
foreign  corporation  whose  stock  is  owned  by 
A,  a  United  States  citizen.  The  X  Corpora¬ 
tion  owns  the  entire  stock  of  the  Y  Corpora¬ 
tion,  another  foreign  corporation.  The 
taxable  year  of  the  X  Corporation  is  the 
calendar  year  and  the  taxable  year  of  the  Y 
Corporation  is  the  fiscal  year  ending  June  30. 
For  the  fiscal  year  ending  June  30,  1953,  more 
than  the  required  percentage  of  the  Y  Cor¬ 
poration’s  gross  income  consists  of  foreign 
personal  holding  company  income  and  no 
part  of  the  earnings  for  such  year  is  distrib¬ 
uted  as  dividends.  On  the  basis  of  these 
facts  the  Y  Corporation  is  a  foreign  personal 
holding  company  for  the  fiscal  year  ending 
June  30.  1953.  The  X  Corporation  meets 
the  stock  ownership  requirement  and  con¬ 
stitutes  a  foreign  personal  holding  company 
for  1953,  if  it  also  meets  the  gross  income 
requirement.-  For  the  purpose  of  deter¬ 
mining  whether  the  X  Corporation  meets  the 
gress  income  requirement,  the  entire  undis¬ 
tributed  Supplement  P  net  income  of  the 

Y  Corporation  for  the  fiscal  year  ending 
June  30,  1953,  must  be  included  as  a  dividend 
in  the  gross  income  of  the  X  Corporation 
for  1953,  since — 

(1)  The  X  Corporation  was  a  shareholder 
in  the  Y  Corporation  on  a  day  (June  30,  1953) 
in  the  taxable  year  of  the  Y  Corporation 
ending  with  or  within  the  taxable  year  of 
the  X  Corporation,  which  day  was  the  last 
day  in  the  taxable  year  of  the  Y  Corporation 
on  which  the  United  States  group  required 
with  respect  to  the  Y  Corporation  existed. 

(2)  Such  last  day  was  also  the  end  of  the 

Y  Corporation’s  taxable  year  so  that  the 
portion  of  the  taxable  year  of  the  Y  Cor¬ 
poration  up  to  and  including  such  last  day 
is  equal  to  100  percent  of  the  taxable  year 
of  the  Y  Corporation,  and,  therefore,  the 
portion  of  the  undistributed  Supplement  P 
het  income  of  the  Y  Corporation  includible 
in  the  gross  income  of  its  shareholders  is 
likewise  equal  to  100  percent,  and 

(3)  The  X  Corporation  being  the  sole 
shareholder  of  the  Y  Corporation  must  in¬ 
clude  such  portion  in  its  gross  income  for 
1953,  the  taxable  year  in  which  or  with 
which  the  taxable  year  of  the  Y  Corporation 
ends. 

H.  after  the  inclusion  of  the  presumptive 
dividend  in  its  gross  income,  the  X  Cor¬ 
poration  is  a  foreign  personal  holding  com¬ 
pany  for  1953,  then  the  undistributed 
Supplement  P  net  Income  of  the  Y  Corpora- 
lion  must  also  be  included  as  a  dividend  in 
'he  gross  income  of  the  X  Corporation  in 
determining  its  undistributed  Supplement  P 
uet  income  which  is  to  be  included  in  the 
8voss  income  of  A.  the  sole  shareholder  in  the 
^  Corporation.  On  the  other  hand,  if,  after 
including  such  presumptive  dividend,  the  X 
Corporation  does  not  constitute  a  foreign 
Personal  holding  company,  the  undistributed 
Supplement  P  net  income  of  the  Y  Corpora- 
tlon  ls  not  includible  in  the  gross  income 
°1  the  X  Corporation. 


Example  (2).  The  X  Corporation  referred 
to  in  Example  (1)  sold  the  stock  in  the  Y 
Corporation  to  other  interests  on  September 
30,  1953,  so  that  after  that  date  no  United 
States  group  existed  with  respect  to  the  Y 
Corporation.  For  the  fiscal  year  ending 
June  30,  1954,  more  than  the  required  per¬ 
centage  of  the  gross  income  of  the  Y  Cor¬ 
poration  consists  of  foreign  personal  holding 
company  income.  The  net  income  of  the 

Y  Corporation  for  such  fiscal  year  amounts 
to  $1,000,000,  of  which  $900,000  is  distributed 
in  dividends  after  September  30,  1953.  The 
undistributed  Supplement  P  net  income  of 
the  Y  Corporation  for  such  fiscal  year 
amounts  to  $100,000.  Upon  the  basis  of  these 
facts  the  Y  Corporation  is  a  foreign  personal 
holding  company  for  the  fiscal  year  ending 
June  30,  1954,  since  at  one  time  in  such 
fiscal  year,  or  from  July  1  to  and  including 
September  30,  1953,  it  meets  the  stock  own¬ 
ership  requirement,  and  the  gross  income 
requirement  is  also  satisfied.  In  determin¬ 
ing  whether  the  X  Corporation  constitutes 
a  foreign  personal  holding  company  for  1954, 
a  portion  of  the  undistributed  Supplement 
P  net  income  of  the  Y  Corporation  for  the 
fiscal  year  ending  June  30,  1954  (fij  of 
$100,000,  or  $25,000),  must  be  included  as 
a  dividend  in  the  gross  income  of  the  X 
Corporation,  since — 

(1)  The  X  Corporation  was  a  shareholder 
in  the  Y  Corporation  on  September  30,  1953, 
or  on  a  day  in  the  taxable  year  of  the  Y 
Corporation  ending  with  or  within  the  tax¬ 
able  year  of  the  X  Corporation  which  day 
was  the  last  day  in  the  Y  Corporation’s 
taxable  year  on  which  the  United  States 
group  required  with  respect  to  the  Y  Cor¬ 
poration  existed, 

(2)  The  portion  of  the  taxable  year  of  the 

Y  Corporation  up  to  and  including  such 
day  is  three-twelfths  of  the  entire  taxable 
year  of  the  Y  Corporation  and.  therefore,  the 
portion  of  the  undistributed  Supplement  P 
net  income  of  the  Y  Corporation  includible 
in  the  gross  income  of  its  shareholders  also 
is  equal  to  three-twelfths,  and 

(3)  The  X  Corporation,  being  the  sole 
shareholder  of  the  Y  Corporation  at  the 
time  the  United  States  group  with  respect 
to  the  Y  Corporation  last  existed,  must 
include  all  of  such  portion  in  its  gross 
income  for  1954,  the  taxable  year  of  the  X 
Corporation  in  which  or  with  which  the 
taxable  year  of  the  Y  Corporation  ends. 

It  is  to  be  observed  that  three-twelfths  of 
the  undistributed  Supplement  P  net  income 
of  the  Y  Corporation  for  the  entire  taxable 
year  and  not  the  earnings  realized  by  the  Y 
Corporation  up  to  and  including  September 
30,  1953,  the  last  day  on  which  the  United 
States  group  with  respect  to  the  Y  Corpora¬ 
tion  existed,  must  be  included  in  the  gross 
income  of  the  X  Corporation. 

Example  (3).  The  X  Corporation  referred 
to  in  Example  (1)  sold  the  stock  in  the  Y 
Corporation  to  other  interests  on  September 
30,  1953,  so  that  after  that  date  a  different 
United  States  group  existed  with  respect  to 
the  Y  Corporation  Assuming  that  the  Y  Cor¬ 
poration  is  a  foreign  personal  holding  com¬ 
pany  for  the  fiscal  year  ending  June  30,  1954, 
no  part  of  the  undistributed  Supplement  P 
net  income  of  the  Y  Corporation  for  such 
fiscal  year  would,  in  this  instance,  be  includ¬ 
ible  in  the  gross  income  of  the  X  Corporation 
for  the  year  1954,  in  "determining  whether 
the  X  Corporation  is  a  foreign  personal  hold¬ 
ing  company  for  that  year.  In  such  case,  the 
undistributed  Supplement  P  net  income  of 
the  Y  Corporation  is  includible  in  the  gross 
income  of  the  other  foreign  personal  holding 
companies,  if  any,  and  of  the  United  States 
shareholders  who  are  shareholders  in  the  Y 
Corporation  the  day  after  September  30,  1953, 
which  was  the  last  day  in  the  taxable  year 
of  the  Y  Corporation  on  which  the  United 
States  group  with  respect  to  the  Y  Corpora¬ 


tion  existed.  If,  however,  the  X  Corporation 
sells  90  percent  of  its  stock  in  the  Y  Corpora¬ 
tion  and  thus  is  a  minority  shareholder  in 
the  Y  Corporation  on  the  last  day  of  the 
taxable  year  of  the  Y  Corporation  on  which 
the  United  States  group  with  respect  to  the 
Y  Corporation  exists,  the  portion  of  the  un¬ 
distributed  Supplement  P  net  income  allo¬ 
cable  to  the  minority  interest  of  the  X  Cor¬ 
poration  would  be  includible  in  the  gross 
income  of  the  X  Corporation,  even  though 
on  such  last  day  the  United  States  group  is 
not  the  same  with  respect  to  both  corpora¬ 
tions. 

Example  (4).  If  the  Y  Corporation  in  Ex¬ 
ample  (1)  owns  all  of  the  stock  of  the  Z 
Corporation,  another  foreign  corporation, 
there  would  be  a  chain  of  three  foreign 
corporations.  In  such  case,  assuming  that 
the  Z  Corporation  is  a  foreign  personal  hold¬ 
ing  company  for  a  taxable  year  ending  with 
or  within  the  taxable  year  of  the  Y  Corpora¬ 
tion,  the  undistributed  Supplement  P  net 
income  of  the  Z  Corporation  would  be  in¬ 
cluded  in  the  gross  income  of  the  Y  Cor¬ 
poration  for  the  purpose  of  determining 
whether  the  Y  Corporation  comes  within 
the  classification  of  a  foreign  personal  hold¬ 
ing  company.  If,  after  the  inclusion  of  such 
presumptive  dividend,  the  Y  Corporation 
is  a  foreign  personal  holding  comoany,  the 
undistributed  Supplement  P  net  income  of 
the  Z  Corporation  would  be  included  in  the 
gross  income  of  the  Y  Cornoration  in  deter¬ 
mining  the  undistributed  Supplement  P  net 
income  of  the  Y  Corporation  which  is  in¬ 
cludible  in  the  gross  income  of  its  share¬ 
holder,  the  X  Corporation.  The  same  process 
would  be  repeated  with  respect  to  determin¬ 
ing  whether  the  X  Corporation  is  a  foreign 
personal  holding  company  and  in  determin¬ 
ing  its  undistributed  Supplement  P  net  in¬ 
come.  If  all  three  corporations  are  foreign 
personal  holding  companies,  the  undistrib¬ 
uted  Supplement  P  net  income  of  each 
would,  in  this  manner,  be  reflected  as  a 
dividend  in  the  gross  income  of  A.  the  ulti¬ 
mate  beneficial  shareholder  of  the  chain. 
In  the  event  that  after  the  inclusion  of  the 
undistributed  Supplement  P  net  income  of 
the  Z  Corporation  in  the  gross  Income  of 
the  Y  Corporation,  the  Y  Corporation  is  not 
a  foreign  personal  holding  company,  then 
no  part  of  the  income  of  either  the  Z  Cor¬ 
poration  or  the  Y  Corporation  would  be  in¬ 
cludible  in  the  gross  income  of  the  X 
Corporation.  In  that  event,  whether  the  X 
Corporation  is  a  foreign  personal  holding 
company,  and-its  undistributed  Supplement 
P  net  income,  would  be  determined  inde¬ 
pendently  of  the  income  of  the  Y  Corpora¬ 
tion  and  the  Z  Corporation. 

§  39.335-336  Statutory  provisions; 
foreign  personal  holding  companies; 
undistributed  Supplement  P  net  income; 
Supplement  P  net  income. 

Sec.  335.  Undistributed  Supplement  P  net 
income.  For  the  purposes  of  this  chapter 
the  term  ‘‘undistributed  Supplement  P  net 
income"  means  the  Supplement  P  net  in¬ 
come  (as  defined  in  section  336)  minus  the 
amount  of  the  basic  surtax  credit  provided 
in  section  27  (b)  (computed  without  its 
reduction,  under  section  27  (b)  (1),  by  the 
amount  of  the  credit  provided  in  section  26 
(a) ,  relating  to  interest  on  certain  obligations 
of  the  United  States  and  Government 
corporations) . 

Sec.  336.  Supplement  P  net  income.  For 
the  purposes  of  this  chapter  the  term  "Sup¬ 
plement  P  net  income”  means  the  net  income 
with  the  following  adjustments: 

(a)  Additional  deductions.  There  shall 
be  allowed  as  deductions — 

(1)  Federal  income,  war-profits,  and  excess- 
profits  taxes  paid  or  accrued  during  the 
taxable  year  to  the  extent  not  allowed  as  a 
deduction  under  section  23;  but  not  includ- 
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lng  the  tax  imposed  by  section  102,  section 
500,  or  a  section  of  a  prior  income-tax  law 
corresponding  to  either  of  such  sections. 

(2)  In  lieu  of  the  deduction  allowed  by 
section  23  (q>,  contributions  or  gifts  pay¬ 
ment  of  which  is  made  within  the  taxable 
year  to  or  for  the  use  of  donees  described 
in  section  23  (q)  for  the  purposes  therein 
specified,  to  an  amount  which  does  not 
exceed  15  per  centum  of  the  company's  net 
income,  computed  without  the  benefit  of 
this  paragraph  and  section  23  (q),  and  with¬ 
out  the  deduction  of  the  amount  disallowed 
under  subsection  (b)  of  this  section,  and 
without  the  inclusion  in  gross  income  of  the 
amounts  includible  therein  as  dividends  by 
reason  of  the  application  of  the  provisions 
of  section  334  (b)  (relating  to  the  inclusion 
in  the  gross  income  of  a  foreign  personal 
holding  company  of  its  distributive  share 
of  the  undistributed  Supplement  P  net  in¬ 
come  of  another  foreign  personal  holding 
company  in  which  it  is  a  shareholder).  For 
the  purposes  of  the  preceding  sentence,  pay¬ 
ment  of  any  contribution  or  gift  shall  be 
considered  as  made  within  the  taxable  year 
if  and  only  if  it  is  considered  for  the  pur¬ 
poses  of  section  23  (q)  as  made  within  such 
year. 

(b)  Deductions  not  allorced — (1)  Taxes 
and  pension  trusts.  The  deductions  pro¬ 
vided  in  section  23  (d),  relating  to  taxes  of 
a  shareholder  paid  by  the  corporation,  and 
in  section  23  (p),  relating  to  pension  trusts, 
shall  not  be  allowed. 

(2)  Expenses  and  depreciation.  The  ag¬ 
gregate  of  the  deductions  allowed  under 
section  23  (a),  relating  to  expenses,  and  sec¬ 
tion  23  (1),  relating  to  depreciation,  which 
are  allocable  to  the  operation  and  mainte¬ 
nance  of  property  owned  or  operated  by  the 
company,  shall  be  allowed  only  in  an  amount 
equal  to  the  rent  or  other  compensation 
received  for  the  use  or  right  to  use  the  prop¬ 
erty,  unless  it  is  established  (under  regula¬ 
tions  prescribed  by  the  Commissioner  with 
the  approval  of  the  Secretary)  to  the  satis¬ 
faction  of  the  Commissioner: 

(A)  That  the  rent  or  other  compensation 
received  was  the  highest  obtainable,  or,  if 
none  was  received,  that  none  was  obtainable; 

(B)  That  the  property  was  held  in  the 
course  of  a  business  carried  on  bona  fide  for 
profit;  and 

(C)  Either  that  there  was  reasonable  ex¬ 
pectation  that  the  operation  of  the  property 
would  result  in  a  profit,  or  that  the  property 
was  necessary  to  the  conduct  of  the  business. 

(3)  Net  loss  carry-over  disallowed.  The 
deduction  for  net  operating  losses  provided 
in  section  23  (s)  shall  not  be  allowed. 

( c )  |  Not  applicable  to  taxable  years  be¬ 
ginning  after  December  31,  1951.] 

(d)  Income  not  placed  on  annual  basis. 
The  net  income  shall  be  computed  without 
regard  to  section  47  (c). 

fSec.  336  as  amended  by  secs.  211  (g)  and 
212  (c).  Rev.  Act  1939;  secs.  135  (b)  (2)  and 
150  (h).  Rev.  Act  1942;  sec.  3  (b),  Pub.  Law 
378  (81st  Cong.)  ] 

§  39.336-1  Supplement  P  net  income. 
(a )  The  term  “Supplement  P  net  income” 
means  the  gross  income  as  defined  in 
section  334  less  the  deductions  provided 
in  section  23  (computed  without  regard 
to  the  provisions  of  Supplement  I  (sec¬ 
tions  231  to  238.  inclusive)),  subject  to 
the  qualifications,  limitations,  and  ex¬ 
ceptions  provided  in  section  336.  In  the 
case  of  a  taxable  year  of  less  than  12 
months  on  account  of  a  change  in  the 
accounting  period  of  the  corporation,  the 
net  income  as  so  computed  is  not  placed 
on  an  annual  basis  under  section  47  (c). 
In  addition  to  the  qualifications,  limita¬ 
tions,  and  exceptions  provided  in  sections 
3C6  (a)  and  336  tb)  (D,  a  foreign  per- 
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sonal  holding  company  Is  subject  to  the 
provisions  of  sections  336  (b)  (2)  and 
336  (b)  (3)  in  the  computation  of  its 
Supplement  P  net  income.  Section  336 
(b)  (3)  provides  that  the  net  operating 
loss  deduction  provided  by  section  23  (s) 
shall  not  be  allowed.  Under  section  336 
(b)  (2)  the  aggregate  of  the  deductions 
allowed  under  section  23  (a),  relating  to 
expenses,  and  section  23  (1),  relating  to 
depreciation,  which  are  allocable  to  the 
operation  and  maintenance  of  property 
owned  or  operated  by  the  company  shall 
be  allowed  only  in  an  amount  equal  to 
the  rent  or  other  compensation  received 
for  the  use  of,  or  the  right  to  use,  the 
property,  unless  it  is  established  to  the 
satisfaction  of  the  Commissioner — 

(1)  That  the  rent  or  other  compensa¬ 
tion  received  was  the  highest  obtainable, 
or  if  none  was  received,  that  none  was 
obtainable; 

(2)  That  the  property  was  held  in  the 
course  of  a  business  carried  on  bona  fide 
for  profit;  and 

(3)  Either  that  there  was  reasonable 
expectation  that  the  operation  of  the 
property  would  result  in  a  profit,  or  that 
the  property  was  necessary  to  the  con¬ 
duct  of  the  business. 

(b)  The  burden  of  proof  will  rest  upon 
the  taxpayer  to  sustain  the  deduction 
claimed.  If  a  United  States  shareholder, 
in  computing  his  distributive  share  of 
the  undistributed  Supplement  P  net  in¬ 
come  of  a  foreign  personal  holding  com¬ 
pany  to  be  included  in  gross  income  in 
his  individual  return  (see  section  337  and 
§  39.337-1),  claims  deductions  for  ex¬ 
penses  and  depreciation  allocable  to  the 
operation  and  maintenance  of  property 
owned  or  operated  by  the  company,  in  an 
aggregate  amount  in  excess  of  the  rent 
or  other  compensation  received  for  the 
use  of,  or  the  right  to  use,  the  property, 
he  shall  attach  to  his  income  tax  return 
a  statement  setting  forth  his  claim  for 
allowance  of  the  additional  deductions 
together  with  a  complete  statement  of 
the  facts  and  circumstances  pertinent  to 
his  claim  and  the  arguments  on  which  he 
relies.  Such  statement  shall  set  forth : 

(1)  A  description  of  the  property; 

(2)  The  cost  or  other  basis  to  the 
corporation  and  the  nature  and  value 
of  the  consideration  paid  for  the  prop¬ 
erty; 

(3)  The  name  and  address  of  the  per¬ 
son  from  whom  acquired  and  the  date 
thereof ; 

(4)  The  name  and  address  of  the  per¬ 
son  to  whom  leased  or  rented,  or  the 
person  permitted  to  use  the  property, 
and  the  number  of  shares  of  stock,  if 
any,  held  by  such  person  and  the  mem¬ 
bers  of  his  family; 

(5)  The  nature  and  gross  amount  of 
the  rent  or  other  compensation  received 
for  the  use  of,  or  the  right  to  use,  the 
property  during  the  taxable  year  and 
for  each  of  the  five  preceding  years  and 
the  amount  of  the  expenses  incurred 
with  respect  to,  and  the  depreciation 
sustained  on,  the  property  for  such  years; 

<6>  Evidence  that  the  rent  or  other 
compensation  was  the  highest  obtainable 
or,  if  none  was  received,  a  statement  of 
the  reasons  therefor; 


(7)  A  copy  of  the  contract,  lease,  or 
rental  agreement; 

(8)  The  purpose  for  which  the  prop¬ 
erty  was  used; 

(9)  The  business  carried  on  by  the 
corporation  wuth  respect  to  which  the 
property  w-as  held  and  the  gross  income, 
expenses,  and  net  income  derived  from 
the  conduct  of  such  business  for  the 
taxable  year  and  for  each  of  the  five 
preceding  years; 

(10)  A  statement  of  any  reasons  which 
existed  for  expectation  that  the  operation 
of  the  property  would  be  profitable,  or 
a  statement  of  the  necessity  for  the  use 
of  the  property  in  the  business  of  the 
corporation,  and  the  reasons  why  the 
property  wras  acquired;  and 

(11)  Any  other  information  pertinent 
to  the  taxpayer’s  claim. 

§  39.336-2  Illustration  of  computa¬ 
tion  of  Supplement  P  net  income  and 
undistributed  Supplement  P  net  income. 
The  method  of  computation  of  the 
Supplement  P  net  income  and  undis¬ 
tributed  Supplement  P  net  income  may 
be  illustrated  by  the  following  example: 

Example,  (a)  The  following  facts  exist 
with  respect  to  the  M  Corporation,  a  foreign 
personal  holding  company,  for  the  calendar  \, 
year  1952: 

( 1 )  The  gross  income  of  the  corporation  as  I 
defined  in  section  334  amounts  to  $300,000,  j 
of  which  $85,000  represents  its  distributive 
shore  oi  the  undistributed  Supplement  P 
net  income  of  another  foreign  personal 
holding  company  in  which  it  is  a  share-  \ 
holder,  $200,000  consists  of  dividends, 
$10,000  consists  of  interest,  and  the  remain-  I 
der  ($5,000)  consists  of  rent  received  from  | 
the  principal  shareholder  of  the  corporation 
for  the  use  of  property  owned  by  the  corpo-  \ 
ration. 

(2)  Tire  expenses  of  the  corporation 

amount  to  $85,000,  of  which  $75,000  is  al-  j 
locable  to  the  maintenance  and  operation  of 
the  property  used  by  the  principal  share¬ 
holder  and  $10,000  consists  of  ordinary  and 
necessary  office  expenses  allowable  as  a  de-  ; 

duction.  The  claim  for  deduction  for  the  ! 
expenses  of,  and  depreciation  on,  the  rented  I 
property  in  excess  of  the  rent  received  for 
its  use  is  not  established  as  provided  in  sec¬ 
tion  336  (b)  (2).  The  yearly  depreciation 
on  the  rented  property  amounts  to  $30,000.  j 

(3)  Federal  income  tax  withheld  at  the 
source  on  the  income  ©f  the  corporation  J 
from  sources  within  the  United  States 
amounts  to  $59,125. 

(4)  No  gain  from  the  sale  or  exchange  of 

stock  or  securities  is  realized  during  the  tax-  j 
able  year,  but  losses  in  the  amount  of  $10,000 
are  sustained  from  the  sale  of  stock  or  secu¬ 
rities  which  constitute  capital  assets.  Such  j 
losses  are  not  allowed  as  a  deduction  in  any  j 
amount  under  the  provisions  of  section  117.  ] 

(5)  Contributions  payment  of  which  is  j 
made  to  or  for  the  use  of  donees  described 

in  section  23  (q),  for  the  purposes  therein  j 
specified,  amount  to  $15,000,  of  which  $5,000  ] 

is  deductible  In  computing  net  Income  under  j 
section  21.  j 

(6)  Dividends  paid  by  the  corporation  to 
its  shareholders  during  the  taxable  year 
amount  to  $50,000. 

(b)  The  net  income  for  the  purposes  of  , 

computing  the  Supplement  P  net  income  of  j 

the  corporation  (Including  the  distributive  j 
share  of  the  undistributed  Supplement  P  j 
net  income  of  the  other  foreign  personal 
holding  company)  is  $180,000,  computed  as 
follows  (assuming  for  the  purposes  of  this  , 
example  only  that  the  expenses  of.  and 
depreciation  on,  the  rented  property  are  j 
deductible  under  section  23) :  j 
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Saturday,  September  26,  1953 

INCOME  (SECTION  22) 

Dividends _ $200,  000 

Interest _  10,  000 

Rent -  5,  000 


Gross  income  as  defined  in 
section  22 - 

Add: 

Distributive  share  of  undistrib¬ 
uted  Supplement  P  net  income 
of  the  other  foreign  personal 
holding  company  (considered 
as  a  dividend) _ 


Gross  income  as  defined  in 
section  334 _  300,  000 

DEDUCTIONS  (SECTION  23) 

Expenses  allocable  to  op¬ 
eration  of  the  rented 

property -  $75,  000 

Depreciation  of  the  rented 

property  _  30, 000 

Ordinary  and  necessary  ex¬ 
expenses  (office) _  10,000 

Contributions  (within  the 
5  percent  limitation 
specified  in  sec.  23  (q) )-  5,  000 

-  120, 000 


Net  income  for  purposes  of 
computing  Supplement  P 
net  income _ _ _ _  180,  000 

(c)  The  Supplement  P  net  income  and 
the  undistributed  Supplement  P  net  income 
of  the  corporation  are  $210,875  and  $160,875, 
respectively,  computed  as  follows: 

Net  income  for  purposes  of  comput¬ 
ing  Supplement  P  net  income.  $180,  000 
Add  (EM  see.  336  (b) )  : 

Contributions  deductlb’e 
in  computing  net  in¬ 
come  under  sec.  21 _  $5,  000 

Excess  property  expenses 
and  depreciation  over 
amount  of  rent  re¬ 
ceived  for  use  of 
property  ($105,000 — 

*5.000)  . . .  100.  000 


105, 000 


Deduct  (see  section  336 

(a)) : 

Federal  income  taxes _ $59, 125 

Contributions  (within 
the  15  percent  lim¬ 
itation  specified  in 
sec.  336  (a)  (2) ) .  15,  000 


74, 125 


Net  additions  under  section  336_._  30,875 


Supplement  P  net  Income _  210,875 

Less: 

Basic  surtax  credit  for  dividends 

paid  (see  sec.  335) _  50,000 


Undistributed  Supplement  P 
net  income _  160,  875 


§  39.337  Statutory  provisions;  foreign 
Personal  holding  companies;  income 
taxed  to  United  States  shareholders. 

Sec.  337.  Corporation  income  taxed  to 
United  States  shareholders — (a)  General 
r'de.  The  undistributed  Supplement  P  net 
income  of  a  foreign  personal  holding  com¬ 
pany  shall  be  included  in  the  gross  income 
of  the  citizens  or  residents  of  the  United 
States,  domestic  corporations,  domestic  part¬ 
nerships,  and  estates  or  trusts  (other  than 
states  or  trusts  the  gross  income  of  which 
under  this  chapter  Includes  only  income 
from  sources  within  the  United  States),  who 
are  shareholders  in  such  foreign  personal 
holding  company  (hereinafter  called  "United 
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States  shareholders”)  in  the  manner  and 
to  the  extent  set  forth  in  this  Supplement. 

(b)  Amount  included  in  gross  income. 
Each  United  States  shareholder,  who  was  a 
shareholder  on  the  day  in  the  taxable  year 
of  the  company  which  was  the  last  day  on 
which  a  United  States  group  (as  defined  in 
section  331  (a)  (2))  existed  with  respect  to 
the  company,  shall  include  in  his  gross  in¬ 
come,  as  a  dividend,  for  the  taxable  year 
in  which  or  with  which  the  taxable  year  of 
the  company  ends,  the  amount  he  would 
have  received  as  a  dividend  if  on  such  last 
day  there  had  been  distributed  by  the  com¬ 
pany,  and  received  by  the  shareholders,  an 
amount  which  bears  the  same  ratio  to  the 
undistributed  Supplement  P  net  income  of 
the  company  for  the  taxable  year  as  the 
portion  of  such  taxable  year  up  to  and  in¬ 
cluding  such  last  day  bears  to  the  entire 
taxable  year. 

(c)  Credit  for  obligations  of  United  States 
and  its  instrumentalities.  Each  United 
States  shareholder  shall  be  allowed  a  credit 
against  net  income,  for  the  purpose  of  the 
tax  imposed  by  section  11.  13,  14,  201,  204, 
207,  or  362,  of  his  proportionate  share  of  the 
interest  specified  in  section  25  (a)  (1)  or  (2) 
which  is  included  in  the  gross  income  of  the 
company  otherwise  than  by  the  application 
of  the  provisions  of  section  334  (b)  (relating 
to  the  Inclusion  in  the  gross  income  of  a 
foreign  personal  holding  company  of  its  dis¬ 
tributive  share  of  the  undistributed  Supple¬ 
ment  P  net  income  of  another  foreign 
personal  holding  company  in  which  it  is  a 
shareholder).  If  the  foreign  personal  hold¬ 
ing  company  elects  under  section  125  to  treat 
the  premium  on  bonds,  the  interest  on  which 
is  allowable  as  a  credit  under  section  25  (a) 
(1)  or  (2),  as  amortizable,  for  the  purposes 
of  the  preceding  sentence  each  United  States 
shareholder's  proportionate  share  of  such 
interest  received  by  the  foreign  personal 
holding  company  shall  be  his  proportionate 
share  of  such  interest  (determined  without 
regard  to  this  sentence)  reduced  by  so  much 
of  the  deduction  under  section  23  (v)  as  is 
attributable  to  such  share. 

(d)  Information  in  return.  Every  United 
States  shareholder  who  is  required  under 
subsection  (b)  to  include  in  his  gross  in¬ 
come  any  amount  with  respect  to  the  undis¬ 
tributed  Supplement  P  net  income  of  a  for¬ 
eign  personal  holding  company  and  who, 
on  the  last  day  on  which  a  United  States 
group  existed  with  respect  to  the  company, 
owned  5  per  centum  or  more  in  value  of  the 
outstanding  stock  of  such  company,  shall 
set  forth  in  his  return  in  complete  detail 
the  gross  income,  deductions  and  credits,  net 
income.  Supplement  P  net  Income,  and  un¬ 
distributed  Supplement  P  net  income  of 
such  company. 

(e)  Effect  on  capital  account  of  foreign 
personal  holding  company.  An  amount 
which  bears  the  same  ratio  to  the  undis¬ 
tributed  Supplement  P  net  income  of  the 
foreign  personal  holding  company  for  its 
taxable  year  as  the  portion  of  such  taxable 
year  up  to  and  including  the  last  day  on 
which  a  United  States  group  existed  with 
respect  to  the  .company  bears  to  the  entire 
taxable  year,  shall,  for  the  purpose  of  deter¬ 
mining  the  effect  of  distributions  in  subse¬ 
quent  taxable  years  by  the  corporation,  be 
considered  as  paid-in  surplus  or  as  a  con¬ 
tribution  to  capital  and  the  accumulated 
earnings  and  profits  as  of  the  close  of  the 
taxable  year  shall  be  correspondingly  re¬ 
duced,  if  such  amount  or  any  portion  thereof 
is  required  to  be  included  as  a  dividend,  di¬ 
rectly  or  indirectly,  in  the  gross  income  of 
United  States  shareholders. 

(f )  Basis  of  stock  in  hands  of  shareholders. 
The  amount  required  to  be  included  in  the 
gross  income  of  a  United  States  shareholder 
under  subsection  (b)  shall,  for  the  purpose 
of  adjusting  the  basis  of  his  stock  with  re¬ 
spect  to  which  the  distribution  would  have 
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been  made  (if  it  had  been  made),  to  be 
treated  as  having  been  reinvested  by  the 
shareholder  as  a  contribution  to  the  capital 
of  the  corporation:  but  only  to  the  extent 
to  which  such  amount  is  included  in  his 
gross  income  in  his  return,  increased  or  de¬ 
creased  by  any  adjustment  of  such  amount 
in  the  last  determination  of  the  share¬ 
holder’s  tax  liability,  made  before  the  ex¬ 
piration  of  seven  years  after  the  date  pre¬ 
scribed  by  law  for  filing  the  return. 

(g)  Basis  of  stock  in  case  of  death.  For 
basis  of  stock  or  securities  in  a  foreign  per¬ 
sonal  holding  company  acquired  from  a  de¬ 
cedent,  see  section  113  (a)  (5). 

(h)  Liquidation.  For  amount  of  gain 
taker,  into  account  on  liquidation  of  foreign 
personal  holding  company,  see  section 
115  (c). 

(i)  Period  of  limitation  on  assessment  and 
collection.  For  period  of  limitation  on  as¬ 
sessment  and  collection  without  assessment, 
in  case  of  failure  to  include  in  gross  income 
the  amount  properly  includible  therein  under 
subsection  (b),  see  section  275  (d). 

(Sec.  337  as  amended  by  sec.  126  (g),  Rev. 
Act  1942] 

§  39.337-1  Income  of  foreign  per¬ 
sonal  holding  companies  taxed  to  United 
States  shareholders — (a)  General  rule. 
Supplement  P  (sections  331  to  340,  in¬ 
clusive)  does  not  impose  a  tax  on  foreign 
personal  holding  companies.  The  un¬ 
distributed  Supplement  P  net  income  of 
such  companies,  however,  must  be  in¬ 
cluded  in  the  manner  and  to  the  extent 
set  forth  in  this  section,  in  the  gross 
income  of  their  ‘‘United  States  share¬ 
holders,”  that  is,  the  shareholders  who 
are  individual  citizens  or  residents  of  the 
United  States,  domestic  corporations, 
domestic  partnerships  (see  section 
3797  (a>),  and  estates  or  trusts  other 
than  estates  or  trusts  the  gross  income 
of  which  under  chapter  1  includes  only 
income  from  sources  within  the  United 
States. 

(b)  Amount  includible  in  gross  in¬ 
come.  (1)  Each  United  States  share¬ 
holder,  who  was  a  shareholder  on  the  day 
in  the  taxable  year  of  the  foreign  per¬ 
sonal  holding  company  which  was  the 
last  day  on  which  a  United  States  group 
(see  section  331  (a)  (2)  and  §  39.331—3 ) 
existed  with  respect  to  the  company, 
shall  include  in  his  gross  income,  as  a 
dividend,  for  the  taxable  year  in  which 
or  with  which  the  taxable  year  of  the 
company  ends,  the  amount  he  would 
have  received  as  a  dividend  if  on  such 
last  day  there  had  been  distributed  by 
the  company  and  received  by  the  share¬ 
holders  an  amount  which  bears  the  same 
ratio  to  the  undistributed  Supplement  P 
net  income  of  the  company  for  the  tax¬ 
able  year  as  the  portion  of  such  taxable 
year  up  to  and  including  such  last  day 
bears  to  the  entire  taxable  year. 

(2)  The  undistributed  Supplement  P 
net  income  of  the  foreign  personal  hold¬ 
ing  company  is  includible  only  in  the 
gross  income  of  the  United  States  share¬ 
holders  who  were  shareholders  in  the 
company  on  the  last  day  of  its  taxable 
year  on  which  the  United  States  group 
existed  with  respect  to  the  company. 
Such  United  States  shareholders,  ac¬ 
cordingly,  are  determined  by  the  stock 
holdings  as  of  such  specified  time.  This 
rule  applies  to  every  United  States  share¬ 
holder  who  was  a  shareholder  in  the 
company  at  the  specified  time  regardless 
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of  whether  the  United  States  shareholder 
is  included  within  the  United  States 
group.  For  example,  a  domestic  cor¬ 
poration  which  is  a  United  States  share¬ 
holder  at  the  specified  time  must  return 
its  distributive  share  in  the  undistrib¬ 
uted  Supplement  P  net  income  even 
though  the  domestic  corporation  cannot 
be  included  within  the  United  States 
group  since,  under  section  333  (a)  (1) 
and  §  39.333  (a) -2,  the  stock  it  owns  in 
the  foreign  corporation  is  considered  as 
being  owned  proportionately  by  its 
shareholders  for  the  purpose  of  deter¬ 
mining  whether  the  foreign  corporation 
is  a  foreign  personal  holding  company. 

(3)  The  United  States  shareholders 
must  include  in  their  gross  income  their 
distributive  shares  of  that  proportion  of 
the  undistributed  Supplement  P  net  in¬ 
come  for  the  taxable  year  of  the  com¬ 
pany  which  is  equal  in  ratio  to  that  which 
the  portion  of  the  taxable  year  up  to 
and  including  the  last  day  on  which  the 
United  States  group  with  respect  to  the 
company  existed  bears  to  the  entire  tax¬ 
able  year.  Thus,  if  the  last  day  in  the 
taxable  year  on  which  the  required 
United  States  group  existed  was  also  the 
end  of  the  taxable  year,  the  portion  of 
the  taxable  year  up  to  and  including 
such  last  day  would  be  equal  to  100  per¬ 
cent  and  in  such  case,  the  United  States 
shareholders  would  be  required  to  return 
their  distributive  shares  in  the  entire  un¬ 
distributed  Supplement  P  net  income. 
But  if  the  last  day  on  which  the  required 
United  States  group  existed  was  Sep¬ 
tember  30,  and  the  taxable  year  was  a 
calendar  year,  the  portion  of  the  tax¬ 
able  year  up  to  and  including  such  last 
day  would  be  equal  to  nine-twelfths  and 
in  that  case,  the  United  States  share¬ 
holders  would  be  required  to  return  their 
distributive  shares  in  only  nine-twelfths 
of  the  undistributed  Supplement  P  net 
income. 

*4)  The  amount  which  each  United 
States  shareholder  must  return  is  that 
amount  which  he  would  have  received 
as  a  dividend  if  the  above  specified  por¬ 
tion  of  the  undistributed  Supplement  P 
net  income  had  in  fact  been  distributed 
by  the  foreign  personal  holding  com¬ 
pany  as  a  dividend  on  the  last  day  of  its 
taxable  year  on  which  the  required 
United  States  group  existed.  Such 
amount  is  determined,  therefore,  by  the 
interest  of  the  United  States  shareholder 
in  the  foreign  personal  holding  company, 
that  is,  by  the  number  of  shares  of  stock 
owned  by  the  United  States  shareholder 
and  the  relative  rights  of  his  class  of 
stock,  if  there  are  several  classes  of  stock 
outstanding.  Thus,  if  a  foreign  personal 
holding  company  has  both  common  and 
preferred  stock  outstanding  and  the  pre¬ 
ferred  shareholders  are  entitled  to  a 
specified  dividend  before  any  distribu¬ 
tion  may  be  made  to  the  common  share¬ 
holders.  then  the  assumed  distribution  of 
the  stated  portion  of  the  undistributed 
Supplement  P  net  income  must  first  be 
treated  as  a  payment  of  the  specified 
dividend  on  the  preferred  stock  before 
any  part  may  be  allocated  as  a  dividend 
on  the  common  stock. 

<5)  The  assumed  distribution  of  the 
required  portion  of  the  undistributed 


Supplement  P  net  income  must  be  re¬ 
turned  as  dividend  income  by  the  United 
States  shareholders  for  their  respective 
taxable  years  in  which  or  with  which 
the  taxable  year  of  the  foreign  personal 
holding  company  ends.  For  example,  if 
the  M  Corporation  whose  taxable  year 
is  the  calendar  year  is  a  foreign  personal 
holding  company  for  1952,  and  if  A,  one 
of  its  United  States  shareholders,  makes 
returns  on  a  calendar  year  basis,  while 
B.  another  United  States  shareholder, 
makes  returns  on  the  basis  of  a  fiscal 
year  ending  November  30,  A  must  return 
his  assumed  dividend  as  income  for  the 
taxable  year  1952,  and  B  must  return 
his  distributive  share  as  income  for  the 
fiscal  year  ending  November  30, 1953.  In 
applying  this  rule,  the  date  as  of  which 
the  United  States  group  last  existed  with 
respect  to  the  company  is  immaterial. 
Thus,  in  the  foregoing  example,  if  Sep¬ 
tember  30,  1952,  was  the  last  day  on 
which  the  United  States  group  with  re¬ 
spect  to  the  M  Corporation  existed,  B 
would  still  be  required  to  return  his  as¬ 
sumed  dividend  as  income  for  the  fiscal 
year  ending  November  30,  1953,  even 
though  September  30,  1952,  the  date  as 
of  which  the  distribution  is  assumed  to 
have  been  made,  does  not  fall  within 
such  fiscal  year. 

§  39.337-2  Credit  for  obligations  of 
the  United  States,  (a)  Each  United 
States  shareholder  required  to  return  his 
distributive  share  in  the  undistributed 
Supplement  P  net  income  of  a  foreign 
personal  holding  company  for  any  tax¬ 
able  year  is  allowed,  for  purposes  of  the 
tax  imposed  by  section  11,  13,  201,  204, 
207,  or  362,  a  credit  against  his  net  in¬ 
come  for  his  proportionate  share  of 
whatever  interest  on  obligations  of  the 
United  States  or  its  instrumentalities  (as 
specified  in  section  25  (a)  (1)  and  (2)) 
may  be  included  in  the  gross  income  of 
the  company  for  such  taxable  year,  with 
the  exception  of  any  such  interest  as 
may  be  so  included  by  reason  of  the 
application  of  the  provisions  of  section 
334  (b)  and  §  39.334-2.  For  reduction 
of  credit  for  such  interest  on  account  of 
amortizable  bond  premium,  see  §  39.125 
(0-2. 

(b)  The  rule  set  forth  in  paragraph 
(a)  of  this  section  may  be  illustrated  by 
the  following  example: 

Example.  The  M  Corporation  is  a  foreign 
personal  holding  company  which  owns  all 
the  stock  of  the  N  Corporation,  another  for¬ 
eign  personal  holding  company.  Both  com¬ 
panies  receive  interest  on  obligations  of  the 
United  States  or  its  instrumentalities  as 
specified  in  section  25  (a)  (1)  and  (2).  In 
applying  the  credit  allowable  under  section 
337  (c),  the  United  States  shareholders  of 
the  M  Corporation  would  be  entitled  to  a 
credit  only  for  their  proportionate  shares 
of  the  interest  received  by  that  company 
and  not  for  any  part  of  the  interest  received 
by  the  N  Corporation,  regardless  of  whether 
the  interest  received  by  the  N  Corporation 
is  included  in  the  gross  income  of  the  M 
Corporation,  as  an  actual  dividend  or  as  a 
constructive  dividend  under  section  334  (b). 

§  39.337-3  Information  in  return. 
The  information  required  by  section  337 
(d>  in  the  returns  of  certain  United 
States  shareholders  relates  only  to  the 
taxable  year  of  a  foreign  personal  hold¬ 


ing  company  for  which  is  computed  such 
corporation’s  undistributed  Supplement 
P  net  income,  all  or  part  of  which  must 
be  included  in  gross  income  by  the 
United  States  shareholder  of  whom  the 
information  is  required.  The  informa¬ 
tion  shall  be  submitted  as  a  part  of  the 
income  tax  returns  required  by  the  In¬ 
ternal  Revenue  Code  of  such  persons,  in 
the  form  of  a  statement  attached  to  the 
return. 

§  39.337-4  Effect  on  capital  account 
of  foreign  personal  holding  company  and  1 
basis  of  stock  in  hands  of  shareholders. 
Sections  337  (e)  and  337  (f)  are  designed  I 
to  prevent  double  taxation  with  respect  1 
to  the  undistributed  Supplement  P  net  I 
income  of  foreign  personal  holding  com-  I 
panies.  The  application  of  such  sections  I 
may  be  illustrated  by  the  following  j 
examples:  I 

Example  (I).  The  M  Corporation  Is  a  for-  I 
eign  personal  holding  company.  Seventy-  I 
five  percent  In  value  of  its  capital  stock  is  I 
owned  by  A,  a  citizen  of  the  United  States,  I 
and  the  remainder,  or  25  percent,  of  its  stock  *  I 
is  owned  by  B.  a  nonresident  alien  individual.  I 
For  the  calendar  year  1952  the  M  Corpora-  I 
tion  has  an  undistributed  Supplement  P  net  I 
income  of  $100,000.  A  is  required  to  include  I 
$75,000  of  such  income  in  gross  income  in  1 

his  return  for  the  calendar  year  1952.  The  I 
$100,000  is  treated  as  paid-in  surplus  or  as 
a  contribution  to  the  capital  of  the  M  Cor-  I 
poration  and  its  accumulated  earnings  and  I 
profits  as  of  the  close  of  the  calendar  year  I 
1952  are  correspondingly  reduced.  If  after 
treating  such  $100,000  as  paid-in  surplus  or  j 
as  a  contribution  to  capital,  the  M  Corpora¬ 
tion  has  no  accumulated  earnings  and  profits 
at  the  close  of  1952,  and  if  for  the  calendar 
year  1953,  the  M  Corporation  had  no  earn-  I 
ings  and  profits,  but  distributed  $100,000, 
the  amount  so  distributed  would  be  tax-free 
in  the  hands  of  both  A  and  B.  If,  however, 
after  treating  the  $100,000  a.s  paid-in  surplus 
or  as  a  contribution  to  capital,  the  M  Cor¬ 
poration  had  accumulated  earnings  and 
profits  of  $100,000  at  the  close  of  1952,  the 
facts  otherwise  being  the  same,  the  distribu-  I 
tions  in  1953  would  be  taxable  to  A.  and  j 
the  taxability  of  such  distributions  to  B 
would  depend  upon  the  application  of  section  | 
119  (a)  (2)  (B),  relating  to  the  treatment 
of  dividends  from  a  foreign  corporation  as 
income  from  sources  within  or  without  the 
United  States. 

Example  (2).  in  Example  (1)  assume  the 
basis  of  A's  stock  to  be  $300,000.  If  A  in¬ 
cludes  In  gross  income  in  his  return  for  the 
calendar  year  1952,  $75,000  as  a  constructive 
dividend  from  the  M  Corporation,  the  basis 
of  his  stock  would  be  $375,000.  After  the 
$75,000  is  distributed  by  the  M  Corporation 
tax-free  the  basis  of  A’s  stock,  assuming  no 
other  changes,  would  again  be  $300,000.  If  j 
A  failed  to  include  the  $75,000  in  gross  in-  j 
come  in  his  return  as  required  by  the  Inter¬ 
nal  Revenue  Code  and  his  failure  was  not 
discovered  until  after  the  7-year  period  of  I 
limitations  had  expired,  the  application  of  j 
the  rule  would  not  increase  the  basis  of  As 
stock.  The  subsequent  tax-free  distribution  I 
of  $75,000  would  reduce  his  basis  to  $225,000,  I 
thus  tending  to  compensate  for  his  lailure  I 
to  include  the  amount  of  $75,000  in  his  gross  U 
income.  If  the  undistributed  Supplement  P  ■ 
net  income  of  the  M  Corporation  is  read-  ■ 
justed  within  the  statutory  period  of  limi-  ■ 
tations,  thus  increasing  or  decreasing  the  ■ 
amount  A  would  have  to  include  in  his  gross  ■ 
income,  proper  adjustment  is  required  to  be  ■ 
made  to  the  basis  of  A's  stock  on  account  of  ■ 

such  readjustment.  I 
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§  39.338  Statutory  provisions;  foreign 
personal  holding  companies;  information 
returns  by  officers  and  directors. 

Sec.  338.  Information  returns  by  officers 
and  directors — (a)  Monthly  returns.  On 
the  fifteenth  day  of  each  month  each  Indi¬ 
vidual  who  on  such  day  Is  an  officer  or  a 
director  of  a  foreign  corporation  which,  with 
respect  to  its  taxable  year  preceding  the  tax¬ 
able  year  (whether  beginning  on,  before,  or 
after  January  1,  1939)  in  which  such  month 
occurs,  was  a  foreign  personal  holding  com¬ 
pany.  shall  file  with  the  Commissioner  a  re¬ 
turn  setting  forth  with  respect  to  the  pre¬ 
ceding  calendar  month  the  name  and  ad¬ 
dress  of  each  shareholder,  the  class  and  num¬ 
ber  of  shares  held  by  each,  together  with  any 
changes  in  stockholdings  during  such  period, 
the  name  and  address  of  any  holder  of  securi¬ 
ties  convertible  into  stock  of  such  corpora¬ 
tion,  and  such  other  information  with  re¬ 
spect  to  the  stock  and  securities  of  the  corpo¬ 
ration  as  the  Commissioner  with  the  approval 
of  the  Secretary  shall  by  regulations  pre¬ 
scribe  as  necessary  for  carrying  out  the  pro¬ 
visions  of  this  title.  The  Commissioner,  with 
the  approval  of  the  Secretary,  may  by  regula¬ 
tions  prescribe,  as  the  period  with  respect  to 
which  returns  shall  be  filed,  a  longer  period 
than  a  month.  In  such  case  the  return  shall 
be  due  on  the  fifteenth  day  of  the  succeeding 
period,  and  shall  be  filed  by  the  individuals 
who  on  such  day  are  officers  and  directors  of 
the  corporation. 

(b)  Annual  returns.  On  the  sixtieth  day 
after  the  close  of  the  taxable  year  of  a  foreign 
personal  holding  company  each  individual 
who  on  such  sixtieth  day  is  an  officer  or 
director  of  the  corporation  shall  file  with 
the  Commissioner  a  return  setting  forth — 

(1)  In  complete  detail  the  gross  income, 
deductions  and  credits,  net  income,  Supple¬ 
ment  P  net  income,  and  undistributed  Sup¬ 
plement  P  net  income  of  such  foreign  per¬ 
sonal  holding  company  for  such  taxable  year; 
and 

(2)  The  same  Information  with  respect  to 
such  taxable  year  as  is  required  in  subsec¬ 
tion  (a);  except  that  if  all  the  required  re¬ 
turns  with  respect  to  such  year  have  been 
filed  under  subsection  (a)  no  information 
under  this  paragraph  need  be  set  forth  in  the 
return  filed  under  this  subsection. 

§  39.338-1  Information  returns  by  of¬ 
ficers  and  directors  of  certain  foreign 
corporations — (a)  Requirement  for  filing 
returns — <  1 )  General.  Under  section  338 

(a),  on  the  fifteenth  day  of  each  month 
each  individual  who  on  such  day  is  an 
officer  or  a  director  of  a  foreign  corpora¬ 
tion  which,  with  respect  to  its  taxable 
year  preceding  the  taxable  year  in  which 
such  month  occurs,  was  a  foreign  per¬ 
sonal  holding  company,  is  required  to 
file  a  monthly  information  return  as 
provided  in  section  338  (a)  and  -this 
section, 

(2)  Returns  for  a  period  exceeding 
one  month.  In  the  case  of  a  foreign 
personal  holding  company  which  before 
the  close  of  its  taxable  year  distributed 
to  its  shareholders  90  percent  or  more  of 
its  Supplement  P  net  income  as  defined 
in  section  336,  or  which  has  no  such  net 
income  for  such  taxable  year,  the  fol¬ 
lowing  periods  are  prescribed  with  re¬ 
spect  to  which  information  returns  on 
Form  957  shall  be  filed  during  the  fol¬ 
lowing  year; 

<i)  The  return  for  the  last  month  of 
the  preceding  taxable  year  shall  be  filed 
°n  the  fifteenth  day  of  the  first  month 
following  the  close  of  such  taxable  year. 
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(ii)  Subsequent  returns  shall  be  filed 
for  each  6-month  period  following  the 
close  of  such  taxable  year  and  shall  be 
filed  on  the  fifteenth  day  of  the  first 
month  following  such  period. 

(iii)  If  any  change  in  the  stock  hold¬ 
ings  or  in  the  holdings  of  securities  con¬ 
vertible  into  stock  of  the  corporation 
occurs  during  such  periods  or  if  a  reso¬ 
lution  or  plan  (including  any  amend¬ 
ments  thereof  or  supplements  thereto) 
for  the  dissolution  of  the  corporation  or 
for  the  liquidation  of  the  whole  or  any 
part  of  its  capital  stock  is  adopted  during 
such  periods,  a  monthly  information  re¬ 
turn  must  also  be  filed  on  the  fifteenth 
day  of  the  month  following  each  month 
in  which  the  change  occurs  or  the  reso¬ 
lution  or  plan  is  adopted. 

(iv)  In  any  case  under  this  subpara¬ 
graph,  where  the  date  for  filing  a 
monthly  return  coincides  with  the  date 
for  filing  the  return  for  a  6-month  pe¬ 
riod,  only  the  return  for  the  6 -month 
period  need  be  filed. 

(3)  Returns  jointly  made.  If  two  or 
more  officers  or  directors  of  a  foreign 
corporation  are  required  to  file  informa¬ 
tion  returns  for  any  period  under  sec¬ 
tion  338  (a)  and  this  section,  any  two  or 
more  of  such  officers  or  directors  may,  in 
lieu  of  filing  separate  returns  for  such 
period,  jointly  execute  and  file  one  re¬ 
turn. 

(b)  Form  of  return.  The  return  un¬ 
der  section  338  (a)  and  this  section  shall 
be  made  on  Form  957,  copies  of  which, 
upon  request,  may  be  procured  from  any 
district  director  of  internal  revenue. 
Each  officer  or  director  of  the  corpora¬ 
tion  should  carefully  prepare  his  return 
so  as  to  set  forth  fully  and  clearly  the 
information  called  for  therein  and  by 
the  applicable  regulations.  Returns 
which  have  not  been  so  prepared  will  not 
be  considered  as  meeting  the  require¬ 
ments  of  the  Internal  Revenue  Code. 

(c)  Contents  of  return.  The  return 
shall,  in  accordance  with  the  provisions 
of  this  section  and  the  instructions  on 
the  form,  set  forth  with  respect  to  the 
preceding  period  the  following  informa¬ 
tion: 

(1)  Name  and  address  of  corporation; 

(2)  Kind  of  business  in  which  the  cor¬ 
poration  is  engaged; 

(3)  Date  of  incorporation; 

(4)  The  country  under  the  laws  of 
which  the  corporation  is  incorporated; 

(5)  Number  of  shares  and  par  value 
of  common  stock  of  the  corporation  out¬ 
standing  as  of  the  beginning  and  end  of 
the  period; 

(6)  Number  of  shares  and  par  value  of 
preferred  stock  of  the  corporation  out¬ 
standing  as  of  the  beginning  and  end 
of  the  period,  the  rate  of  dividend  on 
such  stock  and  whether  such  dividend  is 
cumulative  or  noncumulative; 

(7)  A  description  of  the  convertible 
securities  issued  by  the  corporation,  in¬ 
cluding  a  statement  of  the  face  value  of, 
and  rate  of  interest  on,  such  securities; 

(8)  The  name  and  address  of  each 
shareholder,  the  class  and  number  of 
shares  held  by  each,  together  with  any 
changes  in  stock  holdings  during  such 
period; 
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(9)  The  name  and  address  of  each 
holder  of  securities  convertible  into  stock 
of  the  corporation,  the  class,  number, 
and  face  value  of  the  securities  held  by 
each,  together  with  any  changes  in  the 
holdings  of  such  securities  during  the 
period ; 

(10)  A  certified  copy  of  any  resolution 
or  plan,  and  any  amendments  thereof  or 
supplements  thereto,  for  or  in  respect  of 
the  dissolution  of  the  corporation  or  the 
liquidation  of  the  whole  or  any  part  of 
its  capital  stock;  and 

(11)  Such  other  information  as  may 
be  required  by  the  return  form. 

<d)  Separate  return  for  each  corpora¬ 
tion.  If  a  person  is  required  to  file  a 
return  under  section  338  (a)  and  this 
section  with  respect  to  more  than  one 
foreign  corporation,  a  separate  return 
must  be  filed  with  respect  to  each  foreign 
corporation. 

(e)  Verification  of  returns.  Every  re¬ 
turn  required  by  section  338  (a)  and  this 
section  shall  be  verified  by  a  written 
declaration  that  it  is  made  under  the 
penalties  of  perjury. 

(f)  Penalties.  For  criminal  penalties 
for  failure  to  file  the  returns  required  by 
section  338  (a)  and  this  section,  see  sec¬ 
tion  340. 

§  39.338-2  Annual  information  re¬ 
turns  by  officers  and  directors  of  certain 
foreign  corporations — (a)  Requirement 
for  filing  returns — (1)  General.  Under 
section  338  (b),  on  the  sixtieth  day  after 
the  close  of  the  taxable  year  of  a  foreign 
personal  holding  company  each  indi¬ 
vidual  who  on  such  sixtieth  day  is  an 
officer  or  director  of  the  corporation  shall 
file  an  annual  information  return  as 
provided  in  section  338  (b)  and  this 
section. 

(2)  Returns  jointly  made.  If  two  or 
more  officers  or  directors  of  a  foreign 
corporation  are  required  to  file  annual 
information  returns  under  section  338 
(b)  and  this  section  for  any  taxable  year 
of  the  corporation,  any  two  or  more  of 
such  officers  or  directors  may  in  lieu  of 
filing  separate  annual  returns  for  such 
taxable  year,  jointly  execute  and  file  one 
annual  return. 

(b)  Form  of  return.  The  return  un¬ 
der  section  338  (b)  and  this  section 
shall  be  made  on  Form  958,  copies  of 
which,  upon  request,  may  be  procured 
from  any  district  director  of  internal 
revenue.  Each  officer  or  director  of  the 
corporation  should  carefully  prepare  his 
return  so  as  to  set  forth  fully  and  clearly 
the  information  called  for  therein  and 
by  the  applicable  regulations.  Returns 
which  have  not  been  so  prepared  will  net 
be  considered  as  meeting  the  require¬ 
ments  of  the  Internal  Revenue  Cede. 

(c>  Contents  of  return.  The  return 
shall,  in  accordance  with  the  provisions 
of  this  section  and  the  instructions  on 
the  form,  set  forth  with  respect  to  the 
taxable  year  of  the  foreign  personal 
holding  company  the  following  informa¬ 
tion: 

(1)  The  gross  income,  deductions  and 
credits,  net  income,  Supplement  P  net 
income,  and  undistributed  Supplement 
P  net  income  of  the  foreign  personal 
holding  company  for  such  taxable  year, 
in  complete  detail; 
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(2)  The  same  information  with  re¬ 
spect  to  such  taxable  year  which  is  re¬ 
quired  by  section  338  (a)  and  paragraph 

(c)  of  §  39.338-1,  except  that  if  all  the 
required  returns  with  respect  to  such 
year  have  been  filed  under  section  338 

(a)  and  §  39.338-1,  no  information  under 
section  338  (b)  (2)  and  this  paragraph 
need  be  set  forth  in  such  annual  return; 
and 

(3 )  Such  other  information  as  may  be 
required  by  the  return  form. 

(d)  Verification  of  returns.  Every 
return  required  by  section  338  (b)  and 
this  section  shall  be  verified  by  a  written 
declaration  that  it  is  made  under  the 
penalties  of  perjury. 

(e)  Penalties.  For  criminal  penalties 
for  failure  to  file  the  returns  required  by 
section  338  (b)  and  this  section,  see 
section  340. 

§  39  338-3  Time  and  place  of  filing 
returns.  Returns  required  by  section 
338  and  §§  39.338-1  and  39.338-2  shall  be 
filed  with  the  Commissioner  of  Internal 
Revenue,  Washington  25,  D.  C.,  attention 
Audit  Service  Branch,  Audit  Division, 
and  will  be  considered  filed  within  the 
time  or  times  required  by  law  if,  within 
such  time  or  times,"  such  returns  are 
made  and  placed  in  the  mails  in  due 
course,  properly  addressed  and  postage 
paid,  provided  they  are  actually  received 
in  the  office  of  the  Commissioner  of  In¬ 
ternal  Revenue,  Washington,  D.  C.,  even 
though  received  after  such  time  or 
times. 

§  39.339  Statutory  provisions;  foreign 
personal  holding  companies;  information 
returns  by  shareholders. 

Sec.  339.  Information  returns  by  share¬ 
holders — (a)  Monthly  returns.  On  the 
fifteenth  day  of  each  month  each  United 
States  shareholder,  by  or  for  whom  50  per 
centum  or  more  in  value  of  the  outstanding 
stock  of  a  foreign  corporation  is  owned  di¬ 
rectly  or  indirectly  (including  in  the  case 
of  an  Individual,  stock  owned  by  the  mem¬ 
bers  of  his  family  as  defined  in  section  333 
(a)  (2)),  if  such  foreign  corporation  with 
respect  to  its  taxable  year  preceding  the 
taxable  year  (whether  beginning  on,  before, 
or  after  January  1,  1939)  in  which  such 
month  occurs  was  a  foreign  personal  holding 
company,  shall  file  with  the  Commissioner  a 
return  setting  forth  with  respect  to  the  pre¬ 
ceding  calendar  month  the  name  and  ad¬ 
dress  of  each  shareholder,  the  class  and 
number  of  shares  held  by  each,  together 
with  any  changes  in  stockholdings  during 
such  period,  the  name  and  address  of  any 
holder  of  securities  convertible  into  stock  of 
rudh  corporation,  and  such  other  informa¬ 
tion  with  respect  to  the  stock  and  securities 
of  the  corporation  as  the  Commissioner  with 
the  approval  of  the  Secretary  shall  by  regu¬ 
lations  prescribe  as  necessary  for  carrying 
out  the  provisions  of  this  title.  The  Com¬ 
missioner,  with  the  approval  of  the  Secre¬ 
tary,  may  by  regulations  prescribe,  as  the 
period  with  respect  to  which  returns  shall 
be  filed,  a  longer  period  than  a  month.  In 
such  case  the  return  shall  be  due  on  the 
fifteenth  day  of  the  succeeding  period,  and 
shall  be  filed  by  the  persons  who  on  such 
day  are  United  States  shareholders. 

(b)  Annual  returns.  On  the  sixtieth  day 
after  the  close  of  the  taxable  year  of  a  foreign 
personal  holding  company  each  United  States 
shareholder  by  or  for  whom  on  such  sixtieth 
day  50  per  centum  or  more  in  value  of  the 
outstanding  stock  of  such  company  is  owned 
directly  or  indirectly  (including  in  the  case 


of  an  Individual,  stock  owned  by  members 
of  his  family  as  defined  in  section  333  (a) 
(2)),  shall  file  with  the  Commissioner  a 
return  setting  forth  the  same  information 
with  respect  to  such  taxable  year  as  is  re¬ 
quired  in  subsection  (a);  except  that  if  all 
the  required  returns  with  respect  to  such 
year  have  been  filed  under  subsection  (a)  no 
return  shall,  be  required  under  this  sub¬ 
section. 

§  39.339-1  Information  returns  by 
shareholders  of  certain  foreign  corpora¬ 
tions — (a)  Requirement  for  filing  re¬ 
turns — (1)  General.  On  the  fifteenth 
day  of  each  month  each  United  States 
shareholder,  by  or  for  whom  50  percent 
or  more  in  value  of  the  outstanding  stock 
of  a  foreign  corporation  is  owned,  di¬ 
rectly  or  indirectly  (including,  in  the  case 
of  an  individual,  stock  owned  by  members 
of  his  family,  as  defined  in  section  333 

(a)  (2)),  if  such  foreign  corporation 
with  respect  to  its  taxable  year  preceding 
the  taxable  year  in  which  such  month 
occurs  was  a  foreign  personal  holding 
company,  shall  file  an  information  return 
as  provided  in  section  339  (a)  and  this 
section. 

( 2 )  Returns  for  a  period  exceeding  one 
month.  In  the  case  of  a  foreign  per¬ 
sonal  holding  company  which  before  the 
close  of  its  taxable  year  distributed  to 
its  shareholders  90  percent  or  more  of 
its  Supplement  P  net  income,  or  which 
has  no  such  net  income  for  such  taxable 
year,  the  periods  with  respect  to  which 
information  returns  under  section  339 
(a)  shall  be  filed  shall  be  the  same  as 
the  periods  prescribed  in  paragraph  (a) 
(2)  of  |  39.338-1. 

(3)  Duplicate  returns.  If  a  share¬ 
holder  in  a  foreign  corporation  files,  as 
an  officer  or  director  in  such  corporation, 
the  returns  required  by  section  338  (a) 
and  §  39.338-1,  such  returns  shall  be  con¬ 
sidered  as  returns  filed  under  section 
339  (a). 

(b)  Form  of  return.  The  return  un¬ 
der  section  339  (a)  and  this  section  shall 
be  made  on  Form  957,  copies  of  which, 
upon  request,  may  be  procured  from  any 
district  director  of  internal  revenue. 
Each  shareholder  should  carefully  pre¬ 
pare  his  return  so  as  to  set  forth  fully 
and  clearly  the  information  called  for 
therein  and  by  the  applicable  regula¬ 
tions.  Returns  which  have  not  been  so 
prepared  will  not  be  considered  as  meet¬ 
ing  the  requirements  of  the  Internal 
Revenue  Code. 

(c)  Contents  of  return.  The  return 
shall,  in  accordance  with  the  provisions 
of  this  section  and  the  instructions  on 
the  form,  set  forth  with  respect  to  the 
preceding  period  the  same  information 
as  required  to  be  shown  on  that  form  by 
section  338  (a)  and  paragraph  (c)  of 
§  39.338-1. 

(d)  Separate  return  for  each  corpo¬ 
ration.  If  a  person  is  required  to  file  a 
return  under  section  339  (a)  and  this 
section  with  respect  to  more  than  one 
foreign  corporation,  a  separate  return 
must  be  filed  with  respect  to  each  for¬ 
eign  corporation. 

(e)  Verification  of  returns.  Every  re¬ 
turn  required  by  section  339  (a)  and  this 
section  shall  be  verified  by  a  written  dec¬ 
laration  that  it  is  made  under  the  pen¬ 
alties  of  perjury. 


(f)  Penalties.  For  criminal  penalties 
for  failure  to  file  the  returns  required 
by  section  339  (a)  and  this  section,  see 
section  340. 

§  39.339-2  Annual  information  re¬ 
turns  by  shareholders  of  certain  foreign 
corporations — (a)  Requirement  for  fil¬ 
ing  returns — (1)  General.  Under  sec¬ 
tion  339  (b),  on  the  sixtieth  day  after 
the  close  of  the  taxable  year  of  a  foreign 
personal  holding  company,  each  United 
States  shareholder,  by  or  for  whom  on 
such  sixtieth  day  50  percent  or  more  in 
value  of  the  outstanding  stock  of  the 
company  is  owned,  directly  or  indirectly 
(including  in  the  case  of  an  individual, 
stock  owned  by  members  of  his  family  as 
defined  in  section  333  (a)  (2) ) ,  shall  file 
an  information  return  as  provided  in 
section  339  (b)  and  this  section. 

(2)  Duplicate  returns.  If  a  share¬ 
holder  in  a  foreign  corporation  files,  as 
an  officer  or  director  in  such  corporation, 
the  returns  required  by  section  338  <b> 
and  §  39.338-2,  such  returns  shall  be  con¬ 
sidered  as  returns  filed  under  section 
339  (b). 

(b)  Form  of  return.  The  return  under 
section  339  (b)  and  this  section  shall  be 
made  on  Form  957,  copies  of  which,  upon 
request,  may  be  procured  from  any  dis¬ 
trict  director  of  internal  revenue.  Each 
shareholder  should  carefully  prepare  his 
return  so  as  to  set  forth  fully  and  clearly 
the  information  called  for  therein  and 
by  the  applicable  regulations.  Returns 
which  have  not  been  so  prepared  will  not 
be  considered  as  meeting  the  require¬ 
ments  of  the  Internal  Revenue  Code. 

(c)  Contents  of  return.  The  return 
shall,  in  accordance  with  the  provisions 
of  this  section  and  the  instructions  on 
the  form,  set  forth  with  respect  to  the 
taxable  year  of  the  foreign  personal 
holding  company  the  same  information 
which  is  required  under  section  339  (a), 
paragraph  (c)  of  §  39.338-1,  and  para¬ 
graph  (c)  of  §  39.339-1,  except  that  if  all 
the  required  returns  with  respect  to  such 
year  have  been  filed  under  section  339 
(a)  and  §  39.339-1,  no  return  under  sec¬ 
tion  339  (b)  and  this  section  is  required. 

(d)  Separate  return  for  each  corpora¬ 
tion.  If  a  person  is  required  to  file  an 
annual  return  under  section  339  ( b  >  and 
this  section  with  respect  to  more  than 
one  foreign  personal  holding  company, 
a  separate  return  must  be  filed  with  re¬ 
spect  to  each  foreign  personal  holding 
company. 

(e)  Verification  of  returns.  Every  re¬ 
turn  required  by  section  339  <b>  and  this 
section  shall  be  verified  by  a  written 
declaration  that  it  is  made  under  the 
penalties  of  perjury. 

(f)  Penalties.  For  criminal  penalties 
for  failure  to  file  the  returns  required  by 
section  339  (b)  and  this  section,  see 
section  340. 

§  39.339-3  Time  and  place  of  filing  re¬ 
turns.  Returns  required  by  section  339 
and  §§  39.339-1  and  39.339-2  shall  be 
filed  with  the  Commissioner  of  Internal 
Revenue,  Washington  25,  D.  C.,  attention 
Audit  Service  Branch,  Audit  Division 
and  will  be  considered  filed  within  the 
time  or  times  required  by  law  if,  within 
such  time  or  times,  such  returns  are  made 
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and  placed  In  the  mails  in  due  course, 
properly  addressed  and  postage  paid, 
provided  they  are  actually  received  in  the 
office  of  the  Commissioner  of  Internal 
Revenue,  Washington,  D.  C.,  even  though 
received  after  such  time  or  times. 

§  39.340  Statutory  provisions;  foreign 
personal  holding  companies ;  penalties. 

Sec.  340.  Penalties.  Any  person  required 
under  section  338  or  339  to  file  a  return,  or 
to  supply  any  information,  who  willfully 
fails  to  file  such  return,  or  supply  such  infor¬ 
mation,  at  the  time  or  times  required  by  law 
or  regulations,  shall,  in  lieu  of  the  penalties 
provided  in  section  145  (a)  for  such  offense, 
be  guilty  of  a  misdemeanor  and,  upon  con¬ 
viction  thereof,  be  fined  not  more  than  $2,000, 
or  imprisoned  for  not  more  than  one  year, 
or  both. 

SUPPLEMENT  Q - REGULATED  INVESTMENT 

COMPANIES 

5  39.361  Statutory  provisions;  defini¬ 
tion  of  regulated  investment  company. 

Sec.  361.  Definition — (a)  In  general.  For 
the  purposes  of  this  chapter,  the  term  "regu¬ 
lated  investment  company”  means  any  do¬ 
mestic  corporation  (whether  charted  or 
created  as  an  investment  trust,  or  otherwise) , 
other  than  a  personal  holding  company  as 
defined  in  section  501,  which  at  all  times 
during  the  taxable  year  is  registered  under 
the  Investment  Company  Act  of  1940  (54 
Stat.  789,  15  U.  S.  C.,  1940  ed..  secs.  80  a-1  to 
80  b-2),  or  that  act,  as  amended,  either  as 
a  management  company  or  as  a  unit  invest¬ 
ment  trust,  or  which  is  a  common  trust  fund 
or  simUar  fund  excluded  by  section  3(c)  (3) 
of  such  act  from  the  definition  of  "invest¬ 
ment  company”  and  is  not  included  in  the 
definition  of  "common  trust  fund”  by  section 
169. 

(b)  Limitations.  Despite  the  provisions 
of  subsection  (a),  a  corporation  shall  not  be 
considered  a  regulated  investment  company 
for  any  taxable  year  unless — 

(1)  At  least  90  per  centum  of  its  gross 
income  is  derived  from  dividends,  interest, 
and  gains  from  the  sale  or  other  disposition 
of  stock  or  securities;  and 

(2)  Less  than  30  per  centum  of  its  gross 
Income  is  derived  from  the  sale  or  other  dis¬ 
position  of  stock  or  securities  held  for  less 
than  three  months;  and 

(3)  At  the  close  of  each  quarter  of  the 
taxable  year  (A)  at  least  50  per  centum  of 
the  value  of  its  total  assets  is  represented 
by  cash  and  cash  items  (including  receiv¬ 
ables),  Government  securities,  securities  of 
other  regulated  investment  companies,  and 
other  securities  for  the  purposes  of  this  cal¬ 
culation  limited  in  respect  of  any  one  Issuer 
to  an  amount  not  greater  in  value  than  5  per 
centum  of  the  value  of  the  total  assets  of  the 
taxpayer  and,  except  and  to  the  extent  pro¬ 
vided  in  subsection  (c),  to  not  more  than  10 
per  centum  of  the  cutstanding  voting  se¬ 
curities  of  such  issuer,  and  (B)  not  more 
than  25  per  centum  of  the  value  of  its 
total  assets  is  invested  in  the  securities 
(other  than  Government  securities  or  the  se¬ 
curities  of  other  regulated  investment  com¬ 
panies)  of  any  one  issuer,  or  of  two  or  more 
issuers  which  the  taxpayer  controls  and 
which  are  determined,  under  regulations  pre¬ 
scribed  by  the  Commissioner  with  the  ap¬ 
proval  of  the  Secretary,  to  be  engaged  in  the 
same  or  similar  trades  or  businesses  or  re¬ 
lated  trades  or  businesses.  For  the  purposes 
01  clause  ( B) ,  in  ascertaining  the  value  of  the 
taxpayer's  Investment  in  the  securities  of  an 
Issuer,  there  shall  be  included  its  proper  pro¬ 
portion  of  the  investment  of  any  other  cor¬ 
poration,  a  member  of  a  controlled  group,  in 
the  securities  of  such  issuer,  as  determined 
under  regulations  prescribed  by  the  Commis- 
siouer  and  approved  by  the  Secretary.  The 


term  "controls,”  as  used  in  this  paragraph, 
means  the  ownership  in  a  corporation  of  20 
per  centum  or  more  of  the  total  combined 
voting  power  of  all  classes  of  stock  entitled 
to  vote.  The  term  "controlled  group,”  as 
used  in  this  paragraph,  means  one  or  more 
chains  of  corporations  connected  through 
stock  ownership  with  the  taxpayer  if  (i)  20 
per  centum  or  more  of  the  total  combined 
voting  power  of  all  classes  of  stock  entitled 
to  vote  of  each  of  the  corporations  (except 
the  taxpayer)  is  owned  directly  by  one  or 
more  of  the  other  corporations,  and  (li)  the 
taxpayer  owns  directly  20  per  centum  or 
more  of  the  total  combined  voting  power  of 
all  classes  of  stock  entitled  to  vote,  or  at 
least  one  of  the  other  corporations.  The 
term  "value”  as  used  in  this  paragraph 
means,  with  respect  to  securities  (other 
than  those  of  majority-owned  subsidiaries) 
for  which  market  quotations  are  readily 
available,  the  market  value  of  such  securi¬ 
ties;  and  with  respect  to  other  securities 
and  assets,  fair  value  as  determined  in  good 
faith  by  the  board  of  directors,  except  that 
in  the  case  of  securities  of  majority-owned 
subsidiaries  which  are  investment  companies 
such  fair  value  shall  not  exceed  market  value 
or  asset  value,  whichever  is  higher.  All 
other  terms  used  in  the  preceding  provisions 
of  this  paragraph  shall  have  the  same  mean¬ 
ing  as  when  used  in  the  Investment  Com¬ 
pany  Act  of  1940.  or  that  Act  as  amended. 
A  corporation  which  meets  the  foregoing 
requirements  of  this  paragraph  at  the  close 
of  any  quarter  shall  not  lose  its  status  as  a 
reguiated  investment  company  because  of 
a  discrepancy  during  a  subsequent  quarter 
between  the  value  of  its  various  investments 
and  such  requirements  unless  such  discrep¬ 
ancy  exists  immediately  after  the  acquisi¬ 
tion  of  any  security  or  other  property  and 
is  wholly  or  partly  the  result  of  such  acquisi¬ 
tion.  A  corporation  which  does  not  meet 
such  requirements  at  the  close  of  any  quarter 
by  reason  of  a  discrepancy  existing  immedi¬ 
ately  after  the  acquisition  of  any  security  or 
other  property  which  is  wholly  or  partly  the 
result  of  such  acquisition  during  such  quar¬ 
ter  shall  not  lose  its  status  for  such  quarter 
as  a  regulated  investment  company  if  such 
discrepancy  is  eliminated  within  thirty  days 
after  the  close  of  such  quarter  and  in  such 
cases  it  shall  be  considered  to  have  met  such 
requirements  at  the  close  ^of  such  quarter 
for  the  purposes  of  applying  the  preceding 
sentence.  A  corporation  which  meets  such 
requirements  at  the  close  of  its  first  full  quar¬ 
ter  after  the  date  of  the  enactment  of  the 
Revenue  Act  of  1942.  or  eliminates  any  dis¬ 
crepancy  between  the  value  of  its  invest¬ 
ments  and  such  requirements  existing  at  the 
close  of  such  quarter  within  thirty  days 
thereafter,  shall  be  deemed  to  have  met  such 
requirements  at  all  previous  times;  and 

(4)  It  files  with  its  return  for  the  taxable 
year  an  election  to  be  a  regulated  invest¬ 
ment  company  or  has  made  such  election  for 
a  previous  taxable  year  which  began  after 
December  31,  1941. 

(c)  Certain  investment  companies.  If  the 
Securities  and  Exchange  Commission  deter¬ 
mines  in  accordance  with  regulations  issued 
by  it,  and  certifies  to  the  Secretary  not  more 
than  60  days  prior  to  the  close  of  the  taxable 
year  of  a  registered  management  investment 
company,  that  such  investment  company  is 
principally  engaged  in  the  furnishing  of 
capital  to  other  corporations  which  are 
principally  engaged  in  the  development  or 
exploitation  of  inventions,  technological  im¬ 
provements,  new  processes,  or  products  not 
previously  generally  available,  such  Invest¬ 
ment  company  may,  in  the  computation  of 
50  per  centum  of  the  value  of  its  assets  under 
subparagraph  (A)  of  subsection  (b)  (3)  for 
any  quarter  of  such  taxable  year,  include 
the  value  of  any  securities  of  an  issuer,  not¬ 
withstanding  the  fact  that  such  investment 
company  holds  more  than  10  per  centum  of 


the  outstanding  voting  securities  of  such 
issuer,  but  only  if  the  investment  company 
has  not  continuously  held  any  security  of 
such  issuer  (or  of  any  predecessor  company 
of  such  issuer  as  determined  under  regula¬ 
tions  prescribed  by  the  Secretary)  for  10  or 
more  years  preceding  such  quarter  of  such 
taxable  year.  The  provisions  of  this  sub¬ 
section  shall  not  apply  at  the  close  of  any 
quarter  of  a  taxable  year  to  an  investment 
company  if  at  the  close  of  such  quarter  more 
than  25  per  centum  of  the  value  of  its  total 
assets  is  represented  by  securities  of  issuers 
with  respect  to  each  of  which  the  investment 
company  holds  more  than  10  per  centum  of 
the  outstanding  voting  securities  of  such 
issuer  and  in  respect  of  each  of  which  or 
any  predecessor  thereof  the  investment  com¬ 
pany  has  continuously  held  any  security  for 
10  or  more  years  preceding  such  quarter  un¬ 
less  the  value  of  its  total  assets  so  repre¬ 
sented  is  reduced  to  25  per  centum  or  less 
within  30  days  after  the  close  of  such  quar¬ 
ter.  The  terms  used  in  this  subsection  shall 
have  the  same  meaning  as  in  subsection  (b) 
(3)  of  this  section.  For  the  purposes  of  this 
subsection,  unless  the  Securities  and  Ex¬ 
change  Commission  determines  otherwise,  a 
corporation  shall  be  considered  to  be  prin¬ 
cipally  engaged  in  the  development  or  ex¬ 
ploitation  of  inventions,  technological  im¬ 
provements,  new  processes,  or  products  not 
previously  generally  available,  for  at  least  10 
years  after  the  date  of  the  first  acquisition 
of  any  security  in  such  corporation  or  any 
predecessor  thereof  by  such  investment  com¬ 
pany  if  at  the  date  of  such  acquisition  the 
corporation  or  its  predecessor  was  principally 
so  engaged,  and  an  investment  company  shall 
be  considered  at  any  date  to  be  furnishing 
capital  to  any  company  whose  securities  it 
holds  if  within  10  years  prior  to  such  date 
it  has  acquired  any  of  such  securities,  or 
any  securities  surrendered  in  exchange 
therefor,  from  such  qther  company  or  pred¬ 
ecessor  thereof.  For  the  purposes  of  the 
certification  hereunder,  the  Securities  and 
Exchange  Commission  shall  have  authority 
to  issue  such  rules,  regulations  and  orders, 
and  to  conduct  such  investigations  and 
hearings,  either  public  or  private,  as  it  may 
deem  appropriate. 

[Sec.  361  as  amended  by  sec.  170  (a),  Rev. 
Act  1942;  sec.  337,  Rev.  Act  1951 1 

§  39.361-1  Definition  of  a  regulated 
investment  company — (a)  Limitations 
upon  source  of  income.  Section  361  (b> 
(1)  and  (2)  provides  that  at  least  90 
percent  of  the  corporation’s  gross  income 
for  the  taxable  year  must  be  derived 
from  dividends,  interest,  and  gains  from 
the  sale  or  other  disposition  of  stocks  or 
securities,  and  less  than  30  percent  of  the 
corporation’s  gross  income  must  have 
been  derived  from  the  sale  or  other  dis¬ 
position  of  stock  or  securities  held  for 
less  than  three  months.  As  to  the  defini¬ 
tion  of  the  term  "corporation,”  see  sec¬ 
tion  3797  <a)  (3>.  In  determining  the 
percentage  of  the  corporation’s  gross  in¬ 
come  which  has  been  derived  from  such 
sources,  a  loss  from  the  sale  or  other 
disposition  of  stock  or  securities  does  not 
enter  into  the  computation.  A  determi¬ 
nation  of  the  period  for  which  stock  or 
securities  have  been  held  shall  be  gov¬ 
erned  by  the  provisions  of  section  117  (h) 
in  so  far  as  applicable. 

(b)  Limitations  requiring  diversifica¬ 
tion  of  investments — (1)  In  general,  (i) 
Section  361  (b)  (3),  with  respect  to  di¬ 
versification  of  investments,  requires,  in 
clause  (A),  that  at  the  close  of  each 
quarter  of  the  taxable  year  at  least  50 
percent  of  the  value  of  the  total  assets 
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of  the  corporation  be  represented  by  cash 
and  cash  items  (including  receivables). 
Government  securities,  securities  of 
other  regulated  investment  companies, 
and  other  securities.  For  the  purpose  of 
this  calculation,  investments  in  securi¬ 
ties  other  than  Government  securities  or 
securities  of  other  regulated  investment 
companies  shall  be  limited  in  respect  of 
any  one  issuer  to  an  amount  not  greater 
than  5  percent  of  the  value  of  the  total 
assets  of  the  corporation  and,  except 
and  to  the  extent  provided  in  section  361 
(c)  in  the  case  of  certain  venture  capital 
registered  management  investment  com¬ 
panies  qualifying  thereunder,  to  not 
more  than  10  percent  of  the  outstanding 
voting  securities  of  such  issuer.  Assum¬ 
ing  that  at  least  50  percent  of  the  value 
of  the  total  assets  of  the  corporation 
satisfies  these  requirements,  and  that  the 
limiting  provisions  of  clause  <B)  are  not 
violated,  the  corporation  will  satisfy  the 
requirements  of  section  361  (b)  (3),  not¬ 
withstanding  that  the  remaining  assets 
do  not  satisfy  the  diversification  require¬ 
ments  of  clause  (A).  For  example,  a 
corporation  may  own  all  the  stock  of 
another  corporation,  provided  it  other¬ 
wise  meets  the  requirements  of  clauses 
(A)  and  <B>. 

(ii)  Clause  (B>  prohibits  the  invest¬ 
ment  at  the  close  of  each  quarter  of  the 
taxable  year  of  more  than  25  percent 
of  the  value  of  the  total  assets  of  the 
corporation  (including  the  50  percent  or 
more  mentioned  in  clause  (A>)  in  the 
securities  (other  than  Government  se¬ 
curities  or  the  securities  of  other  regu¬ 
lated  investment  companies)  of  any  one 
issuer,  or  of  two  or  more  issuers,  which 
the  corporation  controls  and  which  are 
engaged  in  the  same  or  similar  trades  or 
businesses  or  related  trades  or  businesses, 
including  such  issuers  that  are  merely  a 
part  of  a  unit  contributing  to  the  com¬ 
pletion  and  sale  of  a  product  or  the 
rendering  of  a  particular  service.  Two 
or  more  issuers  are  not  considered  as 
being  in  the  same  or  similar  trades  or 
businesses  merely  because  they  are  en¬ 
gaged  in  the  broad  field  of  manufactur¬ 
ing  or  of  any  other  general  classification 
of  industry,  but  issuers  shall  be  construed 
to  be  engaged  in  the  same  or  similar 
trades  or  businesses  if  they  are  engaged 
in  a  distinct  branch  of  business,  trade,  or 
manufacture  in  which  they  render  the 
same  kind  of  service  or  produce  or  deal 
in  the  same  kind  of  product,  and  such 
service  or  products  fulfill  the  same  eco¬ 
nomic  need.  If  two  or  more  issuers  pro¬ 
duce  more  than  one  product  or  render 
more  than  one  type  of  service,  then  the 
chief  product  or  service  of  each  shall  be 
the  basis  for  determining  whether  they 
are  in  the  same  trade  or  business.  For 
the  purposes  of  this  paragraph,  the  terms 
“controls,”  “controlled  group,”  and 
“value’’  are  defined  in  section  361  (b) 

( 3  > .  All  other  terms  used  in  this  section 
have  the  same  meaning  as  when  used  in 
the  Investment  Company  Act  of  1940  (lb 
U.  S.  C.,  c.  2D>  or  that  act  as  amended. 
In  determining  the  value  of  the  invest¬ 
ment  company's  investment  in  the  se¬ 
curities  of  any  one  issuer,  there  shall  be 
included  its  proper  proportion  of  the  in¬ 
vestment  of  any  other  corporation,  a 


member  of  a  controlled  group,  in  the 
securities  of  such  issuer.  With  respect 
to  the  effect  which  certain  discrepancies 
between  the  value  of  its  various  invest¬ 
ments  and  the  requirements  of  section 
361  (b)  (3>  or  the  elimination  of  such 
discrepancies  will  have  on  the  status  of 
a  company  as  a  regulated  investment 
company  for  the  purposes  of  these  sec¬ 
tions,  see  section  361  (b)  (3).  A  com¬ 
pany  claiming  to  be  a  regulated 
investment  company  shall  keep  sufficient 
records  as  to  investments  so  as  to  be  able 
to  show  that  it  has  complied  with  the 
provisions  of  section  361  (b)  (3)  during 
the  taxable  year.  Such  records  shall  be 
kept  at  all  times  available  for  inspection 
by  any  authorized  officer  or  employee  of 
the  Internal  Revenue  Service  and  shall 
be  retained  as  long  as  the  contents 
thereof  may  become  material  in  the 
administration  of  any  internal  revenue 
law. 

(iii)  The  provisions  of  this  paragraph 
may  be  illustrated  by  the  following 
examples: 

Example  (1).  Investment  Company  W  at 
the  close  of  its  first  quarter  of  the  taxable 
year  has  its  assets  invested  as  follows:  5 
percent  in  cash,  10  percent  in  Government 
securities,  20  percent  in  the  securities  of 
regulated  investment  companies  as  defined 
in  section  361,  10  percent  in  the  securities 
of  Corporation  A.  15  percent  in  Corporation 
B,  20  percent  in  Corporation  C,  and  the 
balance,  20  percent,  in  the  securities  of 
various  corporations,  not  exceeding  5  per¬ 
cent  of  its  assets  in  any  one  company.  In¬ 
vestment  Company  W  owns  15  percent  of 
the  voting  stock  of  Corporation  C  and  less 
than  10  percent  of  the  voting  stock  of  the 
other  corporations,  except  that  it  owns  all 
of  the  voting  stock  of  Corporations  A  and  B. 
None  of  the  corporations  is  a  member  of  a 
controlled  group.  Investment  Company  W 
meets  the  requirements  at  the  end  of  its 
first  quarter  under  section  361  (b)  (3). 

It  complies  with  clause  (A)  since  it  has  55 
percent  of  its  assets  invested  as  provided 
in  clause  (A).  It  complies  with  clause  (B) 
since  it  does  not  have  more  than  25  percent 
of  its  assets  invested  in  the  securities  of 
any  one  issuer,  or  of  two  or  more  issuers 
which  it  controls. 

Example  (2).  Investment  Company  V  at 
the  close  of  a  particular  quarter  of  the  tax¬ 
able  year  has  its  assets  invested  as  follows: 
10  percent  in  cash.  35  percent  in  Government 
securities,  7  percent  in  the  securities  of  Cor¬ 
poration  A.  12  percent  in  Corporation  B,  15 
percent  in  Corporation  C,  and  21  percent  in 
Corporation  D.  Investment  Company  V  fails 
to  meet  the  requirements  of  clause  (A)  of 
section  361  (b)  (3)  since  its  assets  invested 
in  Corporations  A,  B.  C,  and  D  exceed  in 
each  case  5  percent  of  the  value  of  the  total 
assets  of  the  company  at  the  close  of  the 
particular  quarter. 

Example  (3>.  Investment  Company  X  at 
the  close  of  the  particular  quarter  of  the 
taxable  year  has  its  assets  invested  as  fol¬ 
lows:  20  percent  in  cash  and  Government 
securities,  5  percent  in  Corporation  A.  10 
percent  in  Corporation  B,  25  percent  in  Cor¬ 
poration  C,  and  the  other  40  percent  in  the 
securities  of  miscellaneous  corporations,  not 
exceeding  5  percent  in  any  one  issuer.  In¬ 
vestment  Company  X  owns  less  than  10 
percent  of  the  voting  power  of  all  of  the  cor¬ 
porations,  except  it  owns  more  than  20  per¬ 
cent  of  the  voting  power  of  Corporations 
B  and  C.  Corporation  B  manufactures 
radios  and  Corporation  C  acts  as  its  distrib¬ 
utor  and  also  distributes  radios  for  other 
companies.  Investment  Company  X  fails  to 
meet  the  requirements  of  section  361  (b)  (3) 


since  it  has  35  percent  of  its  assets  invested 
in  the  securities  of  two  issuers  which  it  con¬ 
trols  and  which  are  engaged  in  related  trades 
or  businesses. 

Example  (4).  Investment  Company  Y  at 
the  close  of  the  particular  quarter  has  15 
percent  of  its  assets  invested  in  cash  and 
Government  securities,  30  percent  in  Cor¬ 
poration  K.  a  regulated  investment  company, 
10  percent  in  Corporation  A,  20  percent  in 
Corporation  B.  and  the  remaining  25  percent 
in  various  corporations  in  none  of  which  is 
more  than  5  percent  of  its  assets  invested. 
Corporation  K  has  20  percent  of  its  assets 
invested  in  Corporation  I,  and  Corporation 
L  has  40  percent  of  its  assets  invested  in 
Corporation  B.  Corporation  A  also  has  30 
percent  of  its  assets  invested  in  Corporation 
B.  and  owns  more  than  20  percent  of  the 
voting  power  in  Corporation  B.  Investment 
Company  Y  owns  more  than  20  percent  of 
the  voting  power  of  Corporations  A  and  K. 
Corporation  K  owns  more  than  20  percent 
of  the  voting  power  of  Corporation  L,  and 
Corporation  L  owns  more  than  20  percent 
of  the  voting  power  of  Corporation  B.  In¬ 
vestment  Company  Y  is  disqualified  under 
clause  (B)  since  more  than  25  percent  of  its 
assets  is  considered  invested  in  Corporation 
B  as  shown  by  the  following  calculation: 

Percent 


Percentage  of  assets  invested  directly 

in  Corporation  B _  20.0 

Percentage  invested  through  the  con¬ 
trolled  group,  Y-K-L-B  (40  percent 

of  20  percent  of  30  percent) _  2.4 

Percentage  invested  in  the  controlled 
group,  Y-A-B  (30  percent  of  10  per¬ 
cent) _  3.0 


Total  percentage  of  assets  of  Invest¬ 
ment  Company  Y  invested  in  Cor¬ 
poration  B _  25.4 


Example  (5).  Investment  Company  Z, 
which  keeps  its  books  and  makes  its  returns 
on  the  basis  of  the  calendar  year,  at  the  close 
of  the  first  quarter  of  1952  meets  the  require¬ 
ments  of  section  361  (b)  (3)  and  has  20 
percent  of  its  assets  invested  in  Corporation 
A.  Later  during  the  taxable  year  it  makes 
distributions  to  its  shareholders  and  because 
of  such  distributions  it  finds  at  the  close  of 
the  taxable  year  that  it  has  more  than  25 
percent  of  its  remaining  assets  invested  in 
Corporation  A.  Investment  Company  Z  does 
not  lose  its  status  as  a  regulated  investment 
company  for  the  taxable  year  1952  because 
of  such  distributions. 

(2)  Venture  capital  registered  man¬ 
agement  investment  companies.  (i> 
Section  361  (c)  provides  that  under  cer¬ 
tain  conditions  set  forth  below  a  regis¬ 
tered  management  investment  company 
which  has  been  certified  by  the  Securi¬ 
ties  and  Exchange  Commission  for  the 
taxable  year  may,  in  the  computation  of 
50  percent  of  the  value  of  its  assets  under 
clause  (A)  of  section  361  (b>  (3)  for  any 
quarter  of  such  taxable  year,  include, 
with  respect  to  securities  other  than 
Government  securities  or  securities  »f 
other  regulated  investment  companies, 
the  value  of  any  securities  of  an  issuer, 
notwithstanding  the  fact  that  such  reg¬ 
istered  management  investment  com¬ 
pany  holds  more  than  10  percent  of  the 
outstanding  voting  securities  of  such 
issuer,  but  only  if  the  investment  com¬ 
pany  has  not  continuously  held  any 
security  of  such  issuer  or  of  any  prede¬ 
cessor  company  of  such  issuer  for  10  or 
more  years  preceding  such  quarter  of 
such  taxable  year.  All  other  provisions 
and  requirements  of  section  361  and  the 
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regulations  thereunder  are  applicable  in 
determining  whether  such  registered 
management  investment  company  quali¬ 
fies  as  a  regulated  investment  company 
within  the  meaning  of  such  section. 

(ii)  The  provisions  of  section  361  (c) 
are  applicable  only  to  a  registered  man¬ 
agement  investment  company  which  the 
Securities  and  Exchange  Commission 
has  determined,  in  accordance  with  reg¬ 
ulations  issued  by  it,  and  has  certified  to 
the  Secretary,  not  more  than  60  days 
before  the  close  of  the  taxable  year  of 
such  investment  company,  to  be  prin¬ 
cipally  engaged  in  the  furnishing  of  cap¬ 
ital  to  other  corporations  which  are  prin¬ 
cipally  engaged  in  the  development  or 
exploitation  of  inventions,  technological 
improvements,  new  processes,  or  prod¬ 
ucts  not  previously  generally  available. 
For  the  purpose  of  the  aforementioned 
determination  and  certification,  unless 
the  Securities  and  Exchange  Commission 
determines  otherwise,  a  corporation  shall 
be  considered  to  be  principally  engaged 
in  the  development  or  exploitation  of  in¬ 
ventions,  technological  improvements, 
new  processes,  or  products  not  previously 
generally  available,  for  at  least  10  years 
after  the  date  of  the  first  acquisition  of 
any  security  in  such  corporation  or  any 
predecessor  thereof  by  such  investment 
company  if  at  the  date  of  such  acquisi¬ 
tion  the  corporation  or  its  predecessor 
was  principally  so  engaged,  and  an  in¬ 
vestment  company  shall  be  considered  at 
any  date  to  be  furnishing  capital  to  any 
company  whose  securities  it  holds  if 
within  10  years  before  such  date  it  has 
acquired  any  of  such  securities,  or  any 
securities  surrendered  in  exchange  there¬ 
for,  from  such  other  company  or  its 
predecessor. 

(iii)  Section  361  (c)  does  not  apply 
in  the  quarterly  computation  of  50 
percent  of  the  value  of  the  assets  of  an 
investment  company  under  clause  (A) 
of  section  361  (b)  <3>  for  any  taxable 
year  if  at  the  close  of  any  quarter  of  such 
taxable  year  more  than  25  percent  of  the 
value  of  its  total  assets  (including  the 
50  percent  or  more  mentioned  in  such 
clause  <A))  is  represented  by  securities 
(other  than  Government  securities  or 
the  securities  of  other  regulated  invest¬ 
ment  companies)  of  issuers  as  to  each 
of  which  (a)  such  investment  com¬ 
pany  holds  more  than  10  percent  of 
the  outstanding  voting  securities  of  such 
issuer  and  <b)  such  investment  company 
has  continuously  held  any  security  of 
such  issuer  (or  any  security  of  a  pred¬ 
ecessor  of  such  issuer)  for  10  or  more 
years  preceding  such  quarter,  unless  the 
value  of  its  total  assets  so  represented 
is  reduced  to  25  percent  or  less  within 
30  days  after  the  close  of  such  quarter. 

<iv)  As  used  in  section  361  (c)  and 
this  subparagraph,  the  term  “predeces¬ 
sor  company”  means  any  corporation  the 
basis  of  whose  securities  in  the  hands 
&f  the  investment  company  was,  under 
the  provisions  of  section  113,  the  same  in 
whole  or  in  part  as  the  basis  of  any  of 
the  securities  of  the  issuer  and  any  cor¬ 
poration  with  respect  to  whose  securities 
any  of  the  securities  of  the  issuer  were 
received  directly  or  indirectly  by  the  in¬ 
vestment  company  in  a  transaction  or 


series  of  transactions  involving  nonrec¬ 
ognition  of  gain  or  loss  in  whole  or  in 
part.  The  other  terms  used  in  this  sub- 
paragraph  have  the  same  meaning  as 
when  used  in  section  361  (b>  (3).  See 
subparagraph  (1)  of  this  paragraph. 

(c)  Requirements  as  to  election.  Even 
if  an  investment  company  satisfies  the 
other  requirements  of  section  361  for  the 
taxable  year,  it  will  not  be  considered 
a  regulated  investment  company  for 
such  year  within  the  meaning  of  Supple¬ 
ment  Q  unless  it  elects  to  be  a  regulated 
investment  company  for  such  taxable 
year,  or  has  made  such  an  election  for  a 
previous  taxable  year.  The  election 
shall  be  made  by  the  taxpayer  by  com¬ 
puting  income  as  a  regulated  investment 
company  in  its  return  for  the  first  tax¬ 
able  year  to  which  it  desires  the  election 
to  be  applicable.  No  other  method  of 
making  such  election  is  pennitted.  An 
election  once  made  is  irrevocable  for  the 
current  taxable  year  and  all  succeeding 
taxable  years. 

§  39.362  Statutory  provisions;  tax  on 
regulated  investment  companies. 

Sec.  392.  Tax  on  regulated  investment 
companies — (a)  Earnings  and  profits.  The 
earnings  and  profits  of  a  regulated  invest¬ 
ment  company  for  any  taxable  year  beginning 
after  December  31,  1941  (but  not  its  accumu¬ 
lated  earnings  and  profits)  shall  not  be 
reduced  by  any  amount  which  is  not  allow¬ 
able  as  a  deduction  in  computing  its  net 
income  for  such  taxable  year. 

(b)  Method  of  taxation  of  companies  and 
shareholders.  In  the  case  of  a  regulated  in¬ 
vestment  company  which  distributes  during 
the  taxable  year  to  its  shareholders  as  tax¬ 
able  dividends  other  than  capital  gain  divi¬ 
dends  an  amount  not  less  than  90  per  centum 
of  its  net  income  for  the  taxable  year  com¬ 
puted  without  regard  to  net  long-term  and 
net  short-term  capital  gains,  and  complies 
for  such  year  with  all  rules  and  regulations 
prescribed  by  the  Commissioner,  with  the 
approval  of  the  Secretary,  for  the  purpose 
of  ascertaining  the  actual  ownership  of  its 
outstanding  stock: 

(1)  Its  Supplement  Q  net  Income  shall  be 
its  adjusted  net  income  (computed  by  ex¬ 
cluding  the  excess,  if  any,  of  the  net  long¬ 
term  capital  gain  over  the  net  short-term 
capital  loss,  and  without  the  net  operating 
loss  deduction  provided  in  section  23  (s)) 
minus  the  basic  surtax  credit  (excluding 
capital  gain  dividends)  computed  under  sec¬ 
tion  27  (b)  without  the  application  of  para¬ 
graphs  (2)  and  (3).  For  the  purposes  of 
this  paragraph,  the  net  income  shall  be 
computed  without  regard  to  section  47  (c). 

(2)  Its  Supplement  Q  surtax  net  Income 
shall  be  its  net  income  (computed  by  ex¬ 
cluding  the  excess,  if  any,  of  the  net  long¬ 
term  capital  gain  over  the  net  short-term 
capital  loss,  and  without  the  net  operating 
loss  deduction  provided  in  section  23  (s)) 
minus  the  dividends  (other  than  capital  gain 
dividends)  paid  during  the  taxable  year  in¬ 
creased  by  the  consent  dividends  credit  pro¬ 
vided  by  section  28.  For  the  purposes  of 
this  paragraph  and  paragraph  (5)  the 
amount  of  dividends  paid  shall  be  computed 
in  the  same  manner  as  provided  in  sub¬ 
sections  (d),  (e),  (f),  (g),  (h),  and  (i)  of 
section  27  for  the  purpose  of  the  basic  surtax 
credit  provided  in  section  27.  For  the  pur¬ 
poses  of  this  paragraph  the  net  income  shall 
be  computed  without  regard  to  section  47 
(c). 

(3)  In  the  case  of  taxable  years  beginning 
after  December  31,  1950.  and  before  April  1, 
1951.  and  ending  after  March  31.  1951,  there 
shall  be  levied,  collected,  and  paid  for  each 


taxable  year  upon  its  Supplement  Q  net 
income  a  tax  equal  to  28%  per  centum  of 
the  amount  thereof.  In  the  case  of  taxable 
years  beginning  after  March  31.  1951,  and 
before  April  1,  1954,  there  shall  be  levied, 
collected,  and  paid  for  each  taxable  year 
upon  its  Supplement  Q  net  Income  a  tax 
equal  to  30  per  centum  of  the  amount 
thereof.  In  the  case  of  taxable  years  begin¬ 
ning  after  March  31,  1954,  there  shall  be 
levied,  collected,  and  paid  for  each  taxable 
year  upon  its  Supplement  Q  net  income  a 
tax  equal  to  25  per  centum  of  the  amount 
thereof. 

(4)  In  the  case  of  taxable  yfars  beginning 
after  December  31,  1950,  there  shall  be  levied, 
collected,  and  paid  for  each  taxable  year 
upon  its  Supplement  Q  surtax  net  Income  a 
tax  equal  to  22  per  centum  of  the  amount 
thereof  in  excess  of  $25,000. 

(5)  There  shall  be  levied,  collected,  and 
paid  for  each  taxable  year  a  tax  of  25  per 
centum  of  the  excess,  if  any,  of  the  net  long¬ 
term  capital  gain  over  the  sum  of  the  net 
short-term  capital  loss  and  the  amount  of 
capital  gain  dividends  paid  during  the  year. 

(6)  A  capital  gain  dividend  shall  be 
treated  by  the  shareholders  as  gains  from  the 
sale  or  exchange  of  capital  assets  held  for 
more  than  6  months. 

(7)  A  capital  gain  dividend  means  any 
dividend  or  part  thereof  which  is  designated 
by  the  company  as  a  capital  gain  dividend 
in  a  written  notice  mailed  to  its  shareholders 
at  any  time  prior  to  the  expiration  of  thirty 
days  after  close  of  its  taxable  year.  If  the 
aggregate  amount  so  designated  with  respect 
to  a  taxable  year  of  the  company  is  greater 
than  the  excess  of  the  net  long-term  capital 
gain  over  the  net  short-term  capital  loss  of 
the  taxable  year,  the  portion  of  each  dis¬ 
tribution  which  shall  be  a  capital  gain  divi¬ 
dend  shall  be  only  that  proportion  of  the 
amount  so  designated  which  such  excess  of 
the  net  long-term  capital  gain  over  the  net 
short-term  capital  loss  bears  to  the  aggregate 
amount  so  designated. 

(8)  For  the  purposes  of  this  subsection, 
any  dividend  or  portion  thereof  declared  by 
a  company  after  the  close  of  the  taxable  year 
and  prior  to  the  time  prescribed  by  law  for 
the  filing  of  its  return  for  the  taxable  year 
(Including  the  period  of  any  extension  of 
time  granted  for  filing  such  return)  shall,  to 
the  extent  the  company  so  elects  in  such 
return,  be  treated  as  having  been  paid  dur¬ 
ing  such  taxable  year,  but  only  if  distribution 
of  such  dividend  is  actually  made  to  share¬ 
holders  in  the  12-month  period  following  the 
close  of  such  taxable  year  and  not  later  than 
the  date  of  the  first  regular  dividend  pay¬ 
ment  made  after  such  declaration. 

[Sec.  362  as  amended  by  secs.  209  and  211 
(h),  Rev.  Act  1939;  sec.  3  (d),  Rev.  Act  1940; 
sec.  101  (c).  Second  Rev.  Act  1940;  secs.  103 
(e)  and  104  (b).  Rev.  Act  1941;  sec.  170  (a), 
Rev.  Act  1942;  sec.  121  (c).  Rev.  Act  1945; 
secs.  121  (e)  and  222,  Rev.  Act  1950;  sec.  201 
(c).  Excess  Profits  Tax  Act  1950;  sec.  121  (d). 
Rev.  Act  1951| 

5  39.362-1  Earnings  and  profits  of  a 
regulated  investment  company.  In  the 
determination  of  the  earnings  and  profits 
of  a  regulated  investment  company,  such 
earnings  and  profits  shall  not  be  reduced 
by  any  amount  which  is  not  allowable 
as  a  deduction  in  computing  its  net  in¬ 
come  for  such  taxable  year.  See  section 
362  (a).  Thus,  if  a  corporation  would 
have  had  earnings  and  profits  of  $500,000 
for  the  taxable  year  except  for  the  fact 
that  it  had  a  net  capital  ioss  of  $100,000, 
which  amount  was  not  deductible  in  de¬ 
termining  its  net  income,  its  earnings 
and  profits  for  that  year  if  it  is  a  regu¬ 
lated  investment  company  would  be 
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$500,000.  However,  in  determining  its 
accumulated  earnings  and  profits  as  of 
the  beginning  of  the  following  taxable 
year,  the  earnings  and  profits  for  the 
previous  year  to  be  considered  in  such 
computation  would  amount  to  $400,000 
assuming  that  there  had  been  no  dis¬ 
tribution  from  such  earnings  and  profits. 
For  the  purpose  of  the  earnings-and- 
profits  concept,  it  is  immaterial  whether 
during  the  taxable  year  a  regulated  in¬ 
vestment  company  is  taxable  under 
Supplement  Q. 

§  39.362-2  Method  of  taxation  of  reg¬ 
ulated  investment  companies,  (a)  If  a 
regulated  investment  company  distrib¬ 
utes  during  the  taxable  year  to  its  share¬ 
holders  as  taxable  dividends,  other  than 
capital  gain  dividends,  an  amount  not 
less  than  90  percent  of  its  net  income 
for  the  taxable  year  computed  without 
regard  to  net  long-term  and  net  short¬ 
term  capital  gains  and  complies  for  such 
year  with  the  provisions  of  §  39.362-3 
(relating  to  records  required  to  be  kept 
for  the  purpose  of  ascertaining  the  ac¬ 
tual  ownership  of  its  outstanding  stock), 
it  is  taxable — 

( 1 )  Upon  its  Supplement  Q  net  income 
(as  defined  in  section  362  (b>  (1))  — 

(i)  For  taxable  years  beginning  before 
April  1.  1954,  at  the  rate  of  30  percent 
of  the  amount  thereof; 

(ii)  For  taxable  years  beginning  after 
March  31.  1954.  at  the  rate  of  25  percent 
of  the  amount  thereof. 

( 2  >  Upon  its  Supplement  Q  surtax  net 
income  (as  defined  in  section  362  <b> 

(2)),  at  the  rate  of  22  percent  of  the 
amount  thereof  in  excess  of  $25,000. 

(3>  Upon  the  excess  of  any  net  long¬ 
term  capital  gain  over  the  sum  of  the 
net  short-term  capital  loss  and  the 
amount  of  capital  gain  dividends  (as  de¬ 
fined  in  section  362  (b)  (7) )  paid  during 
the  year,  at  the  rate  of  25  percent  of  such 
excess. 

<  b)  If  a  regulated  investment  company 
does  not  in  a  particular  year  distribute 
to  its  shareholders  as  taxable  dividends, 
other  than  capital  gain  dividends,  at 
least  90  percent  of  its  net  income  com¬ 
puted  without  regard  to  net  long-term 
and  net  short-term  capital  gains,  it  will, 
in  spite  of  being  classified  as  a  regulated 
investment  company,  be  taxed  in  that 
year  as  an  ordinary  corporation  (that 
is.  it  will  be  entitled  to  the  dividends  re¬ 
ceived  credit,  but  will  not  be  entitled  to 
the  basic  surtax  credit). 

(c)  The  term  “taxable  dividends” 
means  dividends  (as  defined  in  section 
115  after  the  application  of  section  362 
(a> )  which  are  taxable  in  the  hands  of 
such  shareholders  as  are  subject  to 
taxation  under  chapter  1. 

(d>  A  taxable  dividend  is  not  distrib¬ 
uted  to  its  shareholders  during  the  tax¬ 
able  year  within  the  meaning  of  section 
362  <b>,  unless  the  dividend  is  received 
by  the  shareholders  during  the  taxable 
year  of  the  company.  See  §  39.27  (b)-2, 
relating  to  when  dividends  are  considered 
paid.  For  certain  distributions  made 
after  the  close  of  the  taxable  year  which 
the  regulated  investment  company  may 
elect  to  treat  as  paid  during  the  taxable 
year  for  purposes  of  section  362  (b>,  see 
§  39.362-6. 
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(e)  Due  to  the  provision  in  section  362 

(a)  with  respect  to  the  concept  of  earn¬ 
ings  and  profits  of  a  regulated  invest¬ 
ment  company,  even  though  such  a  com¬ 
pany  has  no  accumulated  earnings  and 
profits  if  it  makes  distributions  during 
the  taxable  year  of  an  amount  equal  to 
its  net  income  for  that  year,  regardless  of 
the  amount  of  losses  which  are  not  de¬ 
ductible  against  such  net  income,  it  will 
be  allowed  a  basic  surtax  credit  equal  to 
its  net  income,  and  thus  not  be  liable  for 
any  income  tax  for  the  taxable  year  pro¬ 
vided  it  otherwise  satisfies  the  require¬ 
ments  of  Supplement  Q. 

(f)  The  terms  “Supplement  Q  net  in¬ 
come,”  “Supplement  Q  surtax  net  in¬ 
come,”  and  “capital  gain  dividend”  are 
defined  in  section  362  (b)  (1),  (2),  and 
(7),  respectively. 

§  39.362-3  Records  to  be  kept  for  pur¬ 
pose  of  determining  whether  a  corpora¬ 
tion  claiming  to  be  a  regulated  invest¬ 
ment  company  is  a  personal  holding 
compariy.  Every  regulated  investment 
company  shall  maintain  in  the  internal 
revenue  district  in  which  it  is  requiied  to 
file  its  income-tax  xeturn  permanent 
records  showing  the  information  rela- 
tive  to  the  actual  owners  of  its  stock 
contained  in  the  written  statements  re¬ 
quired  by  this  section  to  be  demanded 
from  the  shareholders.  The  actual 
owner  of  stock  includes  the  pei’son  who 
is  required  to  include  in  gxoss  income  in 
his  return  the  dividends  received  on  the 
stock.  Such  records  shall  be  kept  at  all 
times  available  for  inspection,  by  any 
authorized  officer  or  employee  of  the 
Internal  Revenue  Service,  and  shall  be 
retained  as  long  as  the  contents  thereof 
may  become  material  in  the  administra¬ 
tion  of  any  internal  revenue  law.  For 
the  purpose  of  determining  whether  a 
domestic  corporation  claiming  to  be  a 
regulated  investment  company  is  a  per¬ 
sonal  holding  company  as  defined  in  sec¬ 
tion  501,  the  permanent  records  of  the 
company  shall  show  the  maximum 
number  of  shares  of  the  corpoxation  (in¬ 
cluding  the  number  and  face  value  of 
securities  convertible  into  stock  of  the 
corporation)  to  be  considered  as  actually 
or  constructively  owned  by  each  of  the 
actual  owners  of  any  of  its  stock  at  any 
time  during  the  last  half  of  the  corpora¬ 
tion’s  taxable  year,  as  provided  in  sec¬ 
tion  503.  Statements  giving  such  in¬ 
formation  shall  be  demanded  not  later 
than  30  days  after  the  close  of  the  cor¬ 
poration’s  taxable  year  as  follows: 

(a)  In  the  case  of  a  corporation  hav¬ 
ing  2,000  or  more  record  owners  of  its 
stock  on  any  dividend  record  date,  from 
each  record  holder  of  5  peicent  or  more 
of  its  stock;  or 

(b)  In  the  case  of  a  corporation  hav¬ 
ing  less  than  2,000  and  more  than  200 
record  owners  of  its  stock,  on  any  divi¬ 
dend  record  date,  from  each  lecord 
holder  of  1  percent  or  more  of  its  stock; 
or 

(c)  In  the  case  of  a  corporation  having 
200  or  less  recoid  owners  of  its  stock,  on 
any  dividend  record  date,  from  each  rec¬ 
ord  holder  of  one-half  of  1  percent  or 
more  of  its  stock. 


§  39.362-4  Additional  information  re¬ 
quired  in  returns  of  shareholders,  (a) 
Any  person  who  fails  or  refuses  to  com¬ 
ply  with  the  demand  of  a  regulated 
investment  company  for  the  written 
statements  which  §  39.362-3  requires  the 
company  to  demand  from  its  share¬ 
holders  shall  submit  as  a  part  of  his 
income  tax  return  a  statement  showing, 
to  the  best  of  his  knowledge  and  belief— 

(1)  The  number  of  shares  actually 
owned  by  him  at  any  and  all  times  during 
the  period  for  which  the  return  is  filed 
in  any  company  claiming  to  be  a  regu¬ 
lated  investment  company; 

(2)  The  dates  of  acquisition  of  any 
such  stock  during  such  period  and  the 
names  and  addresses  of  persons  from 
whom  it  was  acquired; 

(3)  The  dates  of  disposition  of  any 
such  stock  during  such  period  and  the 
names  and  addresses  of  the  transferees 
thereof ; 

(4)  The  names  and  addresses  of  the 
members  of  his  family  (as  defined  in 
section  503  (a)  (2));  the  names  and 
addresses  of  his  partners,  if  any,  in  any 
partneiship;  and  the  maximum  number 
of  shares,  if  any,  actually  owned  by 
each  in  any  corporation  claiming  to  be 
a  regulated  investment  company,  at  any 
time  duiing  the  last  half  of  the  taxable 
year  of  such  company; 

(5)  The  names  and  addresses  of  any 
corporation,  partnership,  association,  or 
trust  in  which  he  had  a  beneficial  inter¬ 
est  to  the  extent  of  at  least  10  percent 
at  any  time  during  the  period  for  which 
such  return  is  made,  and  the  number  of 
shares  of  any  corporation  claiming  to  be 
a  regulated  investment  company  actually 
owned  by  each; 

(6)  The  maximum  number  of  shares 
(including  the  number  and  face  value 
of  securities  convertible  into  stock  of  the 
coi*poi*ation )  in  any  domestic  corpora¬ 
tion  claiming  to  be  a  regulated  invest¬ 
ment  company  to  be  considered  as  con- 
stxuctively  owned  by  such  individual  at 
any  time  during  the  last  half  of  the  cor- 
poi’ation’s  taxable  year,  as  pi*ovided  in 
section  503  and  §§  39.503  (a)-l  to  39.503 
(a> -7,  inclusive,  and  §  39.503  (b>  — 1 ;  and 

(7)  The  amount  and  date  of  receipt 
of  each  dividend  received  during  such 
period  from  evei-y  coiporation  claiming 
to  be  a  regulated  investment  company. 

(b>  When  making  demand  for  the 
WTitten  statements  required  of  each 
shaxeholder  by  §  39.362-3,  the  company 
shall  inform  each  of  the  shai’eholders 
of  his  duty  to  submit  as  a  part  of  his  in¬ 
come  tax  return  the  statements  which 
aie  required  by  this  section  if  he  fails  or 
refuses  to  comply  with  such  demand. 
A  list  of  the  persons  failing  or  refusing 
to  comply  in  whole  or  in  part  with  a 
company’s  demand  shall  be  maintained 
as  a  part  of  its  record  required  by 
§  39.362-3.  A  company  which  fails  to 
keep  such  records  to  show*  the  actual 
ownership  of  its  outstanding  stock  as 
are  required  by  §  39.362-3,  or  which 
may  be  inquired  from  time  to  time  by 
any  rule  or  regulation  prescribed  by  the 
Commissioner,  with  the  approval  of  the 
Secretary,  for  such  purpose,  shall  not 
be  taxable  as  a  regulated  investment 
company. 
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SUPPLEMENT  R — EXCHANGES  AND  DISTRIBU¬ 
TIONS  IN  OBEDIENCE  TO  ORDERS  OF  SECU¬ 
RITIES  AND  EXCHANGE  COMMISSION 

§  39.371  Statutory  provisions ;  ex¬ 
changes  and  distributions  in  obedience 
to  orders  of  the  Securities  and  Exchange 
Commission;  nonrecognition  of  gain  or 
loss. 

Sec.  371.  Nonrecognition  of  gain  or  loss — 

(a)  Exchanges  of  stock  or  securities  only. 
No  gain  or  loss  shall  be  recognized  to  the 
transferor  if  stock  or  securities  in  a  corpora¬ 
tion  which  is  a  registered  holding  company  or 
a  majority-owned  subsidiary  company  are 
transferred  to  such  corporation  or  to  an  as¬ 
sociate  company  thereof  which  is  a  registered 
holding  company  or  a  majority-owned  sub¬ 
sidiary  company  solely  in  exchange  for  stock 
or  securities  (other  than  stock  or  securities 
which  are  nonexempt  property),  and  the  ex¬ 
change  is  made  by  the  transferee  corporation 
in  obedience  to  an  order  of  the  Securities 
and  Exchange  Commission. 

(b)  Exchanges  and  sales  of  property  hy 
corporations.  No  gain  shall  be  recognized  to 
a  transferor  corporation  which  is  a  registered 
holding  company  or  an  associate  company 
of  a  registered  holding  company,  if  such  cor¬ 
poration,  in  obedience  to  an  order  of  the 
Securities  and  Exchange  Commission  trans¬ 
fers  property  in  exchange  for  property,  and 
such  order  recites  that  such  exchange  by  the 
transferor  corporation  is  necessary  or  appro¬ 
priate  to  the  integration  or  simplification  of 
the  holding  company  system  of  which  the 
transferor  corporation  is  a  member.  If  any 
such  property  so  received  is  nonexempt  prop¬ 
erty,  gain  shall  be  recognized  unless  such 
nonexempt  property  or  an  amount  equal  to 
the  fair  market  value  of  such  property  at  the 
time  of  the  transfer  is,  within  24  months  of 
the  transfer,  under  regulations  prescribed  by 
the  Commissioner  with  the  approval  of  the 
Secretary,  and  in  accordance  with  an  order  of 
the  Securities  and  Exchange  Commission, 
expended  for  property  other  than  nonexempt 
property  or  is  invested  as  a  contribution  to 
the  capital,  or  as  paid-in  surplus,  of  another 
corporation,  and  such  order  recites  that  such 
expenditure  or  investment  by  the  transferor 
corporation  is  necessary  or  appropriate  to  the 
integration  or  simplification  of  the  holding 
company  system  of  which  the  transferor  cor¬ 
poration  is  a  member.  If  the  fair  market 
value  of  such  nonexempt  property  at  the  time 
of  the  transfer  exceeds  the  amount  expended 
and  the  amount  invested,  as  required  in  the 
second  sentence  of  this  paragraph,  the  gain, 
if  any,  to  the  extent  of  such  excess,  shall  be 
recognized.  Any  gain,  to  the  extent  that  it 
cannot  be  applied  in  reduction  of  basis  under 
section  372  (a)  (2)  shall  be  recognized.  For 
the  purposes  of  this  subsection,  a  distribu¬ 
tion  in  cancellation  or  redemption  (except  a 
distribution  having  the  effect  of  a  dividend) 
of  the  whole  or  a  part  of  the  transferor's  own 
stock  (not  acquired  on  the  transfer)  and  a 
payment  in  complete  or  partial  retirement  or 
cancellation  of  securities  representing  in¬ 
debtedness  of  the  transferor  or  a  complete  or 
partial  retirement  or  cancellation  of  such 
securities  which  is  a  part  of  the  consideration 
for  the  transfer,  shall  be  considered  an  ex¬ 
penditure  for  property  other  than  nonexempt 
property,  and  if,  on  the  transfer,  a  liability 
of  the  transferor  is  assumed,  or  property  of 
the  transferor  is  transferred  subject  to  a 
liability,  the  amount  of  such  liability  shall 
be  considered  to  be  an  expenditure  by  the 
transferor  for  property  other  than  nonex¬ 
empt  property.  This  subsection  shall  not 
apply  unless  the  transferor  corporation  con¬ 
sents,  at  such  time  and  in  such  manner  as 
the  Commissioner,  with  the  approval  of  the 
Secretary,  may  by  regulations  prescribe,  to 
the  regulations  prescribed  under  section  372 
(a)  (2)  in  effect  at  the  time  of  filing  its  re- 
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turn  for  the  taxable  year  In  which  the  trans¬ 
fer  occurs. 

(c)  Distribution  of  stock  or  securities 
only.  If  there  is  distributed,  in  obedience 
to  an  order  of  the  Securities  and  Exchange 
Commission,  to  a  shareholder  in  a  corpora¬ 
tion  which  is  a  registered  holding  company 
or  a  majority-owned  subsidiary  company, 
stock  or  securities  (other  than  stock  or 
securities  which  are  nonexempt  property), 
without  the  surrender  by  such  shareholder 
of  stock  or  securities  in  such  corporation,  no 
gain  to  the  distributee  from  the  receipt  of 
the  stock  or  securities  so  distributed  shall 
be  recognized. 

(d)  Transfers  urithin  system  groups.  (1) 
No  gain  or  loss  shall  be  recognized  to  a 
corporation  which  is  a  member  of  a  system 
group  (A)  if  such  corporation  transfers 
property  to  another  corporation  which  is 
a  member  of  the  same  system  group  in 
exchange  for  other  property,  and  the  ex¬ 
change  by  each  corporation  is  made  in 
obedience  to  an  order  of  the  Securities  and 
Exchange  Commission,  or  (B)  if  there  is  dis¬ 
tributed  to  such  corporation  as  a  share¬ 
holder  in  a  corporation  which  is  a  member 
of  the  same  system  group,  property,  without 
the  surrender  by  such  shareholder  of  stock 
or  securities  in  the  corporation  making  the 
distribution,  and  the  distribution  is  made 
and  received  in  obedience  to  an  order  of  the 
Securities  and  Exchange  Commission.  If  an 
exchange  by  or  a  distribution  to  a  corpora¬ 
tion  with  respect  to  which  no  gain  or  loss  Is 
recognized  under  any  of  the  provisions  of 
this  paragraph  may  also  be  considered  to 
be  within  the  provisions  of  subsection  (a), 
(b),  or  (c),  then  the  provisions  of  this  para¬ 
graph  only  shall  apply. 

(2)  If  the  property  received  upon  an  ex¬ 
change  which  is  within  any  of  the  provisions 
of  paragraph  (1)  of  this  subsection  consists 
in  whole  or  in  part  of  stock  or  securities  is¬ 
sued  by  the  corporation  from  which  such 
property  was  received,  and  if  in  obedience  to 
an  order  of  the  Securities  and  Exchange 
Commission  such  stock  or  securities  (other 
than  stock  which  is  not  preferred  as  to  both 
dividends  and  assets)  are  sold  and  the  pro¬ 
ceeds  derived  therefrom  are  applied  in  whole 
or  in  part  in  the  retirement  or  cancellation 
of  stock  or  of  securities  of  the  recipient 
corporation  outstanding  at  the  time  of  such 
exchange,  no  gain  or  loss  shall  be  recognized 
to  the  recipient  corporation  upon  the  sale 
of  the  stock  or  securities  with  respect  to 
which  such  order  was  made;  except  that  if 
any  part  of  the  proceeds  derived  from  the 
sale  of  such  stock  or  securities  is  not  so 
applied,  or  if  the  amount  of  such  proceeds 
is  in  excess  of  the  fair  market  value  of  such 
stock  or  securities  at  the  time  of  such  ex¬ 
change,  the  gain,  if  any,  shall  be  recognized, 
but  in  an  amount  not  in  excess  of  the  pro¬ 
ceeds  which  are  not  so  applied,  or  in  an 
amount  not  more  than  the  amount  by  which 
the  proceeds  derived  from  such  sale  exceed 
such  fair  market  value,  whichever  is  the 
greater. 

(e)  Exchanges  not  solely  in  kind.  (1)  If 
an  exchange  (not  within  any  of  the  provi¬ 
sions  of  subsection  (d)|)]  would  be  within 
the  provisions  of  subsection  (a)  if  it  were  not 
for  the  fact  that  property  received  in  ex¬ 
change  consists  not  only  of  property  per¬ 
mitted  by  such  subsection  to  be  received 
without  the  recognition  of  gain  or  loss,  but 
also  of  other  property  or  money,  then  the 
gain,  if  any,  to  the  recipient  shall  be  rec¬ 
ognized,  but  in  an  amount  not  in  excess  of 
the  sum  of  such  money  and  the  fair  market 
value  of  such  other  property,  and  the  loss, 
if  any,  to  the  recipient  shall  not  be  recog¬ 
nized. 

(2)  If  an  exchange  is  within  the  provisions 
of  paragraph  (1)  of  this  subsection  and  if 
it  includes  a  distribution  which  has  the  ef¬ 
fect  of  the  distribution  of  a  taxable  dividend, 
then  there  shall  be  taxed  as  a  dividend  to 


each  distributee  such  an  amount  of  the  gain 
recognized  under  such  paragraph  (1)  as  is 
not  in  excess  of  his  ratable  share  of  the  un¬ 
distributed  earnings  and  profits  of  the  cor¬ 
poration  accumulated  after  February  28, 
1913.  The  remainder,  if  any,  of  the  gain 
recognized  under  such  paragraph  ( 1 )  shall 
be  taxed  as  a  gain  from  the  exchange  of 
property. 

(f)  Application  of  section.  The  provisions 
of  this  section  shall  not  apply  to  an  exchange, 
expenditure,  Investment,  distribution,  or 
sale  unless  ( 1 )  the  order  of  the  Securities  and 
Exchange  Commission  in  obedience  to  which 
such  exchange,  expenditure,  investment,  dis¬ 
tribution,  or  sale  was  made  recites  that  such 
exchange,  expenditure,  investment,  distribu¬ 
tion.  or  sale  is  necessary  or  appropriate  to 
effectuate  the  provisions  of  section  11  (b)  of 
the  Public  Utility  Holding  Company  Act  of 
1935,  49  Stat.  820  (U.  S.  C..  title  15,  sec.  79k 
(b)),  (2)  such  order  specifies  and  itemizes 
the  stock  and  securities  and  other  property 
which  are  ordered  to  be  acquired,  transferred, 
received,  or  sold  upon  such  exchange,  acquisi¬ 
tion,  expenditure,  distribution,  or  sale,  and, 
in  the  case  of  an  investment,  the  investment 
to  be  made,  and  (3)  such  exchange,  acquisi¬ 
tion,  expenditure,  investment,  distribution  or 
sale  was  made  In  obedience  to  such  order, 
and  was  completed  within  the  time  prescribed 
therefor. 

(g)  Non-application  of  other  provisions. 
If  an  exchange  or  distribution  made  in  obe¬ 
dience  to  an  order  of  the  Securities  and  Ex¬ 
change  Commission  is  within  any  of  the 
provisions  of  this  section  and  may  also  be 
considered  to  be  within  any  of  the  provisions 
of  section  112  (other  than  the  provisions  of 
paragraph  (8)  of  subsection  (b)),  then  the 
provisions  of  this  section  only  shall  apply. 

[Sec.  371  as  amended  by  sec.  171  (a)  (b)  (g), 
Rev.  Act  1942] 

§  39.371-1  Terms  used.  The  follow¬ 
ing  terms,  when  used  in  this  section  and 
§S  39.371-2  to  39.373-1,  inclusive,  shall 
have  the  meanings  assigned  to  them  in 
section  373:  “Order  of  the  Securities  and 
Exchange  Commission”;  “registered 
holding  company’’;  “holding-company 
system”;  “associate  company”;  “ma¬ 
jority-owned  subsidiary  company”;  “sys¬ 
tem  group”;  “nonexempt  property”;  and 
“stock  or  securities.”  Any  other  term 
used  in  this  section  and  §§  39.371-2  to 
39.373-1,  inclusive,  which  is  defined  in 
the  Internal  Revenue  Code,  shall  be 
given  the  respective  definition  contained 
in  the  Code. 

§  39  371-2  Purpose  and  scope  of  ex¬ 
ception.  (a)  The  general  rule  is  that 
the  entire  amount  of  gain  or  loss  from 
the  sale  or  exchange  of  property  is  to  be 
recognized  (see  section  112  (a) )  and  that 
the  entire  amount  received  as  a  dividend 
is  to  be  included  in  gross  income  (see 
sections  22  (a)  and  115).  Exceptions  to 
the  general  rule  are  provided  in  section 
112,  one  of  which  is  that  made  by  section 
112  ( b >  (8)  with  respect  to  exchanges, 
sales,  and  distributions  specifically  de¬ 
scribed  in  section  371.  Section  371  pro¬ 
vides  the  extent  to  which  gain  or  loss  is 
not  to  be  recognized  on  an  exchange  or 
sale,  or  the  receipt  of  a  distribution, 
made  in  obedience  to  an  order  of  the  Se¬ 
curities  and  Exchange  Commission, 
which  is  issued  to  effectuate  the  provi¬ 
sions  of  section  11  (b)  of  the  Public 
Utility  Holding  Company  Act  of  1935  (15 
U.  S.  C.  79k  (b) ) .  Section  115  <«> 
provides  that  a  distribution  in  liqui* 
dation  of  a  corporation  shall  be  treated 
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as  an  exchange,  and  such  a  distribu¬ 
tion  is  to  be  so  treated  under  the 
provisions  of  Supplement  R  (sections 
371  to  373,  inclusive).  The  order  of  the 
Securities  and  Exchange  Commission 
must  be  one  requiring  or  approving  ac¬ 
tion  which  the  Commission  finds  to  be 
necessary  or  appropriate  to  effect  a  sim¬ 
plification  or  geographical  integration  of 
a  particular  public  utility  holding- 
company  system.  For  specific  require¬ 
ments  with  respect  to  an  order  of  the 
Securities  and  Exchange  Commission, 
see  section  371  (f). 

(b)  The  requirements  for  nonrecog¬ 
nition  of  gain  or  loss  as  provided  in  sec¬ 
tion  371  are  precisely  stated  with  respect 
to  the  following  four  general  types  of 
transactions : 

(1)  The  exchange  that  is  provided 
for  in  section  371  (a),  in  which  stock  or 
securities  in  a  registered  holding  com¬ 
pany  or  a  majority-owned  subsidiary 
company  are  exchanged  for  stock  or  se¬ 
curities. 

(2)  The  exchange  that  is  provided  for 
in  section  371  (b>,  in  which  a  registered 
holding  company  or  an  associate  com¬ 
pany  of  a  registered  holding  company 
exchanges  property  for  property. 

(3)  The  distribution  that  is  provided 
for  in  section  371  (c),  in  which  stock 
or  securities  are  distributed  to  a  share¬ 
holder  in  a  corporation  which  is  a  reg¬ 
istered  holding  company  or  a  majority- 
owned  subsidiary  company. 

(4)  The  transfer  that  is  provided  for 
in  section  371  (d),  in  which  a  corpora¬ 
tion  which  is  a  member  of  a  system 
group  transfers  property  to  another 
member  of  the  same  system  group. 

Certain  rules  with  respect  to  the  receipt 
of  nonexempt  property  on  an  exchange 
described  in  section  371  (a)  are  pre¬ 
scribed  in  section  371  (e). 

(c)  These  exceptions  to  the  general 
rule  are  to  be  strictly  construed  as  in  the 
case  of  the  other  exceptions  in  section 
112.  Unless  both  the  purpose  and  the 
specific  requirements  of  Supplement  R 
(sections  371  to  373,  inclusive)  are  clearly 
met,  the  recognition  of  gain  or  loss  upon 
the  exchange,  sale,  or  distribution  will 
not  be  postponed  under  Supplement  R. 
Moreover,  even  though  a  taxable  trans¬ 
action  occurs  in  connection  or  simul¬ 
taneously  with  a  realization  of  gain  or 
loss  to  which  nonrecognition  is  accorded, 
nevertheless,  as  under  the  various  pro¬ 
visions  of  section  112,  nonrecognition 
will  not  be  accorded  to  such  taxable 
transaction.  In  other  words,  the  provi¬ 
sions  of  section  371  do  not  extend  in  any 
case  to  gain  or  loss  ether  than  that 
realized  from  and  directly  attributable  to 
a  disposition  of  property  as  such,  or  the 
receipt  of  a  corporate  distribution  as 
such,  in  an  exchange,  sale,  or  distribu¬ 
tion  specifically  described  in  section  371. 

<d>  The  application  of  the  provisions 
of  Supplement  R  (sections  371  to  373, 
inclusive)  is  intended  to  result  only  in 
Postponing  the  recognition  of  gain  or 
loss  until  a  disposition  of  property  is 
made  which  is  not  covered  by  such  pro¬ 
visions,  and,  in  the  case  of  an  exchange 
or  sale  subject  to  the  provisions  of  sec¬ 
tion  371  (b),  in  the  reduction  of  basis 
°t  certain  property.  The  provisions  of 
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section  372  with  respect  to  the  continu¬ 
ation  of  basis  and  the  reduction  in  basis 
are  designed  to  effect  these  results.  Al¬ 
though  the  time  of  recognition  may  be 
shifted,  there  must  be  a  true  reflection 
of  income  in  all  cases,  and  it  is  intended 
that  the  provisions  of  Supplement  R 
shall  not  be  construed  or  applied  in  such 
a  way  as  to  defeat  this  purpose. 

§  39.371-3  Exchanges  of  stock  or  se¬ 
curities  solely  for  stock  or  securities. 
The  exchange,  without  the  recognition 
of  gain  or  loss,  that  is  provided  for  in 
section  371  (a)  must  be  one  in  which 
stock  or  securities  in  a  corporation  which 
is  a  registered  holding  company  or  a 
majority-owned  subsidiary  company  are 
exchanged  solely  for  stock  or  securities 
other  than  stock  or  securities  which  con¬ 
stitute  nonexempt  property.  An  ex¬ 
change  is  not  within  the  provisions  of 
section  371  (a),  unless  the  stock  or 
securities  transferred  and  those  received 
are  stock  or  securities  as  defined  by  sec¬ 
tion  373  (f).  The  stock  or  securities 
which  may  be  received  without  the  rec¬ 
ognition  of  gain  or  loss  are  not  limited 
to  stock  or  securities  in  the  corporation 
from  which  they  are  received.  An  ex¬ 
change  within  the  provisions  of  section 
371  (a)  may  be  a  transaction  between 
the  holder  of  stock  or  securities  and  the 
corporation  which  issued  the  stock  or 
securities.  Also  the  exchange  may  be 
made  by  a  holder  of  stock  or  securities 
with  an  associate  company  (i.  e.,  a  cor¬ 
poration  in  the  same  holding-company 
system  with  the  issuing  corporation) 
which  is  a  registered  holding  company 
or  a  majority-owned  subsidiary  com¬ 
pany.  In  either  case,  the  nonrecogni¬ 
tion  provisions  of  section  371  (a)  apply 
only  to  the  holder  of  the  stock  or  se¬ 
curities.  However,  the  transferee  cor¬ 
poration  must  be  acting  in  obedience  to 
an  order  of  the  Securities  and  Exchange 
Commission  directed  to  such  corpora¬ 
tion,  if  no  gain  or  loss  is  to  be  recognized 
to  the  holder  of  the  stock  or  securities 
who  makes  the  exchange  with  such  cor¬ 
poration.  See  also  section  371  (b),  in 
case  the  holder  of  the  stock  or  securities 
is  a  registered  holding  company  or  an 
associate  company  of  a  registered  hold¬ 
ing  company.  An  exchange  is  not  with¬ 
in  the  provisions  of  section  371  (a)  if  it 
is  within  the  provisions  of  section  371 

(d) ,  relating  to  transfers  within  a  system 
group.  For  further  limitations,  see 
section  371  (f). 

§  39.371-4  Exchanges  of  property  for 
property  by  corporations — (a)  Applica¬ 
tion  of  section  371  (b).  Section  371  (b) 
applies  only  to  the  transfers  specified 
therein  with  respect  to  which  section 
371  (d)  is  inapplicable,  and  deals  only 
with  such  transfers  if  gain  is  realized 
upon  the  sale  or  other  disposition  ef¬ 
fected  by  such  transfers.  If  loss  is 
realized  the  subsection  is  inapplicable 
and  the  application  of  other  provisions 
of  the  Internal  Revenue  Code  must  be 
determined.  See  section  371  (g).  If 
section  371  (b)  is  applicable,  the  provi¬ 
sions  of  section  112  (other  than  the  pro¬ 
visions  of  subsection  (b)  <8)  thereof)  are 
inapplicable,  and  the  conditions  under, 
and  the  extent  to  which,  the  realized 
gain  is  not  recognized  are  set  forth  in 
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paragraphs  (b),  (c),  (d),  (e),  and  (f)  of 
this  section. 

(b)  Nonrecognition  of  gain;  no  non¬ 
exempt  proceeds.  No  gain  is  recog¬ 
nized  to  a  transferor  corporation  upon 
the  sale  or  other  disposition  of  property 
transferred  by  such  transferor  corpora¬ 
tion  in  exchange  solely  for  property 
other  than  nonexempt  property,  as  de¬ 
fined  in  section  373  (e),  but  only  if  all 
of  the  following  requirements  are  satis¬ 
fied: 

(1)  The  transferor  corporation  is,  un¬ 
der  the  definition  in  section  373  (b) ,  a 
registered  holding  company  or  an  asso¬ 
ciate  company  of  a  registered  holding 
company: 

(2)  Such  transfer  is  in  obedience  to 
an  order  of  the  Securities  and  Exchange 
Commission  (as  defined  in  section  373 

(a)  )  and  such  order  satisfies  the  require¬ 
ments  of  section  371  (f) ; 

(3)  The  transferor  corporation  has 
filed  the  required  consent  to  the  regula¬ 
tions  under  section  372  (a)  (2)  (see  par- 
graph  (g)  of  this  section) ;  and 

(4)  The  entire  amount  of  the  gain, 
as  determined  under  section  111,  can  be 
applied  in  reduction  of  basis  under  sec¬ 
tion  372  (a)  (2). 

(c)  Nonrecognition  of  gain;  noncx- 
empt  proceeds.  If  the  transaction  would 
be  within  the  provisions  of  paragraph 

(b)  of  this  section  if  it  were  not  for  the 
fact  that  the  property  received  in  ex¬ 
change  consists  in  whole  or  in  part  of 
nonexempt  property  (as  defined  in  sec¬ 
tion  373  (e) ),  then  no  gain  is  recognized 
if  such  nonexempt  property,  or  an 
amount  equal  to  the  fair  market  value 
of  such  nonexempt  property  at  the  time 
of  the  transfer, 

(1)  Is  expended  within  the  required 
24-month  period  for  property  other  than 
nonexempt  property;  or 

(2)  Is  invested  within  the  required 
24-month  period  as  a  contribution  to  the 
capital,  or  as  paid-in  surplus,  of  another 
corporation ; 

but  only  if  the  expenditure  or  investment 
is  made 

(3)  In  accordance  with  an  order  of 
the  Securities  and  Exchange  Commission 
(as  defined  in  section  373  (a))  which 
satisfies  the  requirements  of  section  371 
(f)  and  which  recites  that  such  expendi¬ 
ture  or  investment  by  the  transferor 
corporation  is  necessary  or  appropriate 
to  the  integration  or  simplification  of  the 
holding-company  system  of  which  the 
transferor  corporation  is  a  member;  and 

(4)  The  required  consent,  waiver,  and 
bond  have  been  executed  and  filed.  See 
paragraphs  (g)  and  (h)  of  this  section. 

(d)  Recognition  of  gain  in  part;  in¬ 
sufficient  expenditure  or  investment  in 
case  of  nonexempt  proceeds.  If  the 
transaction  would  be  within  the  provi¬ 
sions  of  paragraph  (c)  of  this  section  if 
it  were  not  for  the  fact  that  the  amount 
expended  or  invested  is  less  than  the  fair 
market  value  of  the  nonexempt  property 
received  in  exchange,  then  the  gain,  if 
any,  is  recognized,  but  in  an  amount  not 
in  excess  of  the  amount  by  which  the  fair 
market  value  of  such  nonexempt  property 
at  the  time  of  the  transfer  exceeds  the 
amount  so  expended  and  invested. 
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(e)  Items  treated  as  expenditures  for 
the  purpose  of  paragraphs  (c)  and  ( d ) 
of  this  section.  For  the  purposes  of  para¬ 
graphs  (c)  and  (d)  of  this  section,  the 
following  are  treated  as  expenditures  for 
property  other  than  nonexempt  prop¬ 
erty: 

(1)  A  distribution  in  cancellation  or 
redemption  (except  a  distribution  having 
the  effect  of  a  dividend)  of  the  whole  or 
a  part  of  the  transferor’s  own  stock  (not 
acquired  on  the  transfer) ; 

(2)  A  payment  in  complete  or  partial 
retirement  or  cancellation  of  securities 
representing  indebtedness  of  the  trans¬ 
feror  or  a  complete  or  partial  retirement 
or  cancellation  of  such  securities  which 
is  a  part  of  the  consideration  for  the 
transfer;  and 

(3)  If,  on  the  transfer,  a  liability  of  the 
transferor  is  assumed,  or  property  of  the 
transferor  is  transferred  subject  to  a 
liability,  the  amount  of  such  liability. 

<f)  Recognition  of  gain  in  part;  ina¬ 
bility  to  reduce  basis.  If  the  transaction 
would  be  within  the  provisions  of  para¬ 
graph  (b)  or  (c)  of  this  section  if  it 
were  not  for  the  fact  that  an  amount  of 
gain  cannot  be  applied  in  reduction  of 
basis  under  section  372  (a)  (2),  then 
the  gain,  if  any,  is  recognized,  but  in 
an  amount  not  in  excess  of  the  amount 
which  cannot  be  so  applied  in  reduction 
of  basis.  If  the  transaction  would  be 
within  the  provisions  of  paragraph  (d) 
of  this  section,  if  it  were  not  for  the  fact 
that  an  amount  of  gain  cannot  be  ap¬ 
plied  in  reduction  of  basis  under  sec¬ 
tion  372  (a)  (2),  then  the  gain,  if  any, 
is  recognized  but  in  an  amount  not  in 
excess  of  the  aggregate  of — 

(1)  The  amount  of  gain  which  would 
be  recognized  under  paragraph  (d)  of 
this  section  if  there  were  no  inability 
to  reduce  basis  under  section  372  (a) 
(2) ;  and 

(2)  The  amount  of  gain  which  can¬ 
not  be  applied  in  reduction  of  basis 
under  section  372  (a)  (2). 

(g>  Consent  to  regulations  under  sec¬ 
tion  372  (a)  (2).  To  be  entitled  to  the 
bm ".cs  of  the  provisions  of  section  371 
(b‘.  a  corporation  must  file  with  its  re¬ 
turn  for  the  taxable  year  in  which  the 
transfer  occurred  a  consent  to  have  the 
basis  of  its  property  adjusted  under  sec¬ 
tion  372  (a)  (2>  (see  §  39.372-3),  in  ac¬ 
cordance  with  the  provisions  of  the  reg¬ 
ulations  in  effect  at  the  time  of  filing  of 
the  return  for  the  taxable  year  in  which 
the  transfer  occurs.  Such  consent  shall 
be  made  in  duplicate  on  Form  982A  in 
accordance  with  these  regulations  and 
instructions  on  the  form  or  issued  there¬ 
with. 

<h>  Requircinents  with  respect  to  ex¬ 
penditure  or  investment.  If  the  full 
amount  of  the  expenditure  or  invest¬ 
ment  required  for  the  application  of 
paragraph  (c)  of  this  section  has  not 
teen  made  by  the  close  of  the  taxable 
year  in  which  such  transfer  occurred,  the 
taxpayer  shall  file  with  the  return  for 
such  year  an  application  for  the  benefit 
of  the  24-month  period  for  expenditure 
and  investment,  reciting  the  nature  and 
time  of  the  proposed  expenditure  or  in¬ 
vestment.  When  requested  by  the  Com¬ 
missioner,  the  taxpayer  shall  execute  and 
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file  (at  such  time  and  in  such  form)  such 
waiver  of  the  statute  of  limitations  with 
respect  to  the  assessment  of  deficiencies 
(for  the  taxable  year  of  the  transfer  and 
for  all  succeeding  taxable  years  in  any  of 
which  falls  any  part  of  the  period  begin¬ 
ning  with  the  date  of  the  transfer  and 
ending  24  months  thereafter)  as  the 
Commissioner  may  specify,  and  such 
bond  wdth  such  surety  as  the  Commis¬ 
sioner  may  require  in  an  amount  not  in 
excess  of  double  the  estimated  maximum 
income  and  excess  profits  taxes  which 
would  be  payable  if  the  corporation  does 
not  make  the  required  expenditure  or 
investment  within  the  required  24- 
month  period. 

§  39.371-5  Distribution  solely  of  stock 
or  securities.  If,  without  any  surrender 
of  his  stock  or  securities  as  defined  in 
section  373  (f),  a  shareholder  in  a  cor¬ 
poration  which  is  a  registered  holding 
company  or  a  majority-owned  subsidiary 
company  receives  stock  or  securities  in 
such  corporation  or  owned  by  such  cor¬ 
poration,  no  gain  to  the  shareholder  will 
be  recognized  with  respect  to  the  stock 
or  securities  received  by  such  shareholder 
which  do  not  constitute  nonexempt 
property,  if  the  distribution  to  such 
shareholder  is  made  by  the  distributing 
corporation  in  obedience  to  an  order  of 
the  Securities  and  Exchange  Commission 
directed  to  such  corporation.  A  distri¬ 
bution  is  not  within  the  provisions  of 
section  371  (c)  if  it  is  within  the  pro¬ 
visions  of  section  371  (d),  relating  to 
transfers  within  a  system  group.  A  dis¬ 
tribution  is  also  not  within  the  provi¬ 
sions  of  section  371  (c)  if  it  involves  a 
surrender  by  the  shareholder  of  stock 
or  securities  or  a  transfer  by  the  share¬ 
holder  of  property  in  exchange  for  the 
stock  or  securities  received  by  the  share¬ 
holder.  For  further  limitations,  see  sec¬ 
tion  371  (f). 

§  39.371-6  Transfers  within  system 
group,  (a)  The  nonrecognition  of  gam 
or  loss  provided  for  in  section  371  (d) 
(1)  is  applicable  to  an  exchange  of  prop¬ 
erty  for  other  property  (including  money 
and  other  nonexempt  property).  In 
order  for  any  exchange  to  come  within 
such  section,  all  the  parties  to  the  ex¬ 
change  must  be  corporations  which  are 
members  of  the  same  system  group.  The 
term  “system  group”  is  defined  in  sec¬ 
tion  373  (d> . 

(b)  Section  371  (d>  (1)  also  provides 
for  nonrecognition  of  gain  to  a  corpora¬ 
tion  which  is  a  member  of  a  system 
group  if  property  (including  money  or 
other  nonexempt  property)  is  distributed 
to  such  corporation  as  a  shareholder  in 
a  corporation  which  is  a  member  of  the 
same  system  group,  without  the  sur¬ 
render  by  such  shareholder  of  stock  or 
securities  in  the  distributing  corporation. 

(c)  As  stated  in  §  39.371-2,  ncnrecog- 
nition  of  gain  or  loss  will  not  be  accorded 
to  a  transaction  not  clearly  provided  for 
in  Supplement  R  (sections  371  to  373, 
inclusive),  even  though  such  transaction 
occurs  simultaneously  or  in  connection 
with  an  exchange,  sale,  or  distribu¬ 
tion  to  which  nonrecognition  is  spe¬ 
cifically  accorded.  Therefore,  nonrecog¬ 
nition  will  not  be  accorded  to  any  gain 


or  loss  realized  from  the  discharge,  or 
the  removal  of  the  burden,  of  the  pe¬ 
cuniary  obligations  of  a  member  of  a 
system  group,  even  though  such  obliga¬ 
tions  are  acquired  upon  a  transfer  or 
distribution  specifically  described  in  sec-  j 
tion  371  (d)  (1);  but  the  fact  that  the 
acquisition  of  such  obligations  was  upon 
a  transfer  or  distribution  specifically  de¬ 
scribed  in  section  371  (d)  (1)  will,  be¬ 
cause  of  the  basis  provisions  of  section 
372  (d),  affect  the  cost  to  the  member 
of  such  discharge  or  its  equivalent. 
Thus,  section  371  (d)  (1)  does  not  pro¬ 
vide  for  the  nonrecognition  of  any  gain  i 
or  loss  realized  from  the  discharge  of  j 
the  indebtedness  of  a  member  of  a  sys¬ 
tem  group  as  the  result  of  the  acquisition  I 
in  exchange,  sale,  or  distribution  of  its  I 
own  bonds,  notes,  or  other  evidences  of 
indebtedness  which  were  acquired  by 
another  member  of  the  same  system 
group  for  a  consideration  less  or  more 
than  the  issuing  price  thereof  (with 
proper  adjustments  for  amortization  of 
premiums  or  discounts). 

(d)  The  provisions  of  paragraph  (c) 
of  this  section  may  be  illustrated  by 
the  following  example: 

Example.  Suppose  that  the  A  Corpora¬ 
tion  and  the  B  Corporation  are  both  mem¬ 
bers  of  the  same  system  group;  that  the 
A  Corporation  holds  at  a  cost  of  $900  a  bond 
issued  by  the  B  Corporation  at  par,  $1,000; 
and  that  the  A  Corporation  and  the  B  Cor¬ 
poration  enter  into  an  exchange  subject 
to  the  provisions  of  section  371  (d)  (1)  in 
which  the  $1,000  bond  of  the  B  Corporation 
is  transferred  from  the  A  Corporation  to  the 
B  Corporation.  The  $900  basis  reflecting  : 
the  cost  to  the  A  Corporation  which  would 
have  been  the  basis  available  to  the  B  Cor-  j 
poration  if  the  property  transferred  to  it 
had  been  something  other  than  its  own 
securities  (see  §  39.372-6)  will,  in  this  type 
of  transaction,  reflect  the  cost  to  the  B  Cor-  I 
poration  of  effecting  a  retirement  of  its  own  I 

$1,000  bond.  The  $100  gain  of  the  B  Cor-  I 

poration  reflected  in  the  retirement  will  I 
therefore  be  recognized.  I 

(e)  No  exchange  or  distribution  may 
be  made  without  the  recognition  of  gain 
or  loss  as  provided  for  in  section  371 
(d )  ( 1 ) ,  unless  all  the  corporations  which 
are  parties  to  such  exchange  or  distribu¬ 
tion  are  acting  in  obedience  to  an  order 
of  the  Securities  and  Exchange  Commis¬ 
sion.  If  an  exchange  or  distribution  is  | 
within  the  provisions  of  section  371  <d> 

(1)  and  also  may  be  considered  to  be 
within  some  other  provisions  of  section 
371,  it  shall  be  considered  that  only  the 
provisions  of  section  371  (d)  (1)  apply 
and  that  the  nonrecognition  of  gain  or 
loss  upon  such  exchange  or  distribution 

is  by  virtue  of  that  section. 

§  39.371-7  Sale  of  stock  or  securities 
received  upon  exchange  by  members  of 
system  group,  (a)  Section  371  (d>  *2) 
provides  that  to  the  extent  that  property 
received  upon  an  exchange  by  corpora¬ 
tions  which  are  members  of  the  same 
system  group  consists  of  stock  or  securi¬ 
ties  issued  by  the  corporation  from 
which  such  property  was  received,  such 
stock  or  securities  may,  under  certain 
specifically  described  circumstances,  be 
sold  to  a  party  not  a  member  of  the  sys¬ 
tem  group,  without  the  recognition  of 
gain  or  loss  to  the  selling  corporation. 
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The  nonrecognition  of  gain  or  loss  is 
limited,  in  the  case  of  stock,  to  a  sale  of 
stock  which  is  preferred  as  to  both  divi¬ 
dends  and  assets.  The  stock  or  securi¬ 
ties  must  have  been  received  upon  an 
exchange  with  respect  to  which  section 
371  (d)  (1)  operated  to  prevent  recogni¬ 
tion  of  gain  or  loss  to  any  party  to  the 
exchange.  Nonrecognition  of  gain  or 
loss  upon  the  sale  of  such  stock  or  securi¬ 
ties  is  permitted  only  if  the  proceeds 
derived  from  the  sale  are  applied  in 
retirement  or  cancellation  of  stock  or 
securities  of  the  selling  corporation 
which  were  outstanding  at  the  time  the 
exchange  was  made.  It  is  also  essential 
to  nonrecognition  of  gain  or  loss  upon 
the  sale  that  both  the  sale  of  the  stock 
of  securities  and  the  application  of  the 
proceeds  derived  therefrom  be  made  in 
obedience  to  an  order  of  the  Securities 
and  Exchange  Commission.  If  any 
part  of  the  proceeds  derived  from  the 
sale  is  not  applied  in  making  the  re¬ 
quired  retirement  or  cancellation  of 
stock  or  securities  and  if  the  sale  is 
otherwise  within  the  provisions  of  sec¬ 
tion  371  (d)  <2>,  the  gain  resulting  from 
the  sale  shall  be  recognized,  but  in  an 
amount  not  in  excess  of  the  proceeds 
which  are  not  so  applied.  In  any  event, 
if  the  proceeds  derived  from  the  sale  of 
the  stock  or  securities  exceed  the  fair 
market  value  of  such  stock  or  securities 
at  the  time  of  the  exchange  through 
which  they  were  acquired  by  the  selling 
corporation,  the  gain  resulting  from  the 
sale  is  to  be  recognized  to  the  extent  of 
such  excess.  Section  371  (d)  (2)  does 
not  provide  for  the  nonrecognition  of 
any  gain  resulting  from  the  retirement 
of  bonds,  notes,  or  other  evidences  of  in¬ 
debtedness  for  a  consideration  less  than 
the  issuing  price  thereof.  Also,  that 
section  docs  not  provide  for  the  nen- 
recognition  of  gain  or  loss  upon  the  sale 
of  any  stock  or  securities  received  upon  a 
distribution  or  otherwise  than  upon  an 
exchange. 

<b>  Ihe  application  of  paragraph  (a) 
of  this  section  may  be  illustrated  by  the 
following  example: 

Example.  The  X  Corporation  and  the  Y 
Corporation,  both  of  which  make  their  in¬ 
come  tax  returns  on  a  calendar  year  basis, 
are  members  of  the  same  system  group.  As 
part  of  an  exchange  in  which  section 
371  (d)  (1)  Is  applicable  the  Y  Corporation 
on  June  1,  1952,  issues  to  the  X  Corporation 
1.000  shares  of  class  A  stock,  preferred  as  to 
both  dividends  and  assets.  The  fair  market 
value  of  such  stock  at  the  time  of  issuance 
is  $90,000  and  its  basis  to  the  X  Corporation 
is  $7.),000.  On  December  1,  1952,  in  obedi¬ 
ence  to  an  appropriate  order  of  the  Securi¬ 
ties  and  Exchange  Commission,  the  X  Corpo¬ 
ration  sells  all  of  such  stock  to  the  public 
for  $100,000  and  applied  $95,000  of  this 
amount  to  the  retirement  of  its  own  bonds, 
which  were  outstanding  on  June  1,  1952. 
The  remaining  $5,000  is  not  used  to  retire 
any  of  the  X  Corporation's  stock  or  securi¬ 
ties.  Of  the  total  gain  of  $25,000  realized 
on  the  disposition  of  the  Y  Corporation  stock 
only  $lo,000  is  recognized,  being  the  differ¬ 
ence  between  the  fair  market  value  of  the 
stock  when  acquired  and  the  amount  for 
which  it  was  sold,  since  such  amount  is 
greater  than  the  portion  ($5,000)  of  the 
proceeds  not  applied  to  the  retirement  of  the 
^  Corporation’s  stock  or  securities.  If  in 
*bis  example  the  stock  acquired  by  the  X 
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Corporation  had  not  been  stock  of  the  Y 
Corporation  issued  to  the  X  Corporation  or  if 
it  had  been  stock  not  preferred  as  to  both 
dividends  and  assets,  the  full  amount  of  the 
gain  ($25,000)  realized  upon  its  disposition 
would  have  been  recognized,  regardless  of 
what  was  done  with  the  proceeds. 

§  39.371-8  Exchanges  in  which  money 
or  other  nonexempt  property  is  received. 

(a)  Under  section  371  (e)  (1),  if  in  any 
exchange  (not  within  any  of  the  provi¬ 
sions  of  section  371  (d) )  in  which  stock 
or  securities  in  a  corporation  which  is  a 
registered  holding  company  or  a  ma¬ 
jority-owned  subsidiary  are  exchanged 
for  stock  or  securities  as  provided  for 
in  section  371  (a),  there  is  received  by 
the  taxpayer  money  or  other  nonexempt 
property  (in  addition  to  property  per¬ 
mitted  to  be  received  without  recogni¬ 
tion  of  gain) ,  then — 

(1)  The  gain,  if  any,  to  the  taxpayer 
is  to  be  recognized  in  an  amount  not  in 
excess  of  the  sum  of  the  money  and  the 
fair  market  value  of  the  other  nonexempt 
property,  but 

(2)  The  loss,  if  any,  to  the  taxpayer 
from  such  an  exchange  is  not  to  be  rec¬ 
ognized  to  any  extent. 

(b)  If  money  or  other  nonexempt 
property  is  received  from  a  corporation 
in  an  exchange  described  in  paragraph 
(a)  of  this  section  and  if  the  distribu¬ 
tion  of  such  money  or  other  nonexempt 
property  by  or  on  behalf  of  such  corpo¬ 
ration  has  the  eiTect  of  the  distribution 
of  a  taxable  dividend,  then,  as  provided 
in  section  371  <e>  (2>.  there  shall  be 
taxed  to  each  distributee  (1)  as  a  divi¬ 
dend,  such  an  amount  of  the  gain  recog¬ 
nized  on  the  exchange  as  is  not  in  excess 
of  the  distributee’s  ratable  share  of  the 
undistributed  earnings  and  profits  of  the 
corporation  accumulated  after  February 
28,  1913,  and  <2>  the  remainder  of  the 
gam  so  recognized  shall  be  taxed  as  a 
gain  from  the  exchange  of  property. 

•  §  3D. 371-9  Requirements  ivith  respect 

to  order  of  Securities  and  Exchange 
Commission.  The  term  “order  of  the 
Securities  and  Exchange  Commission”  is 
defined  in  section  373  (a).  In  addition 
to  the  requirements  specified  in  that 
definition,  section  371  (f)  provides  that 
the  provisions  of  section  371  shall  not 
apply  to  an  exchange,  expenditure,  in¬ 
vestment,  distribution,  or  sale  unless 
each  of  the  following  requirements  is 
met: 

(a)  The  order  of  the  Securities  and 
Exchange  Commission  must  recite  that 
the  exchange,  expenditure,  investment, 
distribution,  or  sale  is  necessary  or  ap¬ 
propriate  to  effectuate  the  provisions  of 
section  11  <b)  of  the  Public  Utility  Hold¬ 
ing  Company  Act  of  1935  (15  U.  S.  C. 
79k  (b) ). 

(b>  The  order  shall  specify  and 
itemize  the  stocks  and  securities  and 
other  property  (including  money)  which 
are  ordered  to  be  acquired,  transferred, 
received,  or  sold  upon  such  exchange, 
acquisition,  expenditure,  distribution,  or 
sale,  and,  in  the  case  of  an  investment, 
the  investment  to  be  made,  so  as  clearly 
to  identify  such  property. 

(c)  The  exchange,  acquisition,  expen¬ 
diture,  investment,  distribution,  or  sale 
shall  be  made  in  obedience  to  such  order 
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and  shall  be  completed  within  the  time 
prescribed  in  such  order. 

These  requirements  were  not  designed 
merely  to  simplify  the  administration 
of  the  provisions  of  section  371,  and  they 
are  not  to  be  considered  as  pertaining 
only  to  administrative  matters.  Each 
one  of  the  three  requirements  is  of  the 
essence,  and  must  be  met  if  gain  or  loss 
is  not  to  be  recognized  upon  the 
transaction. 

§  39.371-10  Nonapplication  of  other 
provisions  of  the  Internal  Revenue  Code. 
The  effect  of  section  371  (g>  is  that  an 
exchange,  sale,  or  distribution  which  is 
within  section  371  shall,  with  respect  to 
the  nonrecognition  of  gain  or  loss  and 
the  determination  of  basis,  be  governed 
only  by  Supplement  R  (sections  371  to 
373,  inclusive),  the  purpose  being  to  pre¬ 
vent  overlapping  of  the  provisions  of 
such  supplement  and  other  provisions 
of  the  Internal  Revenue  Code.  In  other 
words,  if  by  virtue  of  section  371  any 
portion  of  a  person’s  gain  or  loss  on  any 
particular  exchange,  sale,  or  distribution 
is  not  to  be  recognized,  then  the  gain  or 
loss  of  such  person  shall  be  nonrecog- 
nized  only  to  the  extent  provided  in 
section  371,  regardless  of  what  the  result 
might  have  been  under  section  112  if 
Supplement  R  had  not  been  enacted; 
and  similarly,  the  basis  in  the  hands  of 
such  person  of  the  property  received  by 
him  in  such  transaction  shall  be  the 
basis  provided  by  section  372,  regardless 
of  what  the  basis  of  such  property  might 
have  been  under  section  113  if  Supple¬ 
ment  R  had  not  been  enacted.  On  the 
other  hand,  if  section  371  does  not  pro¬ 
vide  for  the  nonrecognition  of  any  por¬ 
tion  of  a  person’s  gain  or  loss  (whether 
or  not  such  person  is  another  party  to 
the  same  transaction  referred  to  above) , 
then  the  gain  or  loss  of  such  person  shall 
be  recognized  or  nonrecognized  to  the 
extent  provided  for  by  other  provisions 
of  the  Code  as  if  Supplement  R  had  not 
been  enacted;  and  similarly,  the  basis 
in  his  hands  of  the  property  received  by 
him  in  such  transaction  shall  be  the 
basis  provided  by  other  provisions  of 
the  Code  as  if  Supplement  R  had  not 
been  enacted. 

§  39.371-11  Records  to  he  kept  and 
information  to  be  filed  with  returns. 
(a)  Every  holder  of  stock  or  securities 
who  receives  stock  or  securities  and 
other  property  (including  money)  upon 
an  exchange  shall,  if  the  exchange  is 
made  with  a  corporation  acting  in  obedi¬ 
ence  to  an  order  of  the  Securities  and 
Exchange  Commission,  file  as  a  part  of 
his  income  tax  return  for  the  taxable 
year  in  which  the  exchange  takes  place 
a  complete  statement  of  all  facts  perti¬ 
nent  to  the  nonrecognition  of  gain  or 
loss  upon  such  exchange,  including — 

(1)  A  clear  description  of  the  stock 
or  securities  transferred  in  the  ex¬ 
change,  together  with  a  statement  of 
the  cost  or  other  basis  of  such  stock  or 
securities, 

(2)  The  name  and  address  of  the  cor¬ 
poration  from  which  the  stock  or  securi¬ 
ties  were  received  in  the  exchange. 

(3)  A  statement  of  the  amount  of 
stock  or  securities  and  other  property 
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(including  money)  received  from  the 
exchange.  The  amount  of  each  kind  of 
stock  or  securities  and  other  property 
received  shall  be  set  forth  upon  the 
basis  of  the  fair  market  value  thereof 
at  the  date  of  the  exchange. 

(b)  Each  corporation  which  is  a  party 
to  an  exchange  made  in  obedience  to  an 
order  of  the  Securities  and  Exchange 
Commission  directed  to  such  corpora¬ 
tion  shall  file  as  a  part  of  its  income  tax 
return  for  its  taxable  year  in  which  the 
exchange  takes  place  a  complete  state¬ 
ment  of  all  facts  pertinent  to  the  non¬ 
recognition  of  gain  or  loss  upon  such  ex¬ 
change.  including — 

<  l  >  A  copy  of  the  order  of  the  Securi¬ 
ties  and  Exchange  Commission  directed 
to  such  corporation,  in  obedience  to 
which  the  exchange  was  made. 

<2>  A  certified  copy  of  the  corporate 
resolution  authorizing  the  exchange. 

<  3  *  A  clear  description  of  all  property , 
including  all  stock  or  securities,  trans¬ 
ferred  in  the  exchange,  together  with  a 
complete  statement  of  the  cost  or  other 
basis  of  each  class  of  property. 

(4  >  The  date  of  acquisition  of  any 
stock  or  securities  transferred  in  the  ex¬ 
change.  and,  if  any  of  such  stock  or  se¬ 
curities  were  acquired  by  the  corporation 
in  obedience  to  an  order  of  the  Securities 
and  Exchange  Commission,  a  copy  of 
such  order. 

<5>  The  name  and  address  of  all  per¬ 
sons  to  whom  any  property  was  trans¬ 
ferred  in  the  exchange. 

<6>  If  any  property  transferred  in  the 
exchange  was  transferred  to  another 
corporation,  a  copy  of  any  order  of  the 
Securities  and  Exchange  Commission 
directed  to  the  other  corporation,  in 
obedience  to  which  the  exchange  was 
made  by  such  other  corporation. 

(7)  If  the  corporation  transfers  any 
nonexempt  property,  the  amount  of  the 
undistributed  earnings  and  profits  of  the 
corporation  accumulated  after  February 
28,  1913,  to  the  time  of  the  exchange. 

(8)  A  statement  of  the  amount  of 
stock  or  securities  and  other  property 
(including  money)  received  upon  the  ex¬ 
change,  including  a  statement  of  all 
distributions  or  other  dispositions  made 
thereof.  The  amount  of  each  kind  of 
stock  or  securities  and  other  property 
received  shall  be  stated  on  the  basis  of 
the  fair  market  value  thereof  at  the  date 
of  the  exchange. 

(9)  A  statement  showing  as  to  each 
class  of  its  stock  the  number  of  shares 
and  percentage  owned  by  any  other  cor¬ 
poration.  the  voting  rights  and  voting 
power,  and  the  preference  (if  any)  as  to 
both  dividends  and  assets. 

<  10  >  The  term  “exchange”  shall, 
wherever  occurring  in  this  paragraph,  be 
read  as  “exchange,  expenditure,  or 
investment.” 

(c>  Each  shareholder  who  receives 
stock  or  securities  or  other  property  (in¬ 
cluding  money)  upon  a  distribution 
made  by  a  corporation  in  obedience  to 
an  order  of  the  Securities  and  Exchange 
Commission  shall  file  as  a  part  of  his 
income  tax  return  for  the  taxable  year 
in  which  such  distribution  is  received  a 
complete  statement  of  all  facts  pertinent 


to  the  nonrecognition  of  gain  upon  such 
distribution,  including — 

(1)  The  name  and  address  of  the  cor¬ 
poration  from  which  the  distribution  is 
received. 

(2)  A  statement  of  the  amount  of 
stock  or  securities  or  other  property  re¬ 
ceived  upon  the  distribution,  including 
(in  case  the  shareholder  is  a  corpora¬ 
tion)  a  statement  of  all  distributions  or 
other  disposition  made  of  such  stock  or 
securities  or  other  property  by  the  share¬ 
holder.  The  amount  of  each  class  of 
stock  or  securities  and  each  kind  of 
property  shall  be  stated  on  the  basis  of 
the  fair  market  value  thereof  at  the  date 
of  the  distribution. 

<3)  If  the  shareholder  is  a  corpora¬ 
tion,  a  statement  showing  as  to  each 
class  of  its  stock  the  number  of  shares 
and  percentage  owned  by  a  registered 
holding  company  or  a  majority-owned 
subsidiary  company  of  a  registered  hold¬ 
ing  company,  the  voting  rights  and  vot¬ 
ing  power,  and  the  preference  (if  any) 
as  to  both  dividends  and  assets. 

<d)  Every  corporation  making  a  dis¬ 
tribution  in  obedience  to  an  order  of  the 
Securities  and  Exchange  Commission 
shall  file  as  a  part  of  its  income  tax  re¬ 
turn  for  its  taxable  year  in  which  the 
distribution  is  made  a  complete  state¬ 
ment  of  all  facts  pertinent  to  the  non¬ 
recognition  of  gain  to  the  distributee 
upon  such  distribution  including — 

( 1 )  A  copy  of  the  order  of  the  Securi¬ 
ties  and  Exchange  Commission,  in 
obedience  to  which  the  distribution  was 
made. 

(2)  A  certified  copy  of  the  corporate 
resolution  authorizing  the  distribution. 

(3)  A  statement  of  the  amount  of 
stock  or  securities  or  other  property  (in¬ 
cluding  money)  distributed  to  each 
shareholder.  The  amount  of  each  kind 
of  stock  or  securities  or  other  property 
shall  be  stated  on  the  basis  of  the  fair 
market  value  thereof  at  the  date  of  the 
distribution. 

<4)  The  date  of  acquisition  of  the 
stock  or  securities  distributed,  and,  if  any 
of  such  stock  or  securities  were  acquired 
by  the  distributing  corporation  in 
obedience  to  an  order  of  the  Securities 
and  Exchange  Commission,  a  copy  of 
such  order. 

(5)  The  amount  of  the  undistributed 
earnings  and  profits  of  the  corporation 
accumulated  after  February  28,  1913,  to 
the  time  of  the  distribution. 

(6>  A  statement  showing  as  to  each 
class  of  its  stock  the  number  of  shares 
and  percentage  owned  by  any  other  cor¬ 
poration,  the  voting  rights  and  voting 
power,  and  the  preference  (if  any)  as  to 
both  dividends  and  assets. 

(e)  Each  corporation  which  is  a  mem¬ 
ber  of  a  system  group  and  which  in  obe¬ 
dience  to  an  order  of  the  Securities  and 
Exchange  Commission  sells  stock  or  se¬ 
curities  received  upon  an  exchange 
(made  in  obedience  to  an  order  of  the 
Securities  and  Exchange  Commission) 
and  applies  the  proceeds  derived  there¬ 
from  in  retirement  or  cancellation  of  its 
own  stock  or  securities  shall  file  as  a  part 
of  its  income  tax  return  for  the  taxable 
year  in  which  the  sale  is  made  a  complete 
statement  of  all  facts  pertaining  to  the 


nonrecognition  of  gain  or  loss  upon  such 
sale,  including — 

( 1 )  A  copy  of  the  order  of  the  Securi¬ 
ties  and  Exchange  Commission  in  obedi¬ 
ence  to  which  the  sale  was  made. 

(2)  A  copy  of  the  order  of  the  Securi¬ 
ties  and  Exchange  Commission  in  obedi¬ 
ence  to  which  the  proceeds  derived  from 
the  sale  were  applied  in  whole  or  in  part 
in  the  retirement  or  cancellation  of  its 
stock  or  securities. 

(3)  A  certified  copy  of  the  corporate 
resolutions  authorizing  the  sale  of  the 
stock  or  securities  and  the  application 
of  the  proceeds  derived  therefrom. 

(4  >  A  clear  description  of  the  stock  or 
securities  sold,  including  the  name  and 
address  of  the  corporation  by  which  they 
were  issued. 

(5)  The  date  of  acquisition  of  the 
stock  or  securities  sold,  together  with  a 
statement  of  the  fair  market  value  of 
such  stock  or  securities  at  the  date  of 
acquisition,  and  a  copy  of  all  orders  of 
the  Securities  and  Exchange  Commission 
in  obedience  to  which  such  stock  or  secu¬ 
rities  were  acquired. 

<6>  The  amount  of  the  proceeds  de¬ 
rived  from  such  sale. 

(7)  The  portion  of  the  proceeds  of 
such  sale  which  was  applied  in  retire¬ 
ment  or  cancellation  of  its  stock  or  secu¬ 
rities,  together  with  a  statement  showing 
how  long  such  stock  or  securities  were 
outstanding  prior  to  retirement  or 
cancellation. 

(8)  The  issuing  price  of  its  stock  or 
securities  which  were  retired  or  canceled. 

(f)  Permanent  records  in  substantial 
form  shall  be  kept  by  every  taxpayer  who 
participates  in  an  exchange  or  distribu¬ 
tion  made  in  obedience  to  an  order  of 
the  Securities  and  Exchange  Commis¬ 
sion,  showing  the  cost  or  other  basis  of 
the  property  transferred  and  the  amount 
of  stock  or  securities  and  other  property 
(including  money)  received,  in  order  to 
facilitate  the  determination  of  gain  or 
loss  from  a  subsequent  disposition  of 
such  stock  or  securities  and  other  prop¬ 
erty  received  on  the  exchange  or  distri¬ 
bution. 

§  39.372  Statutory  provisions:  basis  of 
property  acquired  in  exchanges  and  dis¬ 
tributions  made  in  obedience  to  orders  of 
the  Securities  and  Exchange  Commis¬ 
sion. 

Sec.  372.  Basis  for  determining  gain  or 
loss — (a)  Exchanges  generally — (1)  Ex¬ 
changes  subject  to  the  provisions  of  section 
371  (a).  If  the  property  was  acquired  upon 
an  exchange  subject  to  the  provisions  of 
section  371  (a)  or  (e),  the  basis  shall  be 
the  same  as  in  the  case  of  the  property 
exchanged,  decreased  in  the  amount  of 
any  money  received  by  the  taxpayer  and  in¬ 
creased  in  the  amount  of  gain  or  decreased 
in  the  amount  of  loss  to  the  taxpayer  that 
was  recognized  upon  such  exchange  under 
the  law  applicable  to  the  year  in  which  the 
exchange  was  made.  If  the  property  so 
acquired  consisted  in  part  of  the  type  of 
property  permitted  by  section  371  (a)  to  be 
received  without  the  recognition  of  gain  or 
loss,  and  in  part  of  nonexempt  property,  the 
basis  provided  in  this  subsection  shall  be 
allocated  between  the  properties  (other  than 
money)  received,  and  for  the  purpose  of  the 
allocation  there  shall  be  assigned  to  such 
nonexempt  property  (other  than  money) 
amount  equivalent  to  its  fair  market  value  at 
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the  date  of  the  exchange.  This  subsection 
shall  not  apply  to  property  acquired  by  a 
corporation  by  the  issuance  of  its  stock  or 
securities  as  the  consideration  in  whole  or  in 
part  for  the  transfer  of  the  property  to  it. 

(2)  Exchanges  subject  to  the  provisions  of 
section  371  (b).  The  gain  not  recognized 
upon  a  transfer  by  reason  of  section  371  (b) 
shall  be  applied  to  reduce  the  basis  for  de¬ 
termining  gain  or  loss  on  sale  or  exchange 
of  the  following  categories  of  property  in  the 
hands  of  the  transferor  immediately  after 
the  transfer,  and  property  acquired  within 
24  months  after  such  transfer  by  an  expendi¬ 
ture  or  investment  to  which  section  371  (b) 
relates  on  account  of  the  acquisition  of  which 
gain  is  not  recognized  under  such  subsection, 
in  the  following  order: 

(1)  Property  of  a  character  subject  to  the 
allowance  for  depreciation  under  section 
23  (1): 

(2)  Property  (not  described  in  paragraph 
(1))  with  respect  to  which  a  deduction  for 
amortization  is  allowable  under  section  23 

(t): 

(3)  Property  with  respect  to  which  a  de¬ 
duction  for  depletion  is  allowable  under 
section  23  (m)  but  not  allowable  under 
section  114  (b)  (2),  (3).  or  (4); 

(4)  Stock  and  securities  of  corporations 
not  members  of  the  system  group  of  which 
the  transferor  is  a  member  (other  than  stock 
or  securities  of  a  corporation  of  which  the 
transferor  is  a  subsidiary); 

(5)  Securities  (other  than  stock)  of  cor¬ 
porations  which  are  members  of  the  system 
group  of  which  the  transferor  is  a  member 
(other  than  securities  of  the  transferor  or  of 
a  corporation  of  which  the  transferor  is  a 
subsidiary) ; 

(6)  Stock  of  corporations  which  are  mem¬ 
bers  of  the  system  group  of  which  the  trans¬ 
feror  is  a  member  (other  than  stock  of  the 
transferor  or  of  a  corporation  of  which  the 
transferor  is  a  subsidiary); 

(7)  All  other  remaining  property  of  the 
transferor  (other  than  stock  or  securities  of 
the  transferor  or  of  a  corporation  of  which 
the  transferor  is  a  subsidiary’). 

The  manner  and  amount  of  the  reduction  to 
be  applied  to  particular  property  within  any 
of  the  categories  described  in  paragraphs  (1) 
to  (7),  inclusive,  shall  be  determined  under 
regulations  prescribed  by  the  Commissioner 
with  the  approval  of  the  Secretary. 

(b)  Transfers  to  corporations.  If,  in  con¬ 
nection  with  a  transfer  subject  to  the  pro¬ 
visions  of  section  371  (a),  (b),  or  (e).  the 
property  was  acquired  by  a  corporation, 
either  as  paid-in  surplus  or  as  a  contribution 
to  capital,  or  in  consideration  for  stock 
or  securities  issued  by  the  corporation  re¬ 
ceiving  the  property  (including  cases  where 
part  of  the  consideration  for  the  transfer 
of  such  property  to  the  corporation  con¬ 
sisted  of  property  or  money  in  addition  to 
such  stock  or  securities),  then  the  basis  shall 
be  the  same  as  it  would  be  in  the  hands  of 
the  transferor,  increased  in  the  amount  of 
gain  or  decreased  in  the  amount  of  loss 
recognized  to  the  transferor  upon  such  trans¬ 
fer  under  the  law  applicable  to  the  year  in 
which  the  transfer  was  made. 

(c)  Distributions  of  stock  or  securities. 
If  the  stock  or  securities  were  received  in  a 
distribution  subject  to  the  provisions  of 
section  371  (c),  then  the  basis  in  the  case  of 
the  stock  in  respect  of  which  the  distribution 
*as  made  shall  be  apportioned,  under  rules 
and  regulations  prescribed  by  the  Commis¬ 
sioner  with  the  approval  of  the  Secretary, 
between  such  stock  and  the  stock  or  securi¬ 
ties  distributed. 

<d>  Transfers  within  system  group.  If 
thc  Property  was  acquired  by  a  corporation 
which  is  a  member  of  a  system  group  upon 
ft  transfer  or  distribution  described  in  sec¬ 
tion  371  (d)  (l),  then  the  basis  shall  be 

c  same  as  it  would  be  in  the  hands  of 
llle  transferor;  except  that  if  such  property 
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is  stock  or  securities  issued  by  the  cor¬ 
poration  from  which  such  stock  or  securities 
were  received  and  they  were  issued  (1)  as 
the  sole  consideration  for  the  property  trans¬ 
ferred  to  such  corporation,  then  the  basis 
of  such  stock  or  securities  shall  be  either 
(A)  the  same  as  in  the  case  of  the  property 
transferred  therefor,  or  (B)  the  fair  market 
value  of  such  stock  or  securities  at  the  time 
of  their  receipt,  whichever  is  the  lower;  or 
(2)  as  part  consideration  for  the  property 
transferred  to  such  corporation,  then  the 
basis  of  such  stock  or  securities  shall  be 
either  (A)  an  amount  which  bears  the  same 
ratio  to  the  basis  of  the  property  transferred 
as  the  fair  market  value  of  such  stock  or 
securities  at  the  time  of  their  receipt  bears 
to  the  total  fair  market  value  of  the  entire 
consideration  received,  or  (B)  the  fair  mar¬ 
ket  value  of  such  stock  or  securities  at  the 
time  of  their  receipt,  whichever  is  the  lower. 

| Sec.  372  as  amended  by  sec.  171  (c).  Rev. 
Act  1942] 

§  39.372-1  Basis  for  determining  gain 
or  loss,  (a)  Section  113  (a)  (17)  pro¬ 
vides  that  if  property  is  acquired  in  a 
taxable  year  beginning  before  January 
1,  1942,  in  any  manner  described  in  sec¬ 
tion  372  prior  to  its  amendment  by  the 
Revenue  Act  of  1942,  the  basis  shall  be 
that  provided  in  such  section,  prior  to  its 
amendment  by  such  act,  with  respect  to 
such  property.  Section  171  <c)  of  the 
Revenue  Act  of  1942  amended  section 
372  (a).  Prior  to  such  amendment,  sec¬ 
tion  372  (a)  read  as  follows: 

(a)  Exchanges  generally.  If  the  property 
was  acquired  upon  an  exchange  subject  to 
the  provisions  of  section  371  (a) ,  (b) ,  or  (e) , 
the  basis  shall  be  the  same  as  in  the  case  of 
the  property  exchanged,  decreased  in  the 
amount  of  any  money  received  by  the  tax¬ 
payer  and  increased  in  the  amount  of  gain 
or  decreased  in  the  amount  of  loss  to  the 
taxpayer  that  was  recognized  upon  such 
exchange  under  the  law  applicable  to  the 
year  in  which  the  exchange  was  made.  If 
the  property  so  acquired  consisted  in  part  of 
the  type  of  property  permitted  by  section 
371  (a)  or  (b)  to  be  received  without  the 
recognition  of  gain  or  loss,  and  in  part  of 
nonexempt  property,  the  basis  provided  in 
this  subsection  shall  be  allocated  between 
the  properties  (other  than  money)  received, 
and  for  the  purpose  of  the  allocation  there 
shall  be  assigned  to  such  nonexempt  prop¬ 
erty  (other  than  money)  an  amount  equiva¬ 
lent  to  its  fair  market  value  at  the  date  of 
the  exchange.  This  subsection  shall  not 
apply  to  property  acquired  by  a  corporation 
by  the  issuance  of  its  stock  or  securities  as 
the  consideration  in  whole  or  in  part  for  the 
transfer  erf  the  property  to  it. 

(b)  If  the  property  was  acquired  in  a 
taxable  year  beginning  after  December 
31,  1941,  in  any  manner  described  in  sec¬ 
tion  372  (other  than  subsection  (a)  (2) ) 
after  its  amendments,  the  basis  shall  be 
that  prescribed  in  such  section  with  re¬ 
spect  to  such  property. 

(c)  Section  372  therefore  expands  sec¬ 
tion  113  (a)  in  order  to  make  adequate 
provisions  with  respect  to  the  basis  of 
property  acquired  in  a  transfer  made  in 
obedience  to  an  order  of  the  Securities 
and  Exchange  Commission  in  connec¬ 
tion  with  which  the  recognition  of  gain 
or  loss  is  prohibited  by  the  provisions  of 
section  112  <b)  <8^  and  section  371  with 
respect  to  the  whole  or  any  part  of  the 
property  received.  In  general  and  ex¬ 
cept  as  provided  in  §  39.372-3,  it  is  in¬ 
tended  that  the  basis  for  determining 
gain  or  loss  pertaining  to  the  property 
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prior  to  its  transfer,  as  well  as  the  basis 
for  determining  the  amount  of  depre¬ 
ciation  or  depletion  deductible  and  the 
amount  of  earnings  or  profits  available 
for  distribution,  shall  continue  notwith¬ 
standing  the  nontaxable  conversion  of 
the  asset  in  form  or  its  change  in  owner¬ 
ship.  The  continuance  of  the  basis  may 
be  reflected  in  a  shift  thereof  from  one 
asset  to  another  in  the  hands  of  the 
same  owner,  or  in  its  transfer  with  the 
property  from  one  owner  into  the  hands 
of  another.  See  also  §  39.371-2. 

§  39.372-2  Basis  of  property  acquired 
upon  exchanges  under  section  371  (a), 
371  (5)  ( prior  to  amendment  by  Reve¬ 
nue  Act  of  1942) ,  or  371  (e) .  (a>  In  the 

case  of  an  exchange  of  stock  or  securities 
for  stock  or  securities  as  described 
in  section  371  (a),  or  an  exchange  cf 
property  for  property  as  described  in 
section  371  (b)  prior  to  its  amendment 
by  the  Revenue  Act  of  1942  and  in  a 
taxable  year  beginning  before  January 
1,  1942,  if  no  part  of  the  gain  or  loss 
upon  such  exchange  was  recognized  un¬ 
der  section  371,  the  basis  of  the  property 
acquired  is  the  same  as  the  basis  of  the 
property  transferred  by  the  taxpayer 
with  proper  adjustments  to  the  date  of 
the  exchange.  Section  371  ib>,  prior 
to  its  amendment  by  section  171  (a)  of 
the  Revenue  Act  of  1942,  read  as  follows: 

Exchanges  of  property  for  property  by 
corporations.  No  gain  or  loss  shall  be  recog¬ 
nized  to  a  transferor  corporation  which  is 
a  registered  holding  company  or  an  associate 
company  of  a  registered  holding  company, 
if  such  corporation,  in  obedience  to  an  order 
of  the  Securities  and  Exchange  Commission 
transfers  property  solely  in  exchange  for 
property  (other  than  nonexempt  property), 
and  such  order  recites  that  such  exchange 
by  the  transferor  corporation  is  necessary 
or  appropriate  to  the  integration  or  simpli¬ 
fication  of  the  holding-company  system  of 
which  the  transferor  corporation  is  a 
member. 

(b>  If,  in  an  exchange  of  stock  or  se¬ 
curities  as  described  in  section  371  (a), 
or  in  an  exchange  of  property  for  prop¬ 
erty  as  described  in  section  371  (b)  prior 
to  its  amendment  by  the  Revenue  Act 
of  1942  and  in  a  taxable  year  beginning 
before  January  1,  1942,  gain  to  the  tax¬ 
payer  was  recognized  under  section  371 
(e),  on  account  of  the  receipt  of  money, 
the  basis  of  the  property  acquired  is  the 
basis  of  the  property  transferred  (ad¬ 
justed  to  the  date  of  the  exchange), 
decreased  by  the  amount  of  money  re¬ 
ceived  and  increased  by  the  amount  of 
gain  recognized  upon  the  exchange.  If. 
upon  such  exchange,  there  were  received 
by  the  taxpayer  money  and  other  non¬ 
exempt  property  (not  permitted  to  be 
received  without  the  recognition  of 
gain),  and  gain  from  the  transaction 
was  recognized  under  section  371  (e) ,  the 
basis  (adjusted  to  the  date  of  the  ex¬ 
change)  of  the  property  transferred  by 
the  taxpayer,  decreased  by  the  amount 
of  money  received  and  increased  by  the 
amount  of  gain  recognized,  must  be  ap¬ 
portioned  to  and  is  the  basis  of  the  prop¬ 
erties  (other  than  money)  received  on 
the  exchange.  For  the  purpose  of  the 
allocation  of  such  basis  to  the  properties 
received,  there  must  be  assigned  to  the 
nonexempt  property  (other  than  money) 
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an  amount  equivalent  to  its  fair  market 
value  at  the  date  of  the  exchange. 

(c >  Section  371  (e)  provides  that  no 
loss  may  be  recognized  on  an  exchange 
of  stock  or  securities  for  stock  or  securi¬ 
ties  as  described  in  section  371  (a),  or 
on  an  exchange  of  property  for  prop¬ 
erty  as  described  in  section  371  (b>  prior 
to  its  amendment  by  the  Revenue  Act 
of  1942  and  in  a  taxable  year  beginning 
before  January  1.  1942,  although  the 
taxpayer  receives  money  or  other  non¬ 
exempt  property  from  the  transaction. 
However,  the  basis  of  the  property  (other 
than  money )  received  by  the  taxpayer  is 
the  basis  (adjusted  to  the  date  of  the 
exchange)  of  the  property  transferred, 
decreased  by  the  amount  of  money  re¬ 
ceived.  This  basis  must  be  apportioned 
to  the  properties  received,  and  for  this 
purpose  there  must  be  allocated  to  the 
nonexempt  property  (other  than  money) 
an  amount  cf  such  basis  equivalent  to 
the  fair  market  value  of  such  nonexempt 
property  at  the  date  of  the  exchange. 

(d>  Section  372  (a)  does  not  apply  in 
ascertaining  the  basis  of  property  ac¬ 
quired  by  a  corporation  by  the  issuance 
of  its  stock  or  securities  as  the  consid¬ 
eration  in  whole  or  in  part  for  the  trans¬ 
fer  of  the  property  to  it.  For  the  rule 
in  such  cases,  see  section  372  (b). 

§  39.372-3  Rcductioyi  of  basis  of  prop¬ 
erty  by  reason  of  gain  not  recognized 
under  section  371  (b> — (a)  Introductory. 
In  addition  to  the  adjustments  provided 
in  section  113  <b>,  and  the  regulations 
relating  thereto,  which  are  required  to 
be  made  with  respect  to  the  cost  or  other 
basis  of  property,  section  372  (a)  (2) 
provides  that  a  further  adjustment  shall 
be  made  in  any  case  in  which  there 
shall  have  been  a  nonrecognition  of  gain 
under  section  371  (b),  realized  in  a  tax¬ 
able  year  beginning  after  December  31, 
1941.  Such  further  adjustment  shall  be 
made  with  respect  to  the  basis  of  the 
property  in  the  hands  of  the  transferor 
immediately  after  the  transfer  and  of 
the  property  acquired  within  24  months 
after  such  transfer  by  an  expenditure  or 
investment  to  which  section  371  (b)  re¬ 
lates,  and  on  account  of  which  expen¬ 
diture  or  investment  gain  is  not  recog¬ 
nized.  If  the  property  is  in  the  hands  of 
the  transferor  immediately  after  the 
transfer,  the  time  of  reduction  is  the  day 
of  the  transfer;  in  all  other  cases  the 
time  of  reduction  is  the  date  of  acquisi¬ 
tion.  The  effect  of  applying  an  amount 
in  reduction  of  basis  of  property  under 
section  371  (b>  is  to  reduce  by  such 
amount  the  basis  for  determining  gain 
upon  sale  or  other  disposition,  the  basis 
for  determining  loss  upon  sale  or  other 
disposition,  the  basis  for  depreciation 
and  for  depletion,  and  any  other  amount 
which  the  Internal  Revenue  Code  pre¬ 
scribes  shall  be  the  same  as  any  of  such 
bases.  For  the  purposes  of  the  applica¬ 
tion  of  an  amount  in  reduction  of  basis 
under  section  371  (b),  property  is  not 
considered  as  having  a  basis  capable  of 
reduction  if 

(1)  It  is  money,  or 

(2)  If  its  adjusted  basis  for  determin¬ 
ing  gain  at  the  time  the  reduction  is  to 
be  made  is  zero,  or  becomes  zero  at  any 
time  in  the  application  of  section  371  (b). 


(b)  General  rule.  (1)  Section  372 

(a)  (2)  sets  forth  seven  categories  of 
property,  the  basis  of  which  for  deter¬ 
mining  gam  or  loss  shall  be  reduced  in 
the  order  stated. 

(2)  The  first  category  consists  of  all 
property  of  a  character  subject  to  the 
allowance  for  depreciation  under  section 
23  <1>  which  is  either  in  the  hands  of 
the  transferor  immediately  after  the 
transfer,  or  is  acquired  within  24  months 
after  such  transfer  by  an  expenditure 
or  investment  resulting  in  the  nonrecog¬ 
nition  in  whole  or  in  part  of  gain,  under 
section  371  <b).  If  any  of  the  property 
in  such  category  has  a  basis  capable 
of  reduction,  the  reduction  must  first  be 
made  before  applying  an  amount  in  re¬ 
duction  of  the  basis  of  any  property  in 
the  second  or  in  a  succeeding  category, 
to  each  of  which  in  turn  a  similar  rule 
is  applied. 

(3)  In  the  application  of  the  rule  to 
each  category,  the  amount  of  the  gain 
not  recognized  shall  be  applied  to  reduce 
the  cost  or  other  basis  of  all  the  prop¬ 
erty  in  the  category  as  follows:  The 
cost  or  other  basis  (at  the  time  immedi¬ 
ately  after  the  transfer  or,  if  the  prop¬ 
erty  is  not  then  held  but  is  thereafter 
acquired,  at  the  time  of  such  acquisi¬ 
tion)  of  each  ’.nit  of  property  in  the 
first  category  shall  be  decreased  (but 
the  amount  of  the  decrease  shall  not  be 
more  than  the  amount  of  the  adjusted 
basis  at  such  time  for  determining  gain, 
determined  without  regard  to  this  sec¬ 
tion)  in  an  amount  equal  to  such  pro¬ 
portion  of  the  unrecognized  gain  as  the 
adjusted  basis  (for  determining  gain, 
determined  without  regard  to  this  sec¬ 
tion)  at  such  time  of  each  unit  of  prop¬ 
erty  of  the  taxpayer  in  that  category 
bears  to  the  aggregate  of  the  adjusted 
basis  (for  determining  gain,  computed 
without  regard  to  this  section)  at  such 
time  of  all  the  property  of  the  taxpayer 
in  that  category.  When  such  adjusted 
basis  of  the  property  in  the  first  category 
has  been  thus  reduced  to  zero,  a  similar 
rule  shall  be  applied,  with  respect  to  the 
portion  of  such  gain  which  is  un¬ 
absorbed  in  such  reduction  of  the  basis 
of  the  property  in  such  category,  in  re¬ 
ducing  the  basis  of  the  property  in  the 
second  category.  A  similar  rule  with 
respect  to  the  remaining  unabsorbed 
gain  shall  be  applied  in  reducing  the 
basis  of  the  property  in  the  next  succeed¬ 
ing  category. 

(c)  Special  cases.  (1)  With  the  con¬ 
sent  of  the  Commissioner,  the  taxpayer 
may,  however,  have  the  basis  of  the 
various  units  of  property  within  a  par¬ 
ticular  category  specified  in  section  372 
(a)  (2)  adjusted  in  a  manner  different 
from  the  general  rule  set  forth  in  para¬ 
graph  (b)  of  this  section.  Variations 
from  such  general  rule  may,  for  example, 
involve  adjusting  the  basis  of  only  cer¬ 
tain  units  of  the  taxpayer’s  property 
within  a  given  category.  A  request  for 
variations  from  the  general  rule  should 
be  filed  by  the  taxpayer  with  its  return 
for  the  taxable  year  in  which  the  transfer 
of  property  has  occurred. 

(2)  Agreement  between  the  taxpayer 
and  the  Commissioner  as  to  any  varia¬ 
tions  from  such  general  rule  shall  be 


effective  only  if  incorporated  in  a  closing 
agreement  entered  into  under  the  pro¬ 
visions  of  section  3760.  If  no  such  agree¬ 
ment  is  entered  into  by  the  taxpayer 
and  the  Commissioner,  then  the  consent 
filed  on  Form  982A  shall  (except  as 
otherwise  provided  in  this  subpara¬ 
graph)  be  deemed  to  be  a  consent  to  the 
application  of  such  general  rule,  and 
such  general  rule  shall  apply  in  the  de¬ 
termination  of  the  basis  of  the  taxpayer's 
property.  If,  however,  the  taxpayer 
specifically  states  on  such  form  that  it 
does  not  consent  to  the  application  of 
the  general  rule,  then,  in  the  absence 
of  a  closing  agreement,  the  document 
filed  shall  not  be  deemed  a  consent 
within  the  meaning  of  the  last  sentence 
of  section  371  (b) . 

§  39.372-4  Basis  of  property  acquired 
by  corporation  under  section  371  (a'  ,371 

(b)  ,  or  371  (e)  as  contribution  of  capital 
or  surplus,  or  in  consideration  for  its  own 
stock  or  securities.  If,  in  connection 
with  an  exchange  of  stock  or  securities 
for  stock  or  securities  as  described  in 
section  371  (a),  or  an  exchange  of  prop¬ 
erty  for  property  as  described  in  section 
371  (b>,  or  an  exchange  as  described  in 
section  371  (e),  property  is  acquired  by 
a  corporation  by  the  issuance  of  its 
stock  or  securities,  the  basis  of  such 
property  shall  be  determined  under  sec¬ 
tion  372  (b).  If  the  corporation  issued 
its  stock  or  securities  as  part  or  sole  con¬ 
sideration  for  the  property  acquired,  the 
basis  of  the  property  in  the  hands  of 
the  acquiring  corporation  is  the  ba6is 
(adjusted  to  the  date  of  the  exchange) 
which  the  property  would  have  had  in 
the  hands  of  the  transferor  if  the  trans¬ 
fer  had  not  been  made,  increased  in  the 
amount  of  gain  or  decreased  in  the 
amount  of  loss  recognized  under  section 
371  to  the  transferor  upon  the  transfer. 
If  any  property  is  acquired  by  a  corpora¬ 
tion  from  a  shareholder  as  paid-in 
surplus,  or  from  any  person  as  a  contri¬ 
bution  to  capital,  the  basis  of  the  prop¬ 
erty  to  the  corporation  is  the  basis 
(adjusted  to  the  date  of  acquisition)  of 
the  property  in  the  hands  of  the  trans¬ 
feror. 

§  39.372-5  Bads  of  stock  or  securities 
acquired  by  shareholder  upon  tax-free 
distribution  under  section  371  (c).  (a) 
Under  section  372  (c),  if  there  was  dis¬ 
tributed  to  a  shareholder  in  a  corpora¬ 
tion  which  is  a  registered  holding  com¬ 
pany  or  a  majority-owned  subsidiary 
company  stock  or  securities  (other  than 
stock  or  securities  which  are  nonexempt 
property),  and  if  by  virtue  of  section  371 

(c)  no  gain  was  recognized  to  the  share¬ 
holder  upon  such  distribution,  then  the 
basis  of  the  stock  in  respect  of  which  the 
distribution  was  made  must  be  appor¬ 
tioned  betw’een  such  stock  and  the  stock 
or  securities  so  distributed  to  the  share¬ 
holder. 

(b)  The  basis  of  the  old  shares  and  the 
stock  or  securities  received  upon  the 
distribution  shall  be  determined  in  ac¬ 
cordance  with  the  following  rules; 

(1)  If  the  stock  or  securities  received 
upon  the  distribution  consist  solely  of 
stock  in  the  distributing  corporation  and 
the  stock  received  is  all  of  substantially 
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the  same  character  and  preference  as  the 
stock  in  respect  of  which  the  distribution 
is  made,  the  basis  of  each  share  will  be 
the  quotient  of  the  cost  or  other  basis  of 
the  old  shares  of  stock  divided  by  the 
total  number  of  the  old  and  the  new 
shares. 

(2)  If  the  stock  or  securities  received 
upon  the  distribution  are  in  whole  or  in 
part  stock  in  a  corporation  other  than 
the  distributing  corporation,  or  are  in 
whole  or  in  part  stock  of  a  character  or 
preference  materially  different  from  the 
stock  in  respect  of  w  hich  the  distribution 
is  made,  or  if  the  distribution  consists 
in  whole  or  in  part  of  securities  other 
than  stock,  the  cost  or  other  basis  of  the 
stock  in  respect  of  which  the  distribution 
is  made  shall  be  apportioned  between 
such  stock  and  the  stock  or  securities 
distributed  in  proportion,  as  nearly  as 
may  be,  to  the  respective  values  of  each 
class  of  stock  or  security,  old  and  new, 
at  the  time  of  such  distribution,  and  the 
basis  of  each  share  of  stock  or  unit  of 
security  will  be  the  quotient  of  the  cost 
or  other  basis  of  the  class  of  stock  or 
security  to  which  such  share  or  unit  be¬ 
longs,  divided  by  the  number  of  shares  or 
units  in  the  class.  Within  the  meaning 
of  this  subparagraph  stocks  or  securi¬ 
ties  in  one  corporation  are  different  in 
class  from  stocks  or  securities  in  another 
corporation,  and,  in  general,  any  ma¬ 
terial  difference  in  character  or  prefer¬ 
ence  or  terms  sufficient  to  distinguish 
one  stock  or  security  from  another  stock 
or  security  so  that  different  values  may 
properly  be  assigned  thereto,  will  con¬ 
stitute  a  difference  in  class. 

(c >  As  to  the  basis  of  stock  or  securi¬ 
ties  distributed  by  one  member  of  a  sys¬ 
tem  group  to  another  member  of  the 
same  system  group,  see  section  372  <d). 


§  39.372-6  Basis  of  property  acquired 
under  section  371  id)  in  transactions 
between  corporations  of  the  same  system 
group,  (a)  If  property  was  acquired  by 
a  corporation  which  is  a  member  of  a 
system  group,  from  a  corporation  which 
is  a  member  of  the  same  system  group, 
upon  a  transfer  or  distribution  described 
in  section  371  <d)  (1) ,  then  as  a  general 
rule  the  basis  of  such  property  in  the 
hands  of  the  acquiring  corporation  is 
the  basis  which  such  .property  would 
have  had  in  the  hands  of  the  transferor 
if  the  transfer  or  distribution  had  not 
been  made.  Except  as  otherwise  indi¬ 
cated  in  this  section,  this  rule  will  apply 
equally  to  cases  in  which  the  consider¬ 
ation  for  the  property  acquired  consists 
of  stock  or  securities,  money,  and  other 
property,  or  any  of  them,  but  it  is  con¬ 
templated  that  an  ultimate  true  reflec¬ 
tion  of  income  will  be  obtained  in  all 
cases,  notwithstanding  any  peculiarities 
in  form  which  the  various  transactions 
may  assume.  See  the  example  in 
§  39.371-6. 

<b)  An  exception  to  the  general  rule 
set  forth  in  paragraph  (a)  of  this  sec¬ 
tion  is  provided  for  in  case  the  property 
acquired  consists  of  stock  or  securities 
issued  by  the  corporation  from  which 
such  stock  or  securities  were  received. 
If  such  stock  or  securities  were  the  sole 
consideration  for  the  property  trans¬ 
ferred  to  the  corporation  issuing  such 
No.  189— Pt.  II— Sec.  2 - 19 


stock  or  securities,  then  the  basis  of  the 
stock  or  securities  shall  be  (1)  the  same 
as  the  basis  (adjusted  to  the  time  of  the 
transfer)  of  the  property  transferred 
for  such  stock  or  securities,  or  (2)  the 
fair  market  value  of  such  stock  or  secur¬ 
ities  at  the  time  of  their  receipt,  which¬ 
ever  is  the  lower.  If  such  stock  or  secur¬ 
ities  constituted  only  part  consideration 
for  the  property  transferred  to  the  cor¬ 
poration  issuing  such  stock  or  securities, 
then  the  basis  shall  be  an  amount  which 
bears  the  same  ratio  to  the  basis  of  the 
property  transferred  as  the  fair  market 
value  of  such  stock  or  securities  on  their 
receipt  bears  to  the  total  fair  market 
value  of  the  entire  consideration  re¬ 
ceived,  except  that  the  fair  market 
value  of  such  stock  or  securities  at  the 
time  of  their  receipt  shall  be  the  basis 
therefor,  if  such  value  is  lower  than 
such  amount. 

(c>  The  application  of  this  section 
may  be  illustrated  by  the  following 
examples: 


Example  (/).  Suppose  the  A  Corpora¬ 
tion  has  property  with  an  adjusted  basis 
of  $600,000  and  in  an  exchange  in  which 
section  371  (d)  (1)  is  applicable,  trans¬ 

fers  such  property  to  the  B  Corporation 
in  exchange  for  a  total  consideration  of 
$1,000,000,  consisting  of  (1)  cash  in  the 
amount  of  $100,000,  (2)  tangible  property 
having  a  fair  market  value  of  $100,003  and 
an  adjusted  basis  in  the  hands  of  the  B  Cor¬ 
poration  of  $300,000.  and  (3)  stock  or  securi¬ 
ties  issued  by  the  B  Corporation  with  a  par 
value  and  a  fair  market  value  as  of  the  date 
of  their  receipt  in  the  amount  of  $500,000. 
The  basis  to  the  B  Corporation  of  the  prop¬ 
erty  received  by  it  is  $600,000,  which  is  the 
adjusted  basis  of  such  property  in  the  hands 
of  the  A  Corporation.  The  basis  to  the  A 
Corporation  of  the  assets  (other  than  cash) 
received  by  it  is  as  follows:  Tangible  prop¬ 
erty,  $300,000.  the  adjusted  basis  of  such 
property  to  the  B  Corporation,  the  former 
owner:  stock  or  securities  issued  by  the  B 
Corporation,  $300,000,  an  amount  equal  to 
500 .000/1, 000, OOOths  of  $500,030. 

Example  (2).  Suppose  that  in  example 

( 1 )  the  property  of  the  A  Corporation  trans¬ 
ferred  to  the  B  Corporation  had  an  adjusted 
basis  of  $1,100,000  instead  of  $600,000,  and 
that  all  other  factors  in  the  example  remain 
the  same.  In  such  case  the  basis  to  the 
A  Corporation  of  the  stock  or  securities  in 
the  B  Corporation  is  $‘>09,000,  which  was 
the  fair  market  value  of  such  stock  or  se¬ 
curities  at  the  time  of  their  receipt  by  the 
A  Corporation,  and  not  the  amount  estab¬ 
lished  as  500,000/1.000, OOOths  of  $1,100,000, 
or  $550,000. 


Utility  Holding  Company  Act  of  1935,  49 
Stat.  804  (U.  S.  C.,  Supp.  Ill,  Title  15.  sec. 
79  (b),  (c)). 

(c)  The  term  “majority-owned  subsidiary 
company”  of  a  registered  holding  company 
means  a  corporation,  stock  of  which,  repre¬ 
senting  in  the  aggregate  more  than  50  per 
centum  of  the  total  combined  voting  power 
of  all  classes  of  stock  of  such  corporation 
entitled  to  vote  (not  including  stock  which 
is  entitled  to  vote  only  upon  default  or  non¬ 
payment  of  dividends  or  other  special  cir¬ 
cumstances)  is  owned  wholly  by  such  regis¬ 
tered  holding  company,  or  partly  by  such 
registered  holding  company  and  partly  by 
one  or  more  majority-owned  subsidiary 
companies  thereof,  or  by  one  or  more  ma¬ 
jority-owned  subsidiary  companies  of  such 
registered  holding  company. 

(d)  The  term  “system  group”  means  one 
or  more  chains  of  corporations  connected 
through  stock  ownership  with  a  common 
parent  corporation  if — 

(1)  At  least  90  per  centum  of  each  class 
of  the  stock  (other  than  (A)  stock  which 
is  preferred  as  to  both  dividends  and  assets, 
and  (B)  stock  which  is  limited  and  preferred 
as  to  dividends  but  which  is  not  preferred 
as  to  assets  but  only  if  the  total  value  of  such 
stock  is  less  than  1  per  centum  of  the  aggre¬ 
gate  value  of  all  classes  of  stock  which  are  not 
preferred  as  to  both  dividends  and  assets)  of 
each  of  the  corporations  (except  the  com¬ 
mon  parent  corporation )  is  owned  directly 
by  one  or  more  of  the  other  corporations; 
and 

(2)  The  common  parent  corporation  owns 
directly  at  least  90  per  centum  of  each  class 
of  the  stock  (other  than  stock  which  is  pre¬ 
ferred  as  to  both  dividends  and  assets)  of  at 
least  one  of  the  other  corporations;  and 

(3)  Each  of  the  corporations  is  either  a 
registered  holding  company  or  a  majority- 
owned  subsidiary  company. 

( e )  The  term  “nonexempt  property” 


§  39.373  Statutory  provisions;  ex¬ 
changes  and  distributions  in  obedience 
to  orders  of  Securities  and  Exchange 
Commission;  definitions. 


Sec.  373.  Definitions.  As  used  in  this  sup¬ 
plement — 

(a)  The  term  “order  of  the  Securities  and 
Exchange  Commission”  means  an  order  is¬ 
sued  after  May  28,  1938,  by  the  Securities  and 
Exchange  Commission  which  requires,  au¬ 
thorizes,  permits,  or  approves  transactions 
described  in  such  order  to  effectuate  the 
provisions  of  section  11  (b)  of  the  Public 
Utility  Holding  Company  Act  of  1935,  49  Stat. 
820  (U.  S.  C.,  Title  15,  sec.  79k  (b)),  which 
has  become  or  becomes  final  in  accordance 
with  law. 

(b)  The  terms  “registered  holding  com¬ 
pany,"  “holding-company  system,"  and  "as¬ 
sociate  company”  shall  have  the  meanings 
assigned  to  them  by  section  2  of  the  Public 


(1)  Any  consideration  in  the  form  of  evi¬ 
dences  of  indebtedness  owed  by  the  trans¬ 
feror  or  a  cancellation  or  assumption  of 
debts  or  other  liabilities  of  the  transferer 
(including  a  continuance  of  encumbrances 
subject  to  which  the  property  was  trans¬ 
ferred); 

(2)  Short-term  obligations  (Including 
notes,  drafts,  bills  of  exchange,  and  bankers' 
acceptances)  having  a  maturity  at  the  time 
of  issuance  of  not  exceeding  twenty-four 
months,  exclusive  of  days  of  grace; 

(3)  Securities  issued  or  guaranteed  as  to 
principal  or  interest  by  a  government  or 
subdivision  thereof  (including  those  issued 
by  a  corporation  which  is  an  instrumentality 
of  a  government  or  subdivision  thereof); 

(4)  Stock  or  securities  which  were  ac¬ 
quired  from  a  registered  holding  company 
or  an  associate  company  of  a  registered  hold¬ 
ing  company  which  acquired  such  stock  or 
securities  after  February  28,  1938,  unless 
such  stock  or  securities  (other  than  obliga¬ 
tions  described  as  nonexempt  property  in 
paragraph  (1),  (2),  or  (3)  )  were  acquired  in 
obedience  to  an  order  of  the  Securities  and 
Exchange  Commission  or  were  acquired  with 
the  authorization  or  approval  of  the  Securi¬ 
ties  and  Exchange  Commission  under  any 
section  of  the  Public  Utility  Holding  Com¬ 
pany  Act  of  1935,  49  Stat.  820  (U.  S.  C.,  Title 
15,  sec.  79k  (b) ); 

(5)  Money,  and  the  right  to  receive  money 
not  evidenced  by  a  security  other  than  an 
obligation  described  as  nonexempt  property 
in  paragraph  (2)  or  (3). 

(f)  The  term  “stock  or  securities”  means 
shares  of  stock  in  any  corporation,  certifi¬ 
cates  of  stock  or  interest  in  any  corporation, 
notes,  bonds,  debentures,  and  evidences  of 
indebtedness  (including  any  evidence  of  an 
interest  in  or  right  to  subscribe  to  or  pur¬ 
chase  any  of  the  foregoing). 
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|Sec.  373  as  amended  by  sec.  221  (a).  Rev. 
Act  1939;  sec.  117  (a),  Rev.  Act  1941;  6ee. 
171  (d ) ,  (e) .  and  (f ) .  Rev.  Act.  1942;  sec.  338, 
Rev.  Act  1951] 

§  39.373-1  Definitions — (a)  Order  of 
the  Securities  and  Exchange  Commis¬ 
sion.  (1)  An  order  of  the  Securities  and 
Exchange  Commission  as  defined  in  sec¬ 
tion  373  (a)  must  be  issued  after  May 
28,  1938  (the  date  of  the  enactment  of 
the  Revenue  Act  of  1938),  and  must  be 
issued  under  the  authority  of  section 
11  <b>  or  11  (e)  of  the  Public  Utility 
Holding  Company  Act  of  1935  (15  U.  S.  C. 
79k  <b>,  (e)),  to  effectuate  the  provi¬ 
sions  of  section  11  (b>  of  such  Act.  In 
all  cases  the  order  must  become  or  have 
become  final  in  accordance  with  law; 
i.  e.,  it  must  be  valid,  outstanding, 
and  not  subject  to  further  appeal.  See 
further  sections  373  (a)  and  371  (f). 

(2)  Section  11  <b)  of  the  Public  Utility 
Holding  Company  Act  of  1935  provides; 

(b)  It  shall  be  the  duty  of  the  Commis¬ 
sion,  as  soon  as  practicable  after  January  1, 
1938: 

(1)  To  require  by  order,  after  notice  and 
opportunity  for  hearing,  that  each  registered 
holding  company,  and  each  subsidiary  com¬ 
pany  thereof,  shall  take  such  action  as  the 
Commission  shall  find  necessary  to  limit  the 
operations  of  the  holding-company  system  of 
which  such  company  is  a  part  to  a  single 
integrated  public-utUity  system,  and  to  such 
other  businesses  as  are  reasonably  incidental, 
or  economically  necessary  or  appropriate  to 
the  operations  of  such  integrated  public- 
utility  system:  Provided,  however.  That  the 
Commission  shall  permit  a  registered  holding 
company  to  continue  to  control  one  or  more 
additional  integrated  public-utility  systems, 
if,  after  notice  and  opportunity  for  hearing, 
it  finds  that — 

(A)  Each  of  such  additional  systems  can¬ 
not  be  operated  as  an  independent  system 
without  the  loss  of  substantial  economies 
which  can  be  secured  by  the  retention  of 
control  by  such  holding  company  of  such 
system; 

(B)  All  of  such  additional  systems  are  lo¬ 
cated  in  one  State,  or  in  adjoining  States,  or 
in  a  contiguous  foreign  country;  and 

(C)  The  continued  combination  of  6uch 
systems  under  the  control  of  such  holding 
company  is  not  so  large  (considering  the 
state  of  the  art  and  the  area  or  region  af¬ 
fected)  as  to  impair  the  advantages  of  local¬ 
ized  management,  efficient  operation,  or  the 
effectiveness  of  regulation. 

The  Commission  may  permit  as  reasonably 
Incidental,  or  economically  necessary  or  ap¬ 
propriate  to  the  operations  of  one  or  more 
integrated  public-utility  systems  the  reten¬ 
tion  of  an  interest  in  any  business  (other 
than  the  business  of  a  public-utility  com¬ 
pany  as  such)  which  the  Commission  shall 
find  necessary  or  appropriate  in  the  public 
interest  or  for  the  protection  of  investors 
or  consumers  and  not  detrimental  to  the 
proper  functioning  of  such  system  or 
systems. 

(2)  To  require  by  order,  after  notice  and 
opportunity  for  hearing,  that  each  registered 
holding  company,  and  each  subsidiary  com¬ 
pany  thereof,  shall  take  such  steps  as  the 
Commission  shall  find  necessary  to  ensure 
that  the  corporate  structure  or  continued 
existence  of  any  company  in  the  holding- 
company  system  does  not  unduly  or  unneces¬ 
sarily  complicate  the  structure,  or  unfairly  or 
inequitably  distribute  voting  power  among 
security  holders,  of  such  holding-company 
system.  In  carrying  out  the  provisions  of 
this  paragraph  the  Commission  shall  require 
each  registered  holding  company  (and  any 
company  in  the  same  holding-company 


system  with  such  holding  company)  to  take 
such  action  as  the  Commission  shall  find 
necessary  in  order  that  such  holding  com¬ 
pany  shall  cease  to  be  a  holding  company 
with  respect  to  each  of  its  subsidiary  com¬ 
panies  which  itself  has  a  subsidiary  company 
which  is  a  holding  company.  Except  for  the 
purpose  of  fairly  and  equitably  distributing 
voting  power  among  the  security  holders  of 
such  company,  nothing  in  this  paragraph 
shall  authorize  the  Commission  to  require 
any  change  in  the  corporate  structure  or 
existence  of  any  company  which  is  not  a 
holding  company,  or  of  any  company  whose 
principal  business  is  that  of  a  public-utility 
company. 

The  Commission  may  by  order  revoke  or 
modify  any  order  previously  made  under  this 
subsection,  if,  after  notice  and  opportunity 
for  hearing,  it  finds  that  the  conditions  upon 
which  the  order  was  predicated  do  not  exist. 
Any  order  made  under  this  subsection  shall 
be  subject  to  judicial  review  as  provided  in 
section  24. 

(3)  Section  11  (e)  of  the  Public  Utility 
Holding  Company  Act  of  1935  provides: 

(e)  In  accordance  with  such  rules  and  reg¬ 
ulations  or  order  as  the  Commission  may 
deem  necessary  or  appropriate  in  the  public 
interest  or  for  the  protection  of  investors 
or  consumers,  any  registered  holding  com¬ 
pany  or  any  subsidiary  company  of  a  regis¬ 
tered  holding  company  may,  at  any  time 
after  January  1,  1936,  submit  a  plan  to  the 
Commission  for  the  divestment  of  control, 
securities,  or  other  assets,  or  for  other  action 
by  such  company  or  any  subsidiary  company 
thereof  for  the  purpose  of  enabling  such 
company  or  any  subsidiary  company  thereof 
to  comply  with  the  provisions  of  subsection 
(b).  If,  after  notice  and  opportunity  for 
hearing,  the  Commission  shall  find  such 
plan,  as  submitted  or  as  modified,  necessary 
to  effectuate  the  provisions  of  subsection  (b) 
and  fair  and  equitable  to  the  persons  affected 
by  such  plan,  the  Commission  shall  make  an 
order  approving  such  plan;  and  the  Commis¬ 
sion,  at  the  request  of  the  company,  may 
apply  to  a  court,  in  accordance  with  the 
provisions  of  subsection  (f)  of  section  18,  to 
enforce  and  carry  out  the  terms  and  provi¬ 
sions  of  such  plan.  If,  upon  any  such  appli¬ 
cation,  the  court,  after  notice  and  oppor¬ 
tunity  for  hearing,  shall  approve  such  plan 
as  fair  and  equitable  and  as  appropriate  to 
effectuate  the  provisions  of  section  11,  the 
court  as  a  court  of  equity  may,  to  such  extent 
a6  it  deems  necessary  for  the  purpose  of 
carrying  out  the  terms  and  provisions  of 
such  plan,  take  exclusive  Jurisdiction  and 
possession  of  the  company  or  companies  and 
the  assets  thereof,  wherever  located;  and  the 
court  shall  have  Jurisdiction  to  appoint  a 
trustee,  and  the  court  may  constitute  and 
appoint  the  Commission  as  sole  trustee,  to 
hold  or  administer,  under  the  direction  of 
the  court  and  in  accordance  with  the  plan 
theretofore  approved  by  the  court  and  the 
Commission,  the  assets  so  possessed. 

<b)  Registered  holding  company, 
holding -company  system,  and  associate 
company.  (1)  Under  section  5  of  the 
Public  Utility  Holding  Company  Act  of 
1935  (15  U.  S.  C.  79e>,  any  holding 
company  may  register  by  filing  with  the 
Securities  and  Exchange  Commission  a 
notification  of  registration,  in  such  form 
as  the  Commission  may  by  rules  and 
regulations  prescribe  as  necessary  or 
appropriate  in  the  public  interest  or  for 
the  protection  of  investors  or  consumers. 
A  holding  company  shall  be  deemed  to 
be  registered  upon  receipt  by  the  Securi¬ 
ties  and  Exchange  Commission  of  such 
notification  of  registration.  As  used  in 


this  part,  the  term  “registered  holding 
company”  means  a  holding  company 
whose  notification  of  registration  has 
been  so  received  and  whose  registra¬ 
tion  is  still  in  effect  under  section  5  of 
the  Public  Utility  Holding  Company  Act 
of  1935.  Under  section  2  (a)  (7)  of  the 
Public  Utility  Holding  Company  Act  of 
1935  (15  U.  S.  C.  79b  (a)  <7)),  a  cor¬ 
poration  is  a  holding  company  (unless 
it  is  declared  not  to  be  such  by  the 
Securities  and  Exchange  Commission), 
if  such  corporation  directly  or  in¬ 
directly  owns,  controls,  or  holds  with 
power  to  vote  10  percent  or  more  of  the 
outstanding  voting  securities  of  a  public- 
utility  company  <i.  e.,  an  electric  utility 
company  or  a  gas  utility  company  as 
defined  by  such  act)  or  of  any  other 
holding  company.  A  cor po ration  is  also 
a  holding  company  if  the  Securities  and 
Exchange  Commission  determines,  after 
notice  and  opportunity  for  hearing,  that 
such  corporation  directly  or  indirectly 
exercises  (either  alone  or  pursuant  to  an 
arrangement  or  understanding  with  one 
or  more  other  persons)  such  a  control¬ 
ling  influence  over  the  management  or 
policies  of  any  public-utility  company 
(i.  e.,  an  electric  utility  company  or  a  gas 
utility  company  as  defined  by  such  act) 
or  holding  company  as  to  make  it  neces¬ 
sary  or  appropriate  in  the  public  interest 
or  for  the  protection  of  investors  or  con¬ 
sumers  that  such  corporation  be  subject 
to  the  obligations,  duties,  and  liabilities 
imposed  upon  holding  companies  by  the 
Public  Utility  Holding  Company  Act  of 
1935  (15  U.  S.  C.  c.  2  C).  An  electric 
utility  company  is  defined  by  section  2 
(a)  (3)  of  the  Public  Utility  Holding 
Company  Act  of  1935  (15  U.  S.  C.  79b 
(a)  (3) )  to  mean  a  company  which  owns 
or  operates  facilities  used  for  the  gen¬ 
eration,  transmission,  or  distribution  of 
electrical  energy  for  sale,  other  than 
sale  to  tenants  or  employees  of  the  com¬ 
pany  operating  such  facilities  for  their 
own  use  and  not  for  resale;  and  a  gas 
utility  company  is  defined  by  section  2 
(a)  (4)  of  such  act  (15  U.  S.  C.  79b  (a) 

(4) ),  to  mean  a  company  which  owns  or 
operates  facilities  used  for  the  distribu¬ 
tion  at  retail  (other  than  distribution 
only  in  enclosed  portable  containers,  or 
distribution  to  tenants  or  employees  of 
the  company  operating  such  facilities  for 
their  own  use  and  not  for  resale)  of  nat¬ 
ural  or  manufactured  gas  for  heat,  light, 
or  power.  However,  under  certain  condi¬ 
tions  the  Securities  and  Exchange  Com¬ 
mission  may  declare  a  company  not  to 
be  an  electric  utility  company  or  a  gas 
utility  company,  as  the  case  may  be.  in 
which  event  the  company  shall  not  be 
considered  an  electric  utility  company 
or  a  gas  utility  company. 

(2)  The  term  “holding -company  sys¬ 
tem”  has  the  meaning  assigned  to  it  by 
section  2  (a)  (9)  of  the  Public  Utility 
Holding  Company  Act  of  1935  (15  U.  S.  C. 
79b  (a)  (9*),  and  hence  means  any 
holding  company,  together  with  all  its 
subsidiary  companies  (i.  e.,  subsidiary 
companies  within  the  meaning  of  sec¬ 
tion  2  (a)  <8)  of  such  act  (15  U.  S.  C. 
79b  (a)  <8)),  which  in  general  include 
all  companies  10  percent  of  whose  out¬ 
standing  voting  securities  is  owned  di- 
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rectly  or  indirectly  by  such  holding  com¬ 
pany  and  all  mutual  service  companies 
of  which  such  holding  company  or  any 
subsidiary  company  thereof  is  a  member 
company.  The  term  “mutual  service 
company”  means  a  company  approved  as 
a  mutual  service  company  under  section 
13  of  the  Public  Utility  Holding  Company 
Act  of  1935  ( 15  U.  S.  C.  79m ) .  The  term 
"member  company”  is  defined  by  section 
2  <a)  <  14)  of  such  act  (15  U.  S.  C.  79b 
(a)  (14)),  to  mean  a  company  which 
is  a  member  of  an  association  or  group 
of  companies  mutually  served  by  a  mu¬ 
tual  service  company. 

(3)  The  term  “associate  company” 
has  the  meaning  assigned  to  it  by  section 
2  (a)  (10)  of  the  Public  Utility  Holding 
Company  Act  of  1935  (15  U.  S.  C.  79b  (a) 
(10)).  and  hence  an  associate  company 
of  a  company  is  any  company  in  the 
same  holding-company  system  with  such 
company. 

(c)  “Majority -owned  subsidiary  com¬ 
pany."  The  term  “majority-owned  sub¬ 
sidiary  company”  is  defined  in  section 
373  (c).  Direct  ownership  by  a  regis¬ 
tered  holding  company  of  more  than  50 
percent  of  the  specified  stock  of  another 
corporation  is  not  ftecessary  to  consti¬ 
tute  such  corporation  a  majority-owned 
subsidiary  company.  To  illustrate,  if  the 
H  Corporation,  a  registered  holding  com¬ 
pany,  owns  51  percent  of  the  common 
stock  of  the  A  Corporation  and  31  per¬ 
cent  of  the  common  stock  of  the  B  Cor¬ 
poration.  and  the  A  Corporation  owns  20 
percent  of  the  common  stock  of  the  B 
Corporation  (the  common  stock  in  each 
case  being  the  only  stock  entitled  to 
vote),  both  the  A  Corporation  and  the  B 
Corporation  are  majority -owned  sub¬ 
sidiary  companies. 

(d>  System  group.  The  term  “system 
group”  is  defined  in  section  373  (d)  to 
mean  one  or  more  chains  of  corpora¬ 
tions  connected  through  stock  owner¬ 
ship  with  a  common  parent  corporation, 
if  at  least  90  percent  of  each  class  of 
stock  (other  than  (1)  stock  which  is 
preferred  as  to  both  dividends  and 
assets,  and  (2)  stock  which  is  limited 
and  preferred  as  to  dividends  but  which 
is  not  preferred  as  to  assets  but  only  if 
the  total  value  of  such  stock  is  less  than 
1  percent  of  the  aggregate  value  of  all 
classes  of  stock  which  are  not  preferred 
as  to  both  dividends  and  assets)  of  each 
of  the  corporations  (except  the  common 
parent  corporation)  is  owned  directly 
by  one  or  more  of  the  other  corporations, 
and  if  the  common  parent  corporation 
owns  directly  at  least  90  percent  of  each 
class  of  stock  (other  than  stock  pre¬ 
ferred  as  to  both  dividends  and  assets) 
of  at  least  one  of  the  other  corporations; 
but  no  corporation  is  a  member  of  a 
system  group  unless  it  is  either  a  regis¬ 
tered  holding  company  or  a  majority- 
owned  subsidiary  company.  While  the 
type  of  stock  which  must,  for  the  pur¬ 
pose  of  this  definition,  be  at  least  90 
percent  owned  may  be  different  from 
the  voting  stock  which  must  be  more 
than  50  percent  owned  for  the  purpose 
of  the  definition  of  a  majority-owned 
subsidiary  company  under  section  373 
(c),  as  a  general  rule  both  types  of 
ownership  tests  must  be  met  under  sec- 
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tion  373  (d),  since  a  corporation,  in 
order  to  be  a  member  of  a  system  group, 
must  also  be  a  registered  holding  com¬ 
pany  or  a  majority-owned  subsidiary 
company. 

(e)  Nonexempt  property.  The  term 
“nonexempt  property”  is  defined  by  sec¬ 
tion  373  (e)  to  include — 

(1)  The  amount  of  any  consideration 
in  the  form  of  a  cancellation  or  assump¬ 
tion  of  debts  or  other  liabilities  (includ¬ 
ing  a  continuance  of  encumbrances  sub¬ 
ject  to  which  the  property  wras  trans¬ 
ferred  and  including  the  amount  of  any 
consideration  in  the  form  of  evidences 
of  indebtedness  owned  by  the  trans¬ 
feror).  To  illustrate,  if  in  obedience  to 
an  order  of  the  Securities  and  Exchange 
Commission  the  X  Corporation,  a  regis¬ 
tered  holding  company,  transfers  prop¬ 
erty  to  the  Y  Corporation  in  exchange 
for  property  (not  nonexempt  property) 
with  a  fair  market  value  of  $500,000,  the 
X  Corporation  receives  $100,000  of  non¬ 
exempt  property,  if  for  example, 

(1)  The  Y  Corporation  cancels  $100,000 
of  indebtedness  owed  to  it  by  the  X 
Corporation ; 

(ii)  The  Y  Corporation  assumes  an  in¬ 
debtedness  of  $100,000  owed  by  the  X 
Corporation  to  another  company,  the  A 
Corporation;  or 

(iii)  The  Y  Corporation  takes  over  the 
property  conveyed  to  it  by  the  X  Cor¬ 
poration  subject  to  a  mortgage  of 
$100,000. 

(2)  Short-term  obligations  (including 
notes,  drafts,  bills  of  exchange,  and 
bankers’  acceptances)  having  a  maturity 
at  the  time  of  issuance  of  not  exceeding 
24  months,  exclusive  of  days  of  grace. 

(3)  Securities  issued  or  guaranteed  as 
to  principal  or  interest  by  a  government 
or  subdivision  thereof  (including  those 
issued  by  a  corporation  which  is  an  in¬ 
strumentality  of  a  government  or  sub¬ 
division  thereof). 

(4)  Stock  or  securities  which  were  ac¬ 
quired  from  a  registered  holding  com¬ 
pany  which  acquired  such  stock  or 
securities  after  February  28,  1938,  or  an 
associate  company  of  a  registered  hold¬ 
ing  company  which  acquired  such  stock 
or  securities  after  February  28.  1938, 
unless  such  stock  or  securities  were  ac¬ 
quired  in  obedience  to  an  order  of  the 
Securities  and  Exchange  Commission  (as 
defined  in  section  373  (a))  or  were  ac¬ 
quired  with  the  authorization  or  ap¬ 
proval  of  the  Securities  and  Exchange 
Commission  under  any  section  of  the 
Public  Utility  Holding  Company  Act  of 
1935,  and  are  not  non-exempt  property 
within  the  meaning  of  section  373  (e), 
(1),  (2),  or  (3). 

(5)  Money,  and  the  right  to  receive 
money  not  evidenced  by  a  security  other 
than  an  obligation  described  as  non¬ 
exempt  property  in  section  373  (e)  (2) 
or  (3).  The  term  “the  right  to  receive 
money”  includes,  among  other  items, 
accounts  receivable,  claims  for  damages, 
and  rights  to  refunds  of  taxes. 

(f)  Stock  or  securities.  The  term 
“stock  or  securities”  is  defined  in  section 
373  (f)  for  the  purposes  of  sections  371 
to  373,  inclusive.  As  therein  defined, 
the  term  includes  voting  trust  certificates 
and  stock  rights  or  warrants. 
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SUPPLEMENT  S — TAX  OF  SHAREHOLDERS  OF 
PERSONAL  SERVICE  CORPORATIONS 

§  39.391  Statutory  provisions ;  per¬ 
sonal  service  corporations;  applicability 
of  Supplement  S. 

Sec.  391.  Applicability  of  supplement .  If  a 
personal  service  corporation  (as  defined  in 
section  449)  is  exempt  under  such  section 
for  any  taxable  year  from  the  excess  profits 
tax  imposed  by  such  subchapter,  the  pro¬ 
visions  of  this  Supplement  shall  be  applicable 
with  respect  to  each  shareholder  of  such  cor¬ 
poration  who  was  a  shareholder  in  such 
corporation  on  the  last  day  of  such  taxable 
year  of  the  corporation. 

|  Sec.  391  as  added  by  sec.  502,  Second  Rev. 
Act  1940;  amended  by  sec.  304  (f).  Excess 
Profits  Tax  Act  1950) 

§  39.391-1  Applicability  of  Supple¬ 
ment  S.  If  a  personal  service  corpora¬ 
tion  elects  not  to  be  subject  to  the  excess 
profits  tax  for  any  taxable  year,  then 
Supplement  S  shall  be  applicable  with 
respect  to  each  person  who  was  a  share¬ 
holder  of  such  corporation  at  the  close 
of  the  taxable  year  of  the  corporation. 
For  definition  of  a  personal  service  cor¬ 
poration  and  for  method  of  election,  see 
section  449  and  the  regulations  there¬ 
under. 

§  39.392  Statutory  provisions ;  per¬ 
sonal  service  corporations ;  undistributed 
Supplement  S  net  income. 

Sec.  392.  Undistributed  Supplement  S  net 
income.  For  the  purposes  of  this  chapter, 
the  term  “undistributed  Supplement  S  net 
income”  means  the  Supplement  S  net  income 
(as  defined  in  section  393)  minus  the  amount 
of  the  dividends  paid  during  the  taxable 
year.  For  the  purposes  of  this  section  the 
amount  of  dividends  paid  shall  be  computed 
in  the  same  manner  as  provided  in  subsec¬ 
tions  (d),  (e).  (f).  (g),  (h).  and  (i)  of 
section  27  for  the  purpose  of  the  basic  surtax 
credit  provided  in  section  27. 

[Sec.  392  as  added  by  sec.  502,  Second  Rev. 
Act  1940] 

§  39.392-1  Undistributed  Supplement 
S  net  income.  The  term  “undistributed 
Supplement  S  net  income”  means  Sup¬ 
plement  S  net  income  (as  defined  in 
section  393)  minus  the  amount  of 
dividends  paid  by  the  corporation  dur¬ 
ing  the  taxable  year.  For  the  method 
of  computing  dividends  paid,  see  sub¬ 
sections  (d),  (e),  (f),  (g),  (h),  and  (i) 
of  section  27  and  the  regulations  there¬ 
under. 

§  39.393  Statutory  provisions;  per¬ 
sonal  service  corporations;  supplement 
S  net  income. 

Sec.  393.  Supplement  S  net  income.  For 
the  purposes  of  this  chapter  "Supplement  S 
net  income"  means  the  net  income,  except 
that  there  shall  be  allowed  as  additional 
deductions — 

(a)  The  Federal  income  tax  payable  under 
this  chapter  for  the  taxable  year;  and 

(b)  In  lieu  of  the  deduction  allowed  by 
section  23  (q),  contributions  or  gifts,  pay¬ 
ment  of  which  is  made  within  the  taxable 
year,  to  or  for  the  use  of  donees  described 
in  section  23  (q)  for  the  purposes  therein 
specified,  to  an  amount  which  does  not 
exceed  15  per  centum  of  the  corporation’s 
net  income,  computed  without  the  benefit 
of  this  subsection  and  section  23  (q).  For 
the  purposes  of  this  section,  the  net  income 
shall  be  computed  without  regard  to  section 
47  (c). 
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[See.  393  as  added  by  sec.  502,  Second  Rev. 
Act  1940;  amended  by  sec.  135  (b)  (3),  Rev. 
Act  1942] 

§  39.393-1  Supplement  S  net  income. 
(a>  The  term  “Supplement  S  net  income” 
means  the  net  income  as  defined  in  sec¬ 
tion  21,  but  computed  without  the  de¬ 
duction  allowed  under  section  23  <q), 
minus  the  sum  of  the  following: 

(1)  The  Federal  income  tax  payable 
under  chapter  1  for  the  taxable  year; 
and 

(2)  The  amount  of  contributions  or 
gifts  made  to  or  for  the  use  of  donees 
described  in  section  23  (q>  for  the  pur¬ 
poses  therein  spee  fied.  to  an  amount 
which  does  not  exceed  15  percent  of  the 
net  income  of  the  corporation  computed 
without  the  benefit  of  sections  23  (q) 
and  393  (b). 

In  the  case  of  a  taxable  year  of  less 
than  12  months  on  account  of  a  change 
in  the  accounting  period  of  the  corpor¬ 
ation,  the  corporate  net  income,  as  de¬ 
fined  in  section  21,  is  computed  on  the 
basis  of  the  period  included  in  the  tax¬ 
able  year,  and  is  not  placed  on  an  annual 
basis  under  the  provisions  of  section 
47  <c>. 

(b)  The  deductions  allowed  under 
section  393  for  contributions  or  gifts 
made  to  or  for  the  use  of  donees  de¬ 
scribed  in  section  23  (q)  are  in  lieu  of 
deductions  otherwise  allowable  under 
section  23  <q)  and  are  allowable  only 
for  the  taxable  year  in  which  such  con¬ 
tributions  or  gifts  are  actually  paid,  re¬ 
gardless  of  when  pledged  and  regardless 
of  the  method  of  accounting  employed 
by  the  corporation  in  keeping  its  books 
and  records. 

(c)  The  provisions  of  paragraphs  (g) 
and  (h)  of  §  39.23  (o)-l  relating  to  (1) 
the  statement  in  returns  of  the  name 
and  address  of  each  organization  to 
which  a  contribution  or  gift  was  made 
and  the  amount  and  the  approximate 
date  of  the  actual  payment  of  the  con¬ 
tribution  or  gift,  (2)  the  substantiation 
of  the  claims  for  deductions  when  re¬ 
quired  by  the  Commissioner,  and  (3> 
the  basis  for  calculation  of  the  amount 
of  a  contribution  or  gift  which  is  other 
than  money,  are  equally  applicable  to 
claims  for  deductions  of  amounts  of 
contributions  or  gifts  by  corporations 
under  section  393. 

(d>  The  method  of  computing  Sup¬ 
plement  S  net  income  may  be  illustrated 
by  the  following  example: 

Example.  The  X  Corporation,  a  personal 
service  corporation,  has  for  the  calendar 
year  1952  a  net  income,  as  computed  under 
chapter  1,  of  $190,000.  The  Federal  income 
tax  payable  under  chapter  1  for  that  year 
amounts  to  $93,300.  Contributions  or  gifts 
payment  of  which  is  made  during  the  tax¬ 
able  year  to  or  for  the  use  of  donees  de¬ 
scribed  in  section  23  (q)  for  the  pxirposes 
therein  specified  amount  to  $35,000.  The 
Supplement  S  net  income  of  the  corporation 
is  $76,700,  computed  as  follow's; 

Net  Income  under  chapter  1 _ $190,000 

Add:  Contributions  deductible  in 

computing  net  income  under 

section  21 _  10,000 

Net  income  computed  with¬ 
out  the  benefit  of  any  de¬ 
duction  for  contributions.  200.  000 


Less:  Federal  Income  tax 

on  $190.000 _ _ $93,300 

Contributions  deduct¬ 
ible  under  section 
393  (b)  (15  percent 
of  $200.000) _  30,000 


123, 300 


Supplement  S  net  income —  76,  700 

§  39.394  Statutory  provisions;  per¬ 
sonal  service  corporations ;  income  taxed 
to  shareholders. 

Sec.  394.  Corporation  income  taxed  to 
shareholders — (a)  General  rule.  The  undis¬ 
tributed  Supplement  S  net  income  of  a  per¬ 
sonal  service  corporation  shall  be  included 
in  the  gross  income  of  the  shareholders  in 
the  manner  and  to  the  extent  set  forth  in 
this  Supplement. 

(b)  Amount  included  in  gross  tncome. 
Each  shareholder  who,  on  the  last  day  of  the 
taxable  year  of  the  corporation,  was  a  share¬ 
holder  in  such  corporation  shall  include  In 
his  gross  income,  as  a  dividend,  for  the 
taxable  year  in  which  or  with  which  the 
taxable  year  of  the  corporation  ends,  the 
amount  he  would  have  received  as  a  dividend 
if  on  such  last  day  there  had  been  distributed 
by  the  corporation,  and  received  by  the 
shareholders,  an  amount  equal  to  the  un¬ 
distributed  Supplement  S  net  income  of  the 
corporation  for  its  taxable  year. 

(c)  Credit  for  obligations  of  the  United 
States  and  its  instrumentalities.  Each  such 
shareholder  shall  be  allowed  a  credit  against 
net  income,  for  the  purposes  of  the  tax  im¬ 
posed  by  section  11,  13,  14,  201,  204,  207,  or 
362,  of  his  proportionate  share  of  the  in¬ 
terest  specified  in  section  25  (a)  (1)  or  (2) 
which  is  included  in  the  gross  income  of  the 
corporation.  For  any  taxable  year  of  the 
corporation  beginning  after  December  31, 
1941,  each  such  shareholder’s  proportionate 
share  of  such  interest  received  by  the  cor¬ 
poration  shall  be  his  proportionate  share  of 
such  interest  (determined  without  regard 
to  this  sentence)  reduced  by  so  much  of  the 
deduction  under  section  23  (v)  as  is  at¬ 
tributable  to  such  share. 

(d)  E fleet  on  capital  account  of  personal 
service  corporation.  An  amount  equal  to  the 
undistributed  Supplement  S  net  income  of 
the  personal  service  corporation  for  its  tax¬ 
able  year  shall  be  considered  as  paid  in  as  of 
the  close  of  such  taxable  year  as  paid-in 
surplus  or  as  a  contribution  to  capital,  and 
the  accumulated  earnings  and  profits  as  of 
the  close  of  such  taxable  year  shall  be  cor¬ 
respondingly  reduced,  if  such  amount  or  any 
portion  thereof  is  required  to  be  included  as 
a  dividend  in  the  gross  income  of  the  share¬ 
holders. 

(e)  Basis  of  stock  in  hands  of  shareholders. 
The  amount  required  to  be  included  in  the 
gross  income  of  the  shareholder  under  sub¬ 
section  (b)  shall,  for  the  purpose  of  adjust¬ 
ing  the  basis  of  his  stock  with  respect  to 
which  the  distribution  would  have  been 
made  (if  it  had  been  made),  be  treated  as 
having  been  reinvested  by  the  shareholder  as 
a  contribution  to  the  capital  of  the  corpora¬ 
tion;  but  only  to  the  extent  to  which  such 
amount  is  included  in  his  gross  income  in  his 
return,  increased  or  decreased  by  any  adjust¬ 
ment  of  such  amount  in  the  last  determina¬ 
tion  of  the  shareholder’s  tax  liability,  made 
before  the  expiration  of  seven  years  after  the 
date  prescribed  by  law  for  filing  the  return. 

(f)  Period  of  limitation  on  assessment  and 
collection.  For  period  of  limitation  on  assess¬ 
ment  and  collection  without  assessment,  in 
the  case  of  failure  to  include  in  gross  income 
the  amount  properly  includible  therein  under 
subsection  (b),  see  section  275  (d). 

|  Sec.  394  as  added  by  sec.  502,  Second  Rev. 
Act  1940;  amended  by  sec.  126  (b)  Rev.  Act 
1942] 


§  39.394-1  Taxability  of  shareholders. 
If  a  personal  service  corporation  is 
exempt  from  the  excess  profits  tax  im¬ 
posed  under  subchapter  D  of  chapter  l 
for  any  taxable  year  by  reason  of  an 
election  under  section  449,  the  undis¬ 
tributed  Supplement  S  net  income  of  the 
corporation  shall  be  treated  as  a  dividend 
received  by  those  who,  at  the  close  of  the 
taxable  year  of  the  corporation,  were  the 
shareholders  of  the  corporation  and  as 
such  would  have  been  entitled  to  receive 
such  income  as  a  dividend  had  it  been 
distributed  at  that  time.  Each  such 
shareholder  for  his  taxable  year  in  which 
or  with  wh’ch  the  taxable  year  of  the 
corporation  ends,  shall  include  in  his 
gross  income  his  proportionate  share  of 
such  undistributed  Supplement  S  net 
income  as  though  such  proportionate 
share  had  been  received  as  a  dividend  on 
the  last  day  of  the  taxable  year  of  the 
corporation.  Such  amount  is  to  be  de¬ 
termined  by  reference  to  the  interest  of 
the  shareholder  in  the  corporation,  that 
is,  by  reference  to  the  number  of  shares 
of  stock  owned  and  the  relative  rights  of 
each  class  of  stock  if  there  are  several 
classes  of  stock  outstanding.  Thus,  if  a 
personal  service  corporation  has  both 
common  and  preferred  stock  outstanding 
and  the  preferred  shareholders  are  en¬ 
titled  to  a  specified  dividend  before  any 
distribution  may  be  made  to  the  holders 
of  the  common  stock,  then  the  assumed 
distribution  of  the  undistributed  Supple¬ 
ment  S  net  income  must  first  be  treated 
as  a  payment  of  the  specified  dividend  on 
the  preferred  stock  before  any  part  may 
be  allocated  as  a  dividend  on  the  com¬ 
mon  stock. 

§  39.394-2  Credit  for  interest  on  ob¬ 
ligations  of  the  United  States  and  its 
instrumentalities.  Each  shareholder  of 
a  personal  service  corporation  who  as  of 
the  last  day  of  the  taxable  year  of  the 
corporation  is  required  to  include  in  his 
gross  income  his  proportionate  share  of 
the  undistributed  Supplement  S  net 
income  of  the  corporation  shall,  for  the 
purposes  of  the  tax  imposed  by  section 
11  (normal  tax  on  individuals),  section 
13  (normal  tax  on  corporations),  section 
201  (tax  on  life  insurance  companies), 
section  204  ttax  on  insurance  companies 
other  than  life  or  mutual),  section  207 
(tax  on  mutual  insurance  companies 
other  than  life  or  marine),  or  section 
362  (tax  on  regulated  investment  com¬ 
panies),  be  allowed  a  credit  against  net 
income  of  his  proportionate  share  of  the 
interest  specified  in  section  25  (a)  (1), 
interest  on  United  States  obligations,  or 
section  25  (a)  (2) ,  interest  on  obligations 
of  instrumentalities  of  the  United  States, 
which  is  included  in  the  gross  income  of 
the  corporation.  For  reduction  of  credit 
for  such  interest  on  account  of  amor¬ 
tizable  bond  premium,  see  §  39.125  cc)-2. 

§  39  394-3  Effect  on  capital  account 
of  personal  service  corporation.  If  the 
undistributed  Supplement  S  net  income 
of  a  personal  service  corporation,  or  any 
portion  thereof,  for  any  taxable  year  is 
required  to  be  included  in  the  gross  in¬ 
come  of  the  shareholders,  such  undis- 
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tributed  Supplement  S  net  income  shall, 
for  income  and  excess  profits  tax  pur¬ 
poses,  be  treated  as  paid-in  surplus  or 
as  a  contribution  to  capital,  paid  in  as 
of  the  close  of  such  taxable  year  and 
the  accumulated  earnings  and  profits  of 
the  corporation  shall  be  correspondingly 
reduced. 

5  39.394-4  Basis  of  stock  in  hands  of 
shareholders.  If  a  shareholder  of  a 
personal  service  corporation  is  required 
to  include  in  his  gross  income  his  pro¬ 
portionate  part  of  the  undistributed 
Supplement  S  net  income  of  the  corpora¬ 
tion,  the  amount  so  included  shall,  for 
the  purpose  of  adjusting  the  basis  of  his 
stock  with  respect  to  such  proportionate 
part,  be  treated  as  a  distribution  actually 
made  by  the  corporation  and  as  a  rein¬ 
vestment  in  the  corporation  by  the  share¬ 
holder.  It  shall,  however,  be  so  treated 
only  to  the  extent  to  which  such  amount 
is  included  in  the  return  of  the  share¬ 
holder,  increased  or  decreased  by  any 
adjustment  of  such  amount  in  the  last 
determination  of  the  tax  liability  of  the 
I  shareholder  made  before  the  expiration 
I  of  seven  years  after  the  date  prescribed 
I  by  law  for  the  filing  of  his  return. 

§  39.395-396  Statutory  provisions ; 
I  personal  service  corporations;  nonresi - 
I  dent  alien  individuals  and  foreign  corpo - 
I  rations;  payment  of  shareholder's  tax. 

Sec  395.  Nonresident  alien  individuals  and 
I  foreign  corporations.  In  the  case  of  a  share- 

ii  holder  taxable  under  section  211  (a)  or  231 
I  (a),  his  distributive  share  of  the  undistrib- 
I  uted  Supplement  S  net  income  of  the  cor- 
I  poratlon  required  to  be  included  in  the  g ocs 
I  income  shall  be  considered  as  a  dividend 
I  received  by  him  from  sources  within  the 
I  United  States. 

• 

I  [Sec.  395  as  added  by  sec.  502,  Second  Rev. 
I  Act  1940| 

Sec.  398.  Shareholder’s  tar  paid  by  cor- 
I  poration.  If  a  personal  service  corporation 

In  i*  exempt  for  any  taxable  year  under  section 
449  from  excess  profits  tax,  it  shall,  at  the 
time  of  filing  its  return,  pay  to  the  collector 
I  an  amount  equal  to  the  amount  that  would 
I  be  required  by  section  143  (b)  or  section  144 
I  to  be  deducted  and  withheld  by  the  corpora- 
I  tion  if  any  amount  required  by  this  Supple¬ 
ment  to  be  included  in  the  gross  income  of 
I  the  shareholder  had  been,  on  the  last  day  of 
the  taxable  year  of  the  corporation,  paid  to 
the  shareholder  in  cash  as  a  dividend.  Such 
amount  shall  be  collected  and  paid  in  the 
same  manner  as  the  amount  of  tax  due  in 
excess  of  that  shown  by  the  taxpayer  upon 
a  return  in  the  case  of  a  mathematical  error 
appearing  in  the  face  of  the  return. 

[Sec.  398,  as  added  by  see.  502,  Second  Rev. 
Act  19-10;  amended  by  sec.  334  (f).  Excels 
Profits  Tax  Act  1950] 

j  §  39.393-1  Tax  of  certain  share¬ 
holders  paid  by  the  corporation.  Since 
a  shareholder’s  proportionate  share  of 
tlie  undistributed  Supplement  S  net  in¬ 
come  of  a  corporation  electing  not  to  be 
subject  to  the  excess  profits  tax  imposed 
under  subchapter  D  of  chapter  1  is  tax¬ 
able  to  such  shareholder,  the  corporation 
is  required,  at  the  t;me  of  filing  its  in¬ 
come  tax  return  under  chapter  1,  to  pay 
to  the  district  director  an  amount  equal 
to  the  amount  that  would  be  required  by 
section  143  (b)  or  section  144  to  be 
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deducted  and  withheld  by  the  corporation 
had  its  undistributed  Supplement  S  net 
income  been  actually  paid  in  cash  to  its 
shareholders  as  a  dividend  on  the  last 
day  of  its  taxable  year. 

SUPPLEMENT  T — INDIVIDUALS  WITH  AD¬ 
JUSTED  GROSS  INCOME  OF  LESS  THAN 
$5,000 

§  39.400  Statutory  provisions;  tax 
under  Supplement  T;  imposition  of  tax. 
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Sec.  400.  Imposition  of  tax.  In  lieu  of  the 
taxes  imposed  by  sections  11  and  12,  there 
shall  be  levied,  collected,  and  paid  for  each 
taxable  year  upon  the  net  income  of  each 
individual  whose  adjusted  gross  Income  for 
such  year  is  less  than  $5,000,  and  who  has 
elected  to  pay  the  tax  imposed  by  this  sup¬ 
plement  for  such  year,  a  tax  as  follows: 

Table  I — Taxable  Year  Beginning  January  1, 
1951,  and  Ending  December  31,  1951 

•  •  •  *  * 


Table  II— Taxable  Years  Beginning  After  Oct.  31, 1951,  and  Before  Jan.  1, 1954 


If  adjusted 
gross  in¬ 
come  is— 

And  the 
number  of  ex¬ 
emptions  is— 

I  If  adjusted 
pross  in- 
I  eometo— 

And  the  number  of  exemptions  is— 

At 

least 

Hut 

less 

liiun 

1 

2 

3 

4  or  more 

At 

least 

III 

I 

2 

3 

4 

5 

6 

7 

8  or  more 

And 
tax¬ 
payer 
is  single 
or 

married 

filing 

sepa¬ 

rately 

And 

tax¬ 

payer 

is 

head 

of 

house¬ 

hold 

And 

tax¬ 

payer 

is  single 
or 

married 

Tiling 

sepa¬ 

rately 

And 

tax¬ 

payer 

is 

head 

of 

house¬ 

hold 

And 

a 

joint 

re¬ 

turn 

is 

filed 

And 
tax¬ 
payer 
is  single 
or 

married 

filing 

sepa¬ 

rately 

And 

(  IX- 

payer 

is 

head 

of 

house¬ 

hold 

And 

a 

joint 

re¬ 

turn 

is 

filed 

The  tax 
shall  he— 

The  tax  shall  be— 

$0 

$675 

$0 

30 

$0 

$0 

$2, 325 

$2, 350 

$334 

$334 

$201 

$201 

$201 

$67 

$67 

$67 

$0 

$0 

$0 

$0 

$0 

675 

7i  Ml 

4 

0 

0 

0 

2,350 

2,  375 

339 

339 

206 

206 

200 

72 

72 

72 

0 

0 

0 

0 

0 

7<M) 

725 

9 

«> 

0 

0 

2,  375 

2,  4(4) 

344 

344 

211 

311 

211 

77 

77 

77 

0 

0 

0 

0 

0 

725 

750 

14 

0 

u 

0 

i  2,400 

2, 425 

349 

319 

216 

216 

216 

82 

82 

82 

0 

0 

0 

0 

0 

750 

775 

19 

0 

<> 

0 

2.  425 

2,  4.'(l 

3.54 

3.54 

221 

221 

221 

87 

87 

87 

0 

0 

0 

0 

0 

775 

800 

24 

0 

0 

0 

!  2,450 

2,  47.5 

359 

359 

226 

226 

226 

92 

92 

92 

0 

0 

0 

0 

0 

800 

825 

29 

0 

0 

0 

2,  475 

2,  500 

364 

SOI 

231 

231 

231 

97 

97 

97 

(t 

0 

0 

0 

0 

825 

850 

34 

0 

0 

0 

i  2,500 

2,  525 

369 

369 

236 

236 

236 

192 

102 

102 

0 

0 

0 

0 

0 

850 

5 

39 

0 

0 

0, 

2,  525 

2,  550 

374 

374 

241 

211 

241 

107 

107 

107 

0 

0 

0 

0 

0 

875 

901) 

44 

0 

0 

0 

2,  550 

2,  57.5 

379 

379 

246 

246 

246 

112 

112 

112 

0 

0 

0 

0 

0 

900 

925 

49 

0 

0 

0 

2,  575 

2,  600 

3S4 

384 

251 

251 

251 

117 

117 

117 

0 

(1 

0 

o 

0 

025 

950 

51 

0 

0 

o; 

2.  IMM) 

2,  625 

389 

389 

2.56 

256 

256 

122 

122 

122 

0 

0 

0 

0 

0 

050 

975 

59 

0 

0 

0 

2, 625 

2,  650 

394 

394 

261 

261 

261 

127 

127 

127 

0 

0 

0 

9 

0 

075 

1,000 

64 

0 

0 

0 

2,  650 

2,675 

399 

399 

266 

266 

266 

132 

132 

132 

0 

0 

(1 

0 

0 

1,  000 

1,025 

69 

0 

0 

ol 

2,  675 

2,  700 

404 

404 

271 

271 

271 

137 

137 

137 

4 

0 

0 

0 

0 

1,025 

1,0.50 

74 

0 

0 

0 

2,700 

2,  725 

409 

409 

276 

276 

276 

112 

142 

142 

9 

0 

•  0 

0 

0 

1,050 

1,075 

79 

0 

0 

0 

2,  725 

2,750 

414 

414 

281 

281 

281 

147 

147 

147 

14 

0 

0 

0 

0 

1,075 

1.  100 

84 

0 

o 

0 

2,  750 

2,  775 

419 

419 

28(1 

280 

286 

152 

152 

152 

19 

0 

0 

0 

0 

1.  I(M) 

1, 125 

89 

0 

0 

0 

2,  775 

2, 800 

424 

424 

291 

291 

291 

157 

157 

157 

24 

0 

0 

0 

0 

1, 125 

1, 150 

94 

0 

0 

0 

2,  800 

2,  825 

429 

429 

296 

296 

296 

162 

162 

162 

29 

0 

0 

0 

0 

1,  150 

1. 175 

99 

0 

o 

0 

2,  825 

2,850 

434 

434 

301 

301 

301 

167 

167 

167 

34 

0 

0 

0 

0 

1, 175 

I.2.M1 

101 

0 

0 

0 

2, 850 

2, 875 

439 

439 

306 

306 

306 

172 

172 

172 

39 

0 

0 

0 

0 

1,2.0 

1,225 

109 

0 

0 

0 

2, 875 

2, 900 

4-14 

44 1 

311 

311 

311 

177 

177 

177 

41 

0 

0 

0 

0 

1,225 

1.2.50 

11! 

0 

0 

0 

2, 900 

2,  925 

449 

449 

316 

316 

316 

182 

182 

182 

49 

0 

0 

0 

0 

1.  250 

i,  275 

119 

0 

0 

0 

2,  925 

2,  950 

455 

4.54 

321 

321 

321 

187 

187 

187 

54 

0 

0 

0 

0 

1,275 

1,300 

124 

0 

0 

0 

2, 950 

2, 975 

460 

459 

326 

326 

326 

192 

192 

192 

59 

0 

0 

0 

0 

1,300 

1 ,  o’J5 

129 

0 

0 

0 

2,  975 

3,  (MM) 

466 

465 

331 

331 

331 

197 

197 

197 

64 

0 

0 

0 

0 

1,  .125 

1,350 

134 

1 

0 

0 

3,  (KM) 

.  3, 050 

474 

473 

33S 

33S 

338 

205 

205 

205 

72 

0 

0 

(1 

0 

1,350 

1,375 

139 

6 

0 

0 

3,  050 

3, 190 

4*5 

483 

348 

348 

348 

215 

215 

215 

82 

0 

0 

(t 

0 

1,375 

1,  -KM) 

Ill 

11 

0 

0 

3, 100 

.3,  150 

496 

494 

358 

35S 

358 

225 

225 

225 

92 

0 

0 

0 

0 

1,400 

1,425 

149 

16 

0 

0 

3,  1.50 

.  3,  200 

507 

604 

368 

368 

36S 

235 

235 

235 

192 

0 

0 

0 

0 

1,  423 

1,  450 

1.54 

21 

0 

0 

3,200 

3,  250 

518 

.515 

378 

378 

245 

245 

24.5 

112 

0 

0 

0 

0 

1,450 

1,47.5 

159 

26 

0 

0 

,3, 380 

3, 300 

52*) 

625 

388 

388 

3  '8 

255 

255 

255 

122 

0 

0 

0 

0 

1,  175 

1.  500 

164 

31 

0 

0 

3.  3(H) 

3,  350 

541 

536 

398 

398 

398 

265 

265 

26.5 

132 

0 

0 

0 

0 

1,  54  M) 

1,  525 

169 

36 

0 

(1 

3,  3.50 

3,  4(H) 

652 

546 

498 

408 

408 

275 

275 

275 

142 

8 

0 

0 

0 

1.  525 

1,  5.50 

174 

41 

0 

0: 

3.  4(H) 

3,  4.59 

563 

.577 

418 

418 

418 

285 

285 

28.5 

152 

1.8 

0 

0 

0 

1,  550 

1,  «r>7 o 

179 

46 

0 

0 

3.  450 

3,  500 

674 

567 

428 

428 

428 

295 

205 

29.5 

162 

28 

ft 

ft 

0 

1,  575 

1,  600 

184 

51 

0 

0 

3.  500 

3,  550 

685 

578 

438 

438 

438 

305 

305 

30.5 

171 

38 

0 

(1 

0 

1,  000 

1.  625 

l‘9 

86 

0 

0 

3.  550 

3,  (MM) 

696 

5.88 

•  448 

418 

448 

315 

31.5 

315 

181 

48 

0 

(1 

0 

1,  625 

!,  650 

194 

61 

0 

0 

3.  600 

3,  650 

607 

599 

4.59 

459 

458 

325 

325 

32.5 

191 

.58 

0 

n 

0 

1,  050 

1,  07.' 

199 

66 

" 

0 

3,  6.50 

3,  7(H) 

61s 

610 

470 

469 

408 

335 

335 

33.5 

201 

6X 

0 

0 

0 

1.  075 

1,  700 

2tM 

71 

0 

0 

3.  7<K> 

3,  750 

629 

620 

482 

480 

478 

345 

345 

34.5 

211 

7* 

0 

0 

0 

1,  7'"' 

1,72 

209 

76 

0 

0 

3,  750 

3.  800 

640 

631 

493 

4!M) 

4.88 

355 

355 

35.5 

221 

88 

0 

0 

0 

1.  725 

1, 7.50 

214 

s| 

0 

0 

3,  800 

3,  850 

651 

ill 

504 

501 

498 

365 

3G5 

386 

231 

98 

ft 

0 

0 

1,  750 

i,  77; 

219 

86 

0 

0 

3.  850 

3.  (MM) 

662 

652 

515 

511 

508 

375 

375 

Wi ~ 

2»1 

108 

0 

0 

0 

1,  800 

•221 

91 

0 

0. 

3.  !HN) 

3,  950 

673 

662 

526 

522 

51.8 

385 

38.5 

385 

251 

118 

0 

9 

ft 

1,  800 

1.  825 

229 

96 

0 

0 

3.  950 

4,  (KMI 

684 

673 

537 

532 

5  2  s 

395 

395 

39.5 

261 

12M 

(1 

0 

0 

1.825 

1,  8.50 

234 

101 

0 

o1 

4.000 

4.  0.50 

696 

683 

548 

543 

538 

405 

405 

405 

271 

138 

5 

0 

0 

1.  850 

1,875 

23J) 

106 

0 

0 

4.  0.50 

4,  1(M) 

707 

694 

559 

553 

518 

415 

415 

41.5 

281 

I  Is 

1.5 

0 

0 

1. 875 

1,900 

214 

111 

0 

0 

4,  100 

4.  1.50 

718 

704 

570 

564 

558 

425 

425 

425 

291 

1.5.8 

2.5 

0 

0 

1,900 

1,925 

249 

116 

0 

0 

4.  150 

1,  200 

729 

715 

581 

574 

568 

435 

43.5 

435 

301 

16.8 

36 

0 

0 

1,925 

1.  950 

254 

121 

0 

0 

4.  2(X) 

4.  2.50 

710 

725 

592 

585 

578 

445 

445 

445 

311 

178 

45 

0 

0 

1,9.50 

1.975 

259 

126 

0 

0 

4.  250 

4,  300 

751 

736 

603 

596 

588 

4.56 

455 

4.55 

321 

1KM 

55 

0 

0 

1 . 1  - 

2,  000 

2.54 

131 

0 

0 

4.  300 

4.  350 

762 

746 

614 

605 

598 

467 

466 

465 

331 

198 

66 

0 

0 

2.000 

2.  025 

269 

136 

2 

0 

4.  3.50 

4.  4')0 

773 

757 

625 

617 

608 

478 

47G 

475 

341 

298 

75 

0 

0 

2. 025 

2.  0.50 

274 

Ml 

0. 

4.  400 

4,  450 

784 

7<i8 

636 

627 

618 

489 

487 

485 

351 

218 

85 

0 

0 

2. 050 

07.5 

279 

146 

12 

0 

j  4,  4.50 

4,  600 

795 

778 

648 

638 

628 

500 

497 

405 

361 

228 

95 

0 

0 

2.  075 

2,  100 

284 

151 

17 

0 

4,  500 

4,  5.50 

806 

789 

6.59 

648 

63m 

511 

508 

504 

37! 

23S 

10.5 

" 

0 

2.  100 

2.  125 

289 

1 56 

22 

0 

4,  550 

4.  600 

817 

799 

670 

659 

648 

522 

518 

514 

381 

248 

115 

0 

0 

2.  125 

2,  1.50 

294 

161 

27 

0 

4.  600 

4.  650 

828 

810 

681 

669 

658 

533 

529 

524 

391 

2.58 

12.5 

ft 

0 

2.  1 50 

2,  175 

299 

166 

32 

0 

4,  650 

4.  700 

839 

820 

692 

680 

668 

541 

539 

534 

401 

2*  >8 

135 

2 

0 

2  17.. 

2.  2t  Ml 

304 

171 

37 

0 

4,  700 

4,  7.50 

851 

831 

703 

690 

678 

555 

880 

.541 

111 

278 

145 

12 

0 

2,  200 

2,  22  5 

309 

176 

42 

0 

4.  7.50 

4.  8(M) 

862 

841 

711 

701 

OSS 

666 

.560 

554 

421 

288 

1.55 

22 

0 

o  yr\ 

2,  2  50 

31  1 

Isl 

47 

0 

i  4.  800 

4.  850 

873 

852 

725 

711 

698 

577 

571 

564 

131 

298 

165 

32 

0 

2,  250 

o  97  r» 

319 

186 

.52 

0 

4.  8.50 

4,  900 

884 

862 

736 

722 

7os 

689 

581 

674 

411 

308 

175 

12 

0 

2.  275 

2.  3(M) 

324 

191 

57 

0 

4. (MM) 

4.  9.50 

895 

873 

747 

732 

718 

600 

592 

584 

451 

318 

18.5 

52 

0 

2,  300 

2,  325 

329 

196 

62 

0, 

4, 950 

5,000 

906 

883 

758 

743 

72S 

611 

603 

594 

32> 

195 

I 

0 

§  39.4C0 
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RULES  AND  REGULATIONS 


Table  III— Taxable  Years  Beoixninc.  After  Dec.  31, 1953 


If  adjusted  ; 
BNM  In¬ 
come  is—  < 

And  the  i 
number  of  ex-  j 
emptionsis—  i 

If  adjusted 
gross  in¬ 
come  is— 

And  the  number  of  exemptions  is— 

At 

leas! 

nut 

It 

than 

1 

o 

3 

©  I 
! 

At 

least 

Put 

less 

than 

1 

2 

3 

4 

5 

6 

7 

© 

c 

S 

o 

QO 

And  1 
tax¬ 
payer 
is  single] 
or 

married 
filing 
sepa¬ 
rately  j 

And 
tax¬ 
payer 
is  ] 
hcatl 
of 

house¬ 
hold  , 

And 
tax¬ 
payer 
is  singlet 
or  1 
married  j 
filing 
sepa¬ 
rately  | 

And 

tax¬ 

payer 

is 

head 
of  | 
house¬ 
hold  | 

And 

a 

joint  i 
re-  | 
turn  , 

is 

filed 

And 
tax¬ 
payer 
is  single, 
or 

married  j 
filing  ■ 
sepa- 
rately  | 

And  1 
tax-  , 
payer] 
is  1 
head 
Of  ' 
house¬ 
hold  j 

And 

n 

joint 

re¬ 

turn 

is 

filed 

The  tax 
shall  be—  | 

The  tax  shall  be— 

$0 

!  $675 

•ft1 

$<: 

Ml 

Mi 

$2, 325 

$2.  350 

$301 

$301] 

$isr 

$181 ! 

$181 1 

$61 1 

$61 1 

$61! 

$ft 

$oj 

$ft 

$0 

$0 

675 

I  7,H>| 

4' 

0i 

(l, 

2,3501 

2,  375 

305 

305 

185] 

185, 

1851 

65 

65 1 

651 

ft 

Ol 

n 

0 

0 

700 

8 

ft 

ft 

2,  375, 

2,  4(Kil 

3101 

310 

190 

190, 

190 

70 

7ft] 

70! 

ft 

O1 

!  o 

ft 

0 

775 

I  7 50  5 

131 

ft 

o! 

2.  4(HI 

2. 42.5j 

314 

314 

194 

191 

194 

74 1 

7d 

74 ! 

0| 

0 

I  0 

ft 

0 

75ft 

17 

ft 

0; 

2.  425 

2.  4.5ft 

319. 

319 

199 

199 

1991 

79 

79] 

ft 

0 

0 

0 

0 

775 

800’ 

0 

0 

ft 

2.4.50, 

2, 475 

323 

323 

203] 

203] 

203 

83 

83 

S3: 

0 

0 

!  o 

ft! 

0 

80ft 

825 

20 

ft 

(1 

ft 

2.  47.5! 

2,  500 1 

32s 

328 

208 

208 

208 

88 

88, 

88 

0 

0 

0 

(1 

0 

825 

850 

u 

ft 

ft: 

2,  500; 

2,  525 

332 

332 

212] 

21 2 1 

212 

02 

92] 

92i 

ol 

0 

0 

ft 

0 

SMI 

!  876 

35 

0 

ft. 

(1 

2,  5251 

2,  550 

3371 

337 

217, 

217 

217 

97 

97 

97 

o] 

0 

o] 

ft 

0 

875 

OOft, 

40 

0 

II 

0! 

2,  550, 

2,  575 

341 

311 

2211 

221 

221 

101 

101 

101 

°l 

0 

0 

C 

0 

900 

925 

44 

0 

0 

o 

1  2,575) 

2,  Min 

346 

346 

226 

226 

220| 

106 

106 

106 

0 

0 

0 

ft 

0 

925 

950 

49 

0* 

0 

2.  600 

2. 625 

350 1 

350 

230 

230 

230 

110 

110 

no 

0 

0 

0 

(1 

0 

95ft 

!  975 

53  Ol 

ft 

0| 

2, 625| 

2,  650 

355 

355 

235 1 

235 

235 

115|  115, 

115 

ft 

0 

0 

ft 

0 

975 

1,000 

58 

0, 

0 

ft 

2,65ft, 

2,  675 

3,59 

3.59 

239 

239 

239! 

119  119 

119 

0 

t  0 

o: 

ft 

0 

1.00(1  1.025 

62  i 

0 

ft, 

ft! 

2, 675 

2.  7(H) 

364 

364 

244 

244 

244 

124 

121 

121 

4 

I  0 

!  0 

O' 

0 

1 , 025 

1 , 050 

67 

0 

ft 

ft 

2.  70-1 

2,  725 

368 1 

3('K 

248 

248 

248 

128 

128 

128 

8 

o 

0 

(II 

0 

1,050 

1,075 

71 

0 

0 

0 

2, 725, 

2,  750 

373 

373 

253 

253 

253 1 

133  133 

133' 

i  13 

(1 

« 

ol 

0 

1.075 

1.  lftft 

i  "6  ft. 

II 

Oj 

2,  750| 

2,  775 

377 1 

377 

257 

257 

257 

137 

137 

137 

i  17 

1  0 

0 

:  ol 

0 

1.  lftft 

1.125 

SO]  0 

II 

0 

2,  77.5 

2.  SMI 

382; 

382 

262 

262 

262 

142 

142 

142 

22 

0 

0 

o| 

0 

1,125  1,150 

8.5i  01 

ft 

0 

2,800 

2, 825 

386 

386 

266 

266 

266 

146 

146 

146 

26 

0 

0 

01 

0 

1.150  1.175 

89 

0 

01 

0 

2.  825 

2.  850 

391 

391 

271 

271 

271 

151 

151 

151 

1  31 

0 

0 

1) 

0 

1.175 

1 . 200 

91 

0 

,  0 

0 

2.  8,50] 

2.  S7.5 

395] 

395 

275 

275 

155 

155 

155 

35 

0 

0 

0 

1  0 

1.20ft  1.225 

9S 

0 

0 

0| 

2,  87.5! 

2,  900 

4(H) 

4(H) 

280 

280 

280 

160 

160 

ltd 

40 

i  0 

0 

0 

,  0 

1.225 

11.250 

103 

0; 

i  O' 

Oj 

2,900, 

2, 925 

405| 

404, 

281 

281j  284 

164 

161 

161 

44 

0 

0 

0 

0 

1.250' 1.275 

107 

0 

0 

o| 

2, 1125 

2, 950 

410 

409 

289 

2*9 

289 

1C9  169 

169 

49 

0 

0 

(I 

(1 

1 . 275 

!i.3oo 

112 

0 

I. 

0| 

,  2, 95()| 

2, 976 

415 

414 

293 

293 

293 

173 

173 

173 

M3 

0  0 

0 

0 

1  'lftft  1.325 

116 

0 

0 

0 

2. 975] 

3.  (HHI 

420! 

419 

298 

298 

298 

178 

178 

178 

!  » 

0  0 

0 

0 

1,325 

I  1,350 

121 

1 

0 

0 

3, 000; 

3, 050 

427; 

426 

305 

305 

305 

185 

185 

185 

05 

(1 

0 

t  " 

0 

1,350 

ill,  375 

,125 

5 

0 

0 

3.  0.50 

3,  100 

437! 

435 

314 

314 

314 

194 

191 

194 

71 

0 

0 

0 

0 

1.375 

>!l.  4(10 

1 1 30  10 

0 

0 

3.  PHI 

3. 150 

417 

445 

323 

323 

323 

203 

203 

203 

S3 

0 

0 

1  0 

0 

1,400  1. 425 

,134 

14 

0 

0 

3  150 

3, 200 

457 

4.54 

332 

332 

332 

212 

212 

212 

92 

0 

0 

!  o 

0 

1,425!  1,450 

139 

,  1# 

1  0 

0 

3,200 

3,  250 

467 

461 

341 

341 

341 

221 

22I 

22I 

101 

0 

(1 

1  (1 

0 

1,450  1,475 

143 

23 

0 

0 

3, 250 

3, 300 

476 

473 

350 

350 

350 

230 

230 

230 

110 

0 

0 

0 

0 

1,47511,550 

148  28 

1 

0 

3,300 

3, 350 

486 

482 

359 

359 

359 

239 

239 

239 

119 

0 

0 

1  0 

0 

1,500]  1.525 

152  32 

0 

0 

3,350 

3,  400 

496 

492 

368 

368 

368 

248 

248 

248 

128 

8 

0 

0 

o 

1,625  1.550 

157 

37 

1  0 

0 

|  3,  400 

|  3,450 

506 

501 

377 

377 

377 

257 

257 

257 

137 

1  17 

0 

0 

0 

1.550  1.575 

161 

I  41 

ft 

0 

3, 460 

3,  500 

516 

511 

386 

386 

386 

266 

266 

266 

146 

26 

0 

1  C) 

0 

1.  575 

i  1,800 

166 

:  46 

O' 

0 

3.  500 

]  3,550 

526 

520 

395 

305 

395 

275 

275 

j  275 

155 

35 

0 

0 

0 

1,00ft  1.025 

170!  50 

!  o 

0 

:  3,550 

3,600 

536 

530 

40! 

404 

404 

284 

2  4 

281 

164 

44 

0 

0 

0 

1,  025  1.  650 

175 

!  55 

0 

0 

3,600 

|  3,  65*) 

546 

539 

414 

413 

413 

293 

293 

293 

17.3 

i  53 

0 

0 

0 

1,650  1.675 

179 

1  69 

0 

0 

3. 650 

S  3,700 

556 

549 

424 

423 

422 

302!  302 

302 

1X2 

|  62  0 

0 

0 

1,  675  1,  700 

184 

!  64 

0 

0 

3,  7(H) 

3,  750 

866 

558 

434 

432 

431 

311 

311 

311 

,191 

1  71 

0 

0 

0 

1,700  1.  725 

1  8S 

68 

1  ft 

0 

3,  750 

3,  8<*ft 

575 

567 

443 

441 

440 

320 

320 

320 

2  hi 

i  80 

0 

;  o 

0 

1,725  1.750 

193 

73 

1  ® 

0 

3,800 

3,  850 

5s5 

577 

453 

451 

449 

329 

329 

329 

209 

|  89 

0 

0 

0 

1,750  1.775 

197 

7/ 

1  0 

0 

3,  850 

3,  900 

595 

586 

463 

460 

458 

338 

338 

338 

218 

!  98 

0 

II 

0 

1,775  1.S00 

2ft2 

82 

0 

0 

3, 900 

!  3,950 

605 

596 

473 

470 

467 

347 

347 

347 

227 

107 

0 

0 

0 

1,800  1.S25 

206 

,|  86 

ft 

0 

3.950 

4,000 

615 

605 

483 

479 

476 

356 

356 

356 

236 

116 

0 

(1 

0 

1, 825  1.  S50 

211 

91 

1  0 

0 

4,  (HHI 

4,050 

625 

615 

493 

489 

485 

365 

i5 

I  365 
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(See.  400  as  added  by  sec.  102  (a),  Rev.  Act 
1941;  amended  by  sec.  104  (a).  Rev. 

Act  1942;  sec.  102  (a),  Rev.  Act  1943;  sec. 
5  (a).  Individual  Income  Tax  Act  1944;  sec. 
103  (a).  Rev.  Act  1S45;  sec.  2.  Pub.  Law  390 
(78th  Cong.);  sec.  401,  Rev.  Act  1948;  sec. 
102,  Rev.  Act  1950;  sec.  102,  Rev.  Act  1951] 

§  39.400-1  Scope  and  application  of 
Supplement  T.  (a)  (1)  In  lieu  of  the 
taxes  imposed  by  sections  11  and  12.  an 
individual  may  elect  to  pay  the  tax  im¬ 
posed  by  section  400  if  his  adjusted  gross 
income  is  less  than  $5,000,  regardless  of 


the  sources  from  which  such  income  is 
derived  and  regardless  of  whether  such 
income  is  computed  on  the  cash  basis 
or  on  the  accrual  basis. 

(2)  The  application  of  subparagraph 
(1 )  of  this  paragraph  may  be  illustrated 
by  the  following  example: 

Example.  A  is  employed  at  a  salary  of 
$4,600  for  the  calendar  year  1952.  In  the 
course  of  such  employment,  he  incurred 
travel  expenses  of  $750  for  which  he  was 
reimbursed  during  the  year.  Such  items 
constitute  his  sole  income  for  1952.  In  such 


case  the  gross  income  is  $5,350  but  the 
amount  of  $750  is  deducted  from  gross  in- 
come  in  the  determination  of  adjusted  gross 
income  and  thus  A’s  adjusted  gross  income 
for  1952  is  $4,6C0.  Hence,  the  adjusted  gross 
income  being  less  than  $5,000,  he  may  elect 
to  pay  his  tax  for  1952  under  Supplement  T. 
Similarly,  in  the  case  of  an  individual  en¬ 
gaged  in  trade  or  business  (excluding  from 
the  term  “engaged  in  trade  or  business’’  the 
performance  of  personal  services  as  an  em¬ 
ployee),  there  may  be  deducted  from  gross 
Income  in  ascertaining  adjusted  gross  income 
those  expenses  directly  relating  to  the  carry¬ 
ing  on  of  such  trade  or  business. 

(b)  (1)  For  the  purposes  of  deter¬ 
mining  whether  a  taxpayer  may  elect 
to  pay  the  tax  under  Supplement  T.  the 
amount  of  the  adjusted  gross  income  is 
controlling,  without  reference  to  the 
number  of  exemptions  to  which  the  tax¬ 
payer  may  be  entitled. 

(2)  The  application  of  subparagraph 
(1)  of  this  paragraph  may  be  illustrated 
by  the  following  example: 

Example.  If  X  has,  as  his  only  income 
for  1952,  a  salary  of  $5,800  and  his  spouse 
has  no  gross  income  and  derives  her  entire 
support  from  X,  then  X’s  adjusted  gross 
income  is  $5,800  (not  $5,890  minus  $1,200 
or  $4,600)  and  he  is  not,  for  such  year,  en¬ 
titled  to  pay  his  tax  under  Supplement  T. 
If,  however,  X  has  for  1952  a  salary  of  $6,000 
and  incident  to  his  employment  he  incur* 
expenses  in  the  amount  of  $1,200  for  travel, 
meals,  and  lodging  while  away  from  home, 
the  adjusted  gross  income  is  $0,000  minus 
$1,200,  or  $4,800.  In  such  case  his  adjusted 
gross  income  being  less  than  $5,000,  X  may 
elect  to  pay  the  tax  under  Supplement  T. 
If,  however,  X’s  wife  has  adjusted  gross 
income  of  $200,  thus  bringing  the  aggregate 
adjusted  gross  income  to  $5,090  and  his  wife 
joins  in  a  Joint  return,  the  taxpayer  cannot 
elect  to  pay  the  tax  under  Supplement  T. 

(c)  In  the  case  of  husband  and  wife, 
if  their  aggregate  adjusted  gross  income 
is  less  than  $5,000  and  each  is  required 
to  file  a  return  both  must,  or  neither 
can,  elect  to  pay  the  tax  under  Supple¬ 
ment  T.  If,  however,  one  of  such  spouses 
has  adjusted  gross  income  of  $5,000  or 
more  and  the  other  spouse  has  adjusted 
gross  income  of  less  than  $5,000,  the 
latter  spouse  may  elect  to  pay  the  tax 
under  Supplement  T  provided  that  the 
other  spouse  elects  to  take  the  standard 
deduction  provided  in  section  23  <aa). 
The  restrictions  upon  the  right  of  a  mar¬ 
ried  person  to  elect  to  pay  the  tax  under 
Supplement  T  are  applicable  unless  such 
person  is  legally  separated  from  his 
spouse  under  a  decree  of  divorce  or  sepa¬ 
rate  maintenance  on  the  last  day  of  his 
taxable  year  or,  in  the  event  of  the 
death  of  his  spouse  during  the  taxable 
year,  upon  the  date  of  such  death.  For 
rules  relative  to  the  application  of  these 
restrictions,  see  paragraph  (c)  of  §  39.23 
(aa)-l. 

(d)  (1)  To  determine  the  amount  of 
the  tax,  the  individual  ascertains  the 
amount  of  his  adjusted  gross  income, 
refers  to  the  table  set  forth  in  section 
400  which  is  applicable  to  the  taxable 
year,  ascertains  the  income  bracket  into 
which  such  income  falls,  and,  using  the 
number  of  exemptions  applicable  to  his 
case,  finds  the  tax  in  the  vertical  column 
having  at  the  top  thereof  a  number 
corresponding  to  the  number  of  exemp¬ 
tions  to  which  the  taxpayer  is  entitled. 
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72)  The  tax  tables  in  section  400 
contain,  in  certain  instances,  double 
columns,  in  one  of  which  is  shown  the 
tax  if  the  taxpayer  is  single  (and  not 
the  head  of  a  household)  or  married  and 
files  a  separate  return,  and  in  the  other 
of  which  is  shown  the  tax  if  the  taxpayer 
is  the  head  of  a  household.  In  other 
instances,  such  tables  contain  triple 
columns,  in  the  first  of  which  is  shown 
the  tax  if  the  taxpayer  is  single  (and  not 
the  head  of  a  household )  or  married  and 
files  a  separate  return,  in  the  second  of 
which  is  shown  the  tax  if  the  taxpayer 
is  the  head  of  a  household,  and  in  the 
third  of  which  is  shown  the  tax  if  a  joint 
return  is  filed.  In  the  case  of  double  or 
triple  columns,  the  tax  shall  be  deter¬ 
mined  by  reference  to  the  applicable 
column. 

(3)  Since  the  computations  of  tax 
shown  in  the  tables  in  the  cdse  of  a  joint 
return  reflect  the  income-splitting 
method  provided  in  section  12  (d>,  the 
tax  shown  in  the  joint  return  column 
may  be  lower  than  that  shown  in  the 
separate  return  column  even  though  the 
amounts  of  adjusted  gross  income  and 
the  exemptions  are  the  same.  Thus,  if 
H.  a  married  man,  has  adjusted  gross 
income  of  $4,925  for  the  calendar  year 
1952  and  his  wife  has  no  gross  income  for 
such  year  and  his  only  exemptions  un¬ 
der  section  25  (b)  are  the  exemptions 
for  himself  and  spouse  under  section 
25  < b)  (1)  (A),  the  tax  on  a  joint  return 
under  Supplement  T,  as  shown  in  the 
second  column  applicable  to  a  person 
with  two  exemptions,  is  $718.  If  H 
should  file  a  separate  return,  his  tax,  as 
shown  in  the  first  column  applicable  to 
an  individual  with  two  exemptions, 
would  be  $747. 

(e)  If  a  joint  return  of  a  husband  and 
wife  is  filed  under  the  provisions  of  sec¬ 
tion  51  (b)  (3),  if  the  husband  and  wife 
have  different  taxable  years  solely  be¬ 
cause  of  the  death  of  either  spouse,  and 
if  the  taxable  year  of  the  surviving 
spouse  covered  by  such  joint  return  be¬ 
gins  in  1953  and  ends  in  1954,  the  tax¬ 
able  year  of  the  deceased  spouse  cov¬ 
ered  by  the  joint  return  shall,  for  the 
purpose  of  determining  the  tax  under 
section  400  and  this  section  in  respect  of 
such  joint  return,  be  deemed  to  have 
ended  on  the  date  of  the  closing  of  the 
surviving  spouse’s  taxable  year. 

<f>  The  fact  that  the  taxable  year  is  a 
Period  of  less  than  12  months  resulting 
by  reason  of  the  death  of  the  taxpayer 
does  not  prevent  the  application  of  Sup¬ 
plement  T  in  the  determination  of  the 
tax  for  such  period. 

(g>  For  treatment  of  taxable  years  be¬ 
ginning  in  1953  and  ending  in  1954,  see 
§39.108-1. 

§  39  401  Statutory  provisions;  tax  un- 
der  Supplement  T;  exemptions. 

Sec.  401.  Definition  of  " exemption ”.  As 
^secl  in  the  table  in  section  400,  the  term 
number  of  exemptions”  means  the  number 
the  exemptions  allowed  under  section  25 
(b)  as  credits  against  net  income  for  the 
Purpose  of  the  normal  tax  and  the  surtax 
bnposed  by  sections  11  and  12. 

ISec.  4oi  as  added  by  sec.  102  (a),  Rev.  Act 
19*1;  amended  by  sec.  104  (b),  Rev.  Act 


1942;  sec.  5  (a),  Individual  Income  Tax  Act 
1944;  sec.  102  (b)  (10),  Rev.  Act  1945J 

§  39.401-1  Rules  for  application  of 
tables  in  section  400.  (a)  The  term 

“number  of  exemptions”  means  the  num¬ 
ber  of  exemptions  allowed  under  section 
25  (b )  as  credits  against  net  income  for 
the  purpose  of  the  normal  tax  and  surtax 
imposed  by  sections  11  and  12.  One 
exemption  is  allowed  for  the  taxpayer; 
one  exemption  for  his  spouse  if  a  joint 
return  is  made,  or  if  a  separate  return  is 
made  by  the  taxpayer  and  his  spouse  has 
no  gross  income  for  the  calendar  year 
in  which  the  taxable  year  of  the  taxpayer 
begins  and  is  not  the  dependent  of  an¬ 
other  taxpayer  for  such  calendar  year; 
and  one  exemption  for  each  dependent 
whose  gross  income  for  the  calendar  year 
in  which  the  taxable  year  of  the  tax¬ 
payer  begins  is  less  than  $G00.  Addi¬ 
tional  exemptions  are  allowed  under  sec¬ 
tion  25  (b)  (1)  (B)  and  <C)  for  a  tax¬ 
payer  or  spouse  who  has  attained  the 
age  of  65  years  and  for  a  blind  taxpayer 
or  blind  spouse.  See  §  39.25-2.  After 
the  number  of  exemptions  is  ascertained, 
the  tax  under  Supplement  T  for  the  tax¬ 
able  year  is  determined  by  reference  to 
the  table  contained  in  section  409  appli¬ 
cable  to  such  taxable  year  and  by  refer¬ 
ence  to  the  column  of  such  table 
appropriate  to  such  number  of  exemp¬ 
tions  and,  in  certain  cases,  appropriate 
to  either  the  status  of  the  taxpayer 
(whether  single,  head  of  household, 
or  married)  or  kind  of  return  (whether 
separate  or  joint),  or  both.  The  tax 
is  the  amount  in  such  column  shown  on 
the  line  appropriate  to  the  taxpayer’s 
adjusted  gross  income. 

<b)  The  application  of  this  section 
may  be  illustrated  by  the  following 
examples: 

Example  (I).  A,  a  married  man  whose 
duties  as  an  employee  require  traveling 
away  from  his  home,  has  as  his  sole  gross 
Income  a  salary  of  $5,600  for  the  calendar 
year  1952.  His  traveling  expenses,  including 
cost  of  meals  and  lodging,  amount  in  such 
year  to  $750,  and,  hence,  his  adjusted  gross 
Income  is  $4,850.  His  wife,  B,  has  as  her 
sole  income  dividends  of  $85,  and  thus  the 
aggregate  adjusted  gross  income  of  A  and  B 
is  $4,935.  A  has  two  dependent  children 
neither  of  whom  has  any  income.  A  and  B 
file  a  Joint  return  for  1952  on  Form  1040, 
electing  not  to  use  the  optional  return  Form 
1040A.  In  such  case  four  exemptions  are 
allowable.  The  adjusted  gross  income  falls 
within  the  tax  bracket  $4,900-$4,950.  By 
referring  to  such  tax  bracket  in  Table  II 
and  to  the  column  headed  “4”  therein,  the 
tax  is  found  to  be  $451. 

Example  (2).  C,  a  married  man,  has  as 
his  sole  income  in  1952  wages  of  5  4.600,  and 
has  two  dependent  children  neither  of  whom 
has  any  income.  His  wife,  D,  has  adjusted 
gross  income  of  $400.  C  files  a  separate  re¬ 
turn  for  1952  and  is  entitled  to  claim  three 
exemptions.  C’s  income  falls  within  the 
tax  bracket  $4,600-$4,650,  and  hence,  with 
three  exemptions  his  tax  is  $533.  No  exemp¬ 
tion  is  allowed  with  respect  to  D  since  D 
has  gross  income  and  a  joint  return  was  not 
filed. 

Example  ( 3 ).  D,  a  married  man  with  no 
dependents,  attains  the  age  of  65  years  on 
September  1,  1952.  The  aggregate  adjusted 
gross  income  of  D  and  his  wife  for  1952  is 


$4,840.  D  and  his  wife  file  a  joint  return 
for  1952  and  are  entitled  to  three  exemptions, 
one  for  each  taxpayer  and  one  additional 
exemption  for  D  because  of  his  age.  Since 
the  adjusted  gross  income  of  D  and  his  wife 
falls  within  the  tax  bracket  $4,8C0-$4,850,  the 
tax  on  a  Joint  return  is  $564. 

§  39.402  Statutory  provisions;  tax  un¬ 
der  Supplement  T;  manner  and  effect  of 
election. 

Sec.  402.  Manner  and  effect  of  election. 
The  election  referred  to  in  section  400  shall 
be  exercised  in  the  manner  provided  in  regu¬ 
lations  prescribed  by  the  Commissioner  with 
the  approval  of  the  Secretary.  For  cases  in 
which  election  to  take  the  standard  deduc¬ 
tion  also  constitutes  an  election  to  pay  the 
tax  imposed  by  this  supplement,  see  section 
23  (aa)  (3)  (D).  For  cases  in  which  election 
to  file  a  return  without  showing  tax  thereon 
constitutes  an  election  to  pay  the  tax  im¬ 
posed  by  this  supplement,  see  section  51  (f). 
In  the  case  of  a  head  of  a  household  electing 
to  have  his  tax  computed  by  the  collector 
pursuant  to  the  provisions  of  section  51  (f), 
the  tax  imposed  by  section  400  shall  be  com¬ 
puted  without  regard  to  the  status  of  the 
taxpayer  as  a  head  of  a  household. 

|Sec.  402  as  added  by  sec.  102  (a),  Rev.  Act 
1941;  amended  by  sec.  5  (a).  Individual 
Income  Tax  Act  1944;  sec.  301  (b)  (2),  Rev. 
Act  1951 | 

§  39.402-1  Manner  of  election  to  com¬ 
pute  tax  under  Supplement  T — (a)  In 
general.  The  taxpayer  elects  to  pay  his 
income  tax  under  Supplement  T  either 
by  ( 1 )  filing  a  return  of  his  gross  income 
on  Form  1040A,  prescribed  in  §  39.51-2, 
or  (2)  by  filing  a  return  on  Form  1040 
and  electing  in  such  return,  in  the  man¬ 
ner  prescribed  in  paragraph  <b)  of 
§  39.23  (aa)-l,  to  take  the  standard  de¬ 
duction  provided  in  section  23  <aa) . 

(b)  Husband  and  ivife.  In  the  case 
of  husband  and  wife,  if  the  aggregate 
gross  income  of  the  spouses  is  less  than 
$5,000,  the  election  may  be  made  by  the 
filing  of  a  return  on  Form  1040A,  or  by 
the  filing  of  a  return  on  Form  1040  and 
electing  thereon  to  take  the  standard  de¬ 
duction.  If  one  spouse  has  less  than 
$5,000  gross  income  and  the  other  spouse 
has  gross  income  of  $5,009  or  more  and 
the  latter  spouse,  in  filing  his  or  her  re¬ 
turn,  claims  the  standard  deduction  pro¬ 
vided  in  section  23  (aa),  then  the  former 
spouse  may  file  on  Form  1040A  and  such 
filing  shall  constitute  an  election  by  such 
spouse  to  pay  the  tax  imposed  under 
Supplement  T.  If,  however,  the  spouse 
wiih  gross  income  of  $5,000  or  more,  in 
filing  his  or  her  return,  does  not  elect  to 
take  such  standard  deduction,  then  the 
other  spouse  may  not  elect  to  pay  the  tax 
imposed  by  Supplement  T. 

(c)  Head  of  household.  In  the  case 
of  a  head  of  a  household  electing  to  make 
his  return  on  Form  1040A,  the  tax  im¬ 
posed  by  section  400  shall  be  computed 
without  regard  to  the  status  of  the  tax¬ 
payer  as  the  head  of  a  household.  See 
§  39.51-2. 

(d)  Revocability  of  election.  An  elec¬ 
tion  under  Supplement  T,  or  the  making 
of  a  return  without  regard  to  Supple¬ 
ment  T,  for  any  taxable  year  may  be 
changed  under  the  same  circumstances 
that  an  election  to  take,  or  not  to  take, 
the  standard  deduction  may  be  changed. 
See  §  39.23  (aa)-l  (d). 
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$  39.403-404  Statutory  provisions; 
tax  under  Supplement  T;  credits;  not 
allowed;  taxpayers  ineligible. 

Sec.  4C3.  Credits  not  allowed.  For  credits 
against  tax  and  against  net  income  not 
allowed,  in  the  case  of  a  taxpayer  who  elects 
to  pay  the  tax  imposed  by  this  supplement, 
because  of  the  fact  that  such  election  con¬ 
stitutes  an  election  to  take  the  standard 
deduction,  see  section  23  (aa). 

(Sec.  403  as  added  by  sec.  102  (a).  Rev.  Act 
1941;  amended  by  sec.  5  (a).  Individual 
Income  Tax  Act  1944  J 

Sec.  404.  Certain  taxpayers  ineligible.  This 
supplement  shall  not  apply  to  a  nonresident 
alien  individual,  to  a  citizen  of  the  United 
States  entitled  to  the  benefits  of  section  251, 
to  an  estate  or  trust,  or  to  an  individual 
making  a  return  for  a  period  of  less  than 
twelve  months  on  account  of  a  change  in  the 
accounting  period.  For  provisions  making 
both  husband  and  wife  ineligible  to  elect 
to  pay  the  tax  imposed  by  this  supplement 
if  either  does  not  elect  to  take  the  standard 
deduction,  see  section  23  (aa)  (4). 

[Sec.  404  as  added  by  sec.  102  (a),  Rev.  Act 
1941;  amended  by  sec.  104  (c).  Rev.  Act 
1942;  sec.  102  (b),  Rev.  Act  1943;  sec.  5  (a). 
Individual  Income  Tax  Act  1944] 

5  39.404-1  Taxpayers  to  whom  Sup¬ 
plement  T  is  inapplicable — (a)  In  gen¬ 
eral.  The  following  taxpayers  are  ineli¬ 
gible  to  file  a  return  and  pay  the  tax 
under  Supplement  T: 

(1)  A  nonresident  alien  individual; 

(2)  A  citizen  of  the  United  States  en¬ 
titled  to  the  benefits  of  section  251; 

(3)  An  estate  or  trust; 

(4)  An  individual  who  makes  a  return 
for  a  period  of  less  than  12  months  on 
account  of  a  change  in  the  accounting 
period; 

(5)  An  individual  for  whom  a  return 
is  required  for  a  fractional  part  of  a 
year  under  section  146  (a). 

(b)  Husband  and  wife.  For  provi¬ 
sions  making  both  husband  and  wife  in¬ 
eligible  to  elect  to  pay  the  tax  under 
Supplement  T  if  either  spouse  does  not 
elect  to  take  the  standard  deduction, 
see  section  23  (aa)  (4). 

SUPPLEMENT  U — TAXATION  OF  EUSINDS3  IN¬ 
COME  OF  CERTAIN  SECTION  101  ORGANIZA¬ 
TIONS 

§  39.421  Statutory  provisions;  im¬ 
position  of  tax  on  business  income  of 
certain  section  101  organizations. 

Sec.  421.  Imposition  of  tax — (a)  In  general. 
There  shall  be  levied,  collected,  and  paid  for 
each  taxable  year  beginning  alter  December 
31,  1930— 

(1)  Upon  the  supplement  U  net  income 
(as  defined  in  subsection  (c) )  of  every  or¬ 
ganization  described  in  subsection  (b)  (1), 
a  normal  tax  of  25  per  centum  of  the  supple¬ 
ment  U  net  income,  and  a  surtax  of  22  per 
centum  of  the  amount  of  the  supplement  U 
net  income  in  excess  of  $25,000;  except  that 
(A)  in  the  case  of  taxable  years  beginning 
before  April  1,  1951,  and  ending  after  March 
31,  1951,  the  normal  tax  shall  be  283,4  per 
centum  of  the  supplement  U  net  income, 
and  (B)  in  the  case  of  taxable  years  be¬ 
ginning  after  March  31,  1951,  and  before 
April  1,  1954,  the  normal  tax  shall  be  30 
per  centum  of  the  supplement  U  net  income. 

(2)  Upon  the  supplement  U  net  income  of 
every  trust  described  in  subsection  (b)  (2), 
a  normal  tax  computed  at  the  rate  and  in 
the  manner  provided  in  section  11  and  a 
sur  tax  computed  at  the  rates  and  in  the 
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manner  provided  in  section  12  (b).  In  mak¬ 
ing  such  computations  for  the  purposes  of 
this  section,  the  term  “the  amount  of  the 
net  Income  in  excess  of  the  credits  against 
net  income  provided  in  section  25”  as  used 
in  section  11  shall  be  read  as  “the  amount 
of  the  supplement  U  net  income”  and  the 
term  “surtax  net  income”  as  used  in  section 
12  (b)  shall  be  read  as  "supplement  U  net 
income”. 

(b)  Organizations  subject  to  tax — (1)  Or¬ 
ganizations  taxable  as  corporations — (A) 
Organizations  exempt  under  section  101  (I), 
(6),  (7)  and  (14).  The  taxes  imposed  by 
subsection  (a)  (1)  shall  apply  in  the  case  of 
any  organization  (other  than  a  church,  a 
convention  or  association  of  churches,  or  a 
trust  described  in  paragraph  (2))  which  is 
exempt,  except  as  provided  in  this  supple¬ 
ment,  from  taxation  under  this  chapter  by 
reason  of  paragraph  (1),  (6),  or  (7)  of  sec¬ 
tion  101.  Such  taxes  shall  also  apply  in  the 
case  of  a  corporation  described  in  section  101 
(14)  if  the  income  is  payable  to  an  organ¬ 
ization  which  itself  is  subject  to  the  tax  im¬ 
posed  by  subsection  (a)  or  to  a  church  or  to 
a  convention  or  association  of  churches. 

(B)  State  colleges  and  universities.  The 
taxes  imposed  by  subsection  (a)  (1)  shall 
apply  in  the  case  of  any  college  or  university 
which  is  an  agency  or  instrumentality  of  any 
government  or  any  political  subdivision 
thereof,  or  which  is  owned  or  operated  by  a 
government  or  any  political  subdivision 
thereof  or  by  any  agency  or  instrumental¬ 
ity  of  any  one  or  more  governments  or  polit¬ 
ical  subdivisions.  Such  taxes  shall  also  ap¬ 
ply  in  the  case  of  any  corporation  wholly 
owned  by  one  or  more  such  colleges  or  uni¬ 
versities. 

(2)  Trusts  taxable  at  individual  rates. 
The  taxes  imposed  by  subsection  (a)  (2) 
shall  apply  in  the  case  of  any  trust  which  is 
exempt,  except  as  provided  in  this  supple¬ 
ment,  from  taxation  under  this  chapter  by 
reason  of  paragraph  (6)  of  section  101  and 
which,  if  it  were  not  for  such  exemption, 
would  be  subject  to  the  provisions  of  sup¬ 
plement  E. 

(c)  Definition  of  Supplement  V  net  in¬ 
come.  The  term  “Supplement  U  net  income” 
of  an  organization  means  the  amount  by 
which  its  unrelated  business  net  income  (as 
defined  in  section  422)  exceeds  $1,000. 

(d)  Foreign  organizations.  The  Supple¬ 
ment  U  net  income  of  an  organization  de¬ 
scribed  in  subsection  (b)  (1)  or  (2)  which 
is  a  foreign  organization  shall  be  its  Supple¬ 
ment  U  net  income  derived  from  sources 
within  the  United  States  determined  in 
accordance  wfith  the  rules  of  section  119  and 
sections  212,  213  (a),  231  (c)  and  (d),  and 
232  (a). 

I  Sec.  421  as  added  by  sec.  8,  Current  Tax 
Payment  Act  1943;  amended  by  sec.  1,  Pub. 
Law  3G7  (80th  Cong.);  sec.  9.  Pub.  Law  334 
(80th  Cong.);  sec.  301  (a).  Rev.  Act  1950; 
sec.  201  (d) ,  Excess  Frofits  Tax  Act  1930;  sees. 
121  (e),  339  (a),  Rev.  Act  1951] 

§  39.421-1  Imposition  of  tax — (a) 
Rates  of  tax.  Section  421  (a)  imposes 
a  tax  upon  the  Supplement  U  net  income 
of  certain  organizations  otherwise  ex¬ 
empt  from  Federal  income  tax  by  reason 
of  section  101  (1) ,  (6) ,  (7) ,  or  (14) .  The 
taxes  imposed  by  section  421  (a)  also 
apply  in  the  case  of  any  college  or  uni¬ 
versity  which  is  an  agency  or  instrumen¬ 
tality  of  any  government  or  any  political 
subdivision  thereof,  or  which  is  owned 
or  operated  by  a  government  or  any 
political  subdivision  thereof  or  by  any 
agency  or  instrumentality  of  any  one  or 
more  governments  or  political  subdivi¬ 
sions,  and  to  any  corporation  wholly 
owned  by  one  or  more  such  colleges  or 


universities.  Under  section  421  (a)  (1), 
organizations  described  in  section  421 
(b)  (1)  (A)  and  in  §  39.421-2  (a)  (1)  and 
organizations  described  in  section  421 
(b)  (1)  (B)  and  in  §  39.421-2  (a)  (2) 
are  subject  to — 

(1) A  normal  tax  of  25  percent  on  their 
Supplement  U  net  income  except  that  in 
the  case  of  taxable  years  beginning  be¬ 
fore  April  1,  1954,  the  normal  tax  shall 
be  30  percent  of  the  Supplement  U  net 
income,  and 

(2)  A  surtax  of  22  percent  on  the 
amount  of  such  income  in  excess  of 
$25,000. 

Under  section  421  (a)  (2),  trusts  de¬ 
scribed  in  section  421  (b)  (2)  and  para¬ 
graph  (b)  of  §  39.421-2  are  subject  to  tax 
at  the  individual  rates  prescribed  in  sec¬ 
tions  11  and  12  (b).  F'or  the  purpose  of 
computing  the  tax  imposed  by  section  11 
and  section  12  (b) ,  the  term  “the  amount 
of  the  net  income  in  excess  of  the  credits 
against  net  income  provided  in  section 
25”,  as  used  in  section  11,  and  the  term 
“surtax  net  income”,  as  used  in  section 
12  (b),  shall  each  be  read  as  “Supple¬ 
ment  U  net  income”.  The  credit  of  $100 
against  net  income  provided  in  section 
163  (a)  (1)  in  the  case  of  a  trust  taxable 
under  Supplement  E  is  not  allowed  as  a 
credit  against  Supplement  U  net  income. 

(b)  Definition  of  Supplement  U  net 
income.  The  term  “Supplement  U  net 
income”  means  the  amount  by  which  the 
unrelated  business  net  income  (as  defined 
in  section  422)  of  an  organization  exceeds 
$1,000. 

§  39.421-2  Organizations  subject  to 
tax.  (a)  (1)  The  taxes  imposed  by  sec¬ 
tion  421  (a)  (1)  apply  in  the  case  of  any 
organization  (other  than  a  church,  a 
convention  or  association  of  churches, 
or  a  trust  described  in  section  421  <b) 
(2)  and  in  paragraph  (b)  of  this  section) 
which  is  exempt,  except  as  provided  in 
Supplement  U,  from  taxation  under 
chapter  1  by  reason  of  paragraph  (1), 

(6),  or  (7)  of  section  101.  A  corporation 
exempt  from  taxation  under  section  101 
(14),  holding  property  for  an  organiza¬ 
tion  which  itself  is  subject  to  the  tax  or 
for  a  church  or  a  convention  or  associa¬ 
tion  of  churcnes,  is  also  subject  to  the 
Supplement  U  tax  under  section  421  (a) 
(1). 

(2)  The  taxes  imposed  by  section  421 
(a)  (1)  apply  in  the  case  of  any  college 
or  university  which  is  an  agency  or  in¬ 
strumentality  of  any  government  or  any 
political  subdivision  thereof,  or  which  is 
owned  or  operated  by  a  government  or 
any  political  subdivision  thereof  or  by 
any  agency  or  instrumentality  of  any 
one  or  more  governments  or  political 
subdivisions.  Such  taxes  also  apply  in 
the  case  of  any  corporation  wholly  owned 
by  one  or  more  such  colleges  or  universi¬ 
ties.  As  here  used,  the  word  “govern¬ 
ment”  includes  any  foreign  government 
(to  the  extent  not  contrary  to  any  treaty 
obligation  of  the  United  States)  and  all 
domestic  governments  (the  United  States 
and  any  of  its  Territories  or  possessions, 
any  State,  and  the  District  of  Columbia). 
Elementary  and  secondary  schools  oper¬ 
ated  by  such  governments  are  net  sub¬ 
ject  to  the  Supplement  U  tax. 


§  37. <33 -404 


Saturday,  September  26,  1953 


(3)  Churches  and  associations  or  con¬ 
ventions  of  churches  are  exempt  from 
the  Supplement  U  tax.  The  exemption 
is  applicable  only  to  an  organization 
which  itself  is  a  church  or  an  association 
or  convention  of  churches.  Religious 
organizations,  including  religious  orders, 
if  not  themselves  churches  or  associations 
or  conventions  of  churches,  and  all  other 
organizations  which  are  organized  or 
operated  under  church  auspices,  are  sub¬ 
ject  to  the  Supplement  U  tax,  whether  or 
not  they  carry  out  a  religious,  educa¬ 
tional,  or  charitable  function  approved 
by  a  church.  For  example,  an  incor¬ 
porated  university  exempt  from  tax  un¬ 
der  section  101  (6)  is  subject  to  the  Sup¬ 
plement  U  tax  whether  or  not  it  was 
organized  by  or  is  operated  under  the 
auspices  of  a  church. 

(b>  The  taxes  imposed  by  section  421 
(a)  (2)  shall  apply  in  the  case  of  any 
trust  which  is  exempt,  except  as  provided 
in  Supplement  U,  from  taxation  under 
chapter  1  by  reason  of  section  101  (6) 
and  which,  if  it  were  not  for  such  ex¬ 
emption  under  section  101  (6),  would 
be  subject  to  the  previsions  of  Supple¬ 
ment  E  of  such  chapter. 


FEDERAL  REGISTER 


5  39  421-3  Provisions  generally  ap- 
I  vlicable  to  Supplement  U  tax — (a)  As - 
I  msment  and  collections.  Since  the 
I  taxes  imposed  by  section  421  are  taxes 
I  imposed  by  chapter  1  of  the  Internal 
I  Revenue  Code,  all  provisions  of  law  and 
I  of  the  regulations  in  this  part  applicable 
I  to  the  taxes  imposed  by  chapter  1  are 
I  applicable  to  the  assessment  and  collec- 
I  tion  of  the  taxes  imposed  by  section  421. 
I  For  the  requirement  as  to  the  filing  of 
I  returns,  see  paragraph  <b)  of  this  section. 
I  Organizations  subject  to  the  tax  imposed 
I  by  section  421  (a)  (1)  are  subject  to  the 
I  same  provisions,  including  penalties,  as 
I  are  provided  in  the  case  of  the  income 
I  tax  of  other  corporations.  In  the  case 
I  of  a  trust  subject  to  the  tax  imposed  by 
section  421  (a)  (2),  the  fiduciaries  for 
I  such  trust  are  subject  to  the  same  pro¬ 
visions,  including  penalties,  as  are  ap¬ 
plicable  to  fiduciaries  in  the  case  of  the 
income  tax  of  other  trusts.  See  sections 
52,  53  .  56,  and  142,  and  the  regulations 
I  prescribed  thereunder,  with  respect  to 
I  provisions  applicable  to  returns  and  pay¬ 
ment  of  tax. 

(b>  Returns.  The  return  of  Supple¬ 
ment  U  tax  shall  be  on  Form  990-T. 
I  The  return  shall  be  filed  for  each  taxable 
I  year  by  every  organization,  otherwise 
I  exempt  from  tax  under  section  101  (1), 
(6>,  (7),  or  (14)  and  subject  to  the  Sup¬ 
plement  U  tax,  which  has  gross  income, 
included  in  computing  unrelated  busi¬ 
ness  net  income  for  such  taxable  year, 
I  ui^1  000  01  more-  A  return  shall  also 
I  be  filed  for  each  taxable  year  by  every 
I  governmental  college  or  university  and 
I  by  every  corporation  wholly  owned  by 
I  such  a  college  or  university,  which  is 
I  subject  to  the  Supplement  U  tax  and 
I  vhich  has  gross  income,  included  in  com- 
I  Puting  unrelated  business  net  income  for 
I  j|uch  taxable  year,  of  $1,000  or  more. 
I  The  filing  of  Form  S90-T  does  not  relieve 


(c)  Taxable  years,  method  of  account¬ 
ing,  etc.  The  taxable  year  (fiscal  year 
or  calendar  year,  as  the  case  may  be)  of 
an  organization  shall  be  determined 
without  regard  to  the  fact  that  such 
organization  may  have  been  exempt 
from  tax  during  any  prior  period.  See 
sections  41  and  48.  and  the  regulations 
thereunder.  Similarly,  in  computing 
unrelated  business  net  income,  the  de¬ 
termination  of  the  taxable  year  for 
which  an  item  of  income  or  expense  is 
taken  into  account  shall  be  made  under 
the  provisions  of  sections  41,  42,  and  43, 
and  the  regulations  thereunder,  whether 
or  not  the  item  arose  during  a  taxable 
year  beginning  before,  on,  or  after  the 
effective  date  of  the  provisions  imposing 
a  tax  upon  Supplement  U  net  income. 
If  a  method  for  treating  bad  debts  was 
selected  in  a  return  of  income  (other 
than  an  information  return)  for  a  pre¬ 
vious  taxable  year,  the  taxpayer  must 
follow  such  method  in  its  returns  under 
Supplement  U,  unless  such  method  is 
changed  in  accordance  with  the  pro¬ 
visions  of  §  39.23  (k)-l.  A  taxpayer 
which  has  not  previously  selected  a 
method  for  treating  bad  debts  may,  in 
its  first  return  under  Supplement  U, 
exercise  the  option  granted  in  §  39.23 
(k)-l. 

(d)  Foreign  tax  credit.  See  section 
424  for  provisions  applicable  to  the  credit 
for  foreign  taxes  provided  in  section  131. 


§  39.422  Statutory  provisions ;  unre¬ 
lated  business  net  income  of  certain  sec¬ 
tion  101  organizations. 


organization  of  the  duty  of  filing 


°-her  returns  required  under  chapter  1 
°*  the  Internal  Revenue  Code. 


Sec.  422.  Unrelated  business  net  income— 
(a)  Definition.  The  term  “unrelated  busi¬ 
ness  net  income”  means  the  gross  income 
derived  by  any  organization  from  any  unre¬ 
lated  trade  or  business  (as  defined  in  sub¬ 
section  (b) )  regularly  carried  on  by  it,  less 
the  deductions  allowed  by  section  23  which 
are  directly  connected  with  the  carrying  on 
of  such  trade  or  business,  subject  to  the 
following  exceptions,  additions,  and  limita¬ 
tions: 

(1)  There  shall  be  excluded  all  dividends. 
Interest,  and  annuities,  and  all  deductions 
directly  connected  with  such  income. 

(2)  There  shall  be  excluded  all  royalties 
(Including  overriding  royalties)  whether 
measured  by  production  or  by  gross  or  net 
income  from  the  property,  and  all  deductions 
directly  connected  with  such  income. 

(3)  There  shall  be  excluded  all  rents  from 
real  property  (Including  personal  property 
leased  with  the  real  property),  and  all  deduc¬ 
tions  directly  connected  with  such  rents. 

(4)  Notwithstanding  paragraph  (3) ,  in  the 
case  of  a  Supplement  U  lease  (as  defined  in 
section  423  (a))  there  shall  be  included,  as 
an  Item  of  gross  income  derived  from  an 
unrelated  trade  or  business,  the  amount 
ascertained  under  section  423  (d)  (1)  and 
there  shall  be  allowed,  as  a  deduction,  the 
amount  ascertained  under  section  423  (d) 
(2). 

(5)  There  shall  be  excluded  all  gains  or 
losses  from  the  sale,  exchange,  or  other  dis¬ 
position  of  property  other  than  (A)  stock 
in  trade  or  other  property  of  a  kind  which 
would  properly  be  includible  in  inventory 
if  on  hand  at  the  close  of  the  taxable  year, 
or  (B)  property  held  primarily  for  sale  to 
customers  in  the  ordinary  course  of  the 
trade  or  business.  This  paragraph  shall  not 
apply  with  respect  to  the  cutting  of  timber 
which  is  considered,  upon  the  application  of 
section  117  (k)  (1),  as  a  sale  or  exchange  of 
such  timber. 


(6)  The  net  operating  loss  deduction  pro¬ 
vided  in  section  23  (s)  shall  be  allowed, 
except  that — 

(A)  The  net  operating  loss  for  any  taxable 
year,  the  amount  of  the  net  operating  loss 
carry-back  or  carry-over  to  any  taxable  year, 
and  the  net  operating  loss  deduction  for  any 
taxable  year  shall  be  determined  under  sec¬ 
tion  122  without  taking  into  account  any 
amount  of  income  or  deduction  which  is  ex¬ 
cluded  under  this  supplement  in  computing 
the  unrelated  business  net  income;  and 

(B)  The  terms  “preceding  taxable  year” 
and  “preceding  taxable  years”  as  used  in 
section  122  shall  not  include  any  taxable 
year  for  which  the  organization  was  not 
subject  to  the  provisions  of  this  supplement. 

(7)  There  shall  be  excluded  all  income 
derived  from  research  for  (A)  the  United 
States,  or  any  of  its  agencies  or  instrumen¬ 
talities,  or  (B)  any  State  or  political  sub¬ 
division  thereof;  and  there  shall  be  excluded 
all  deductions  directly  connected  with  such 
income. 

(8)  (A)  In  the  case  of  a  college,  university, 
or  hospital,  there  shall  be  excluded  all  in¬ 
come  derived  from  research  performed  for 
any  person,  and  all  deductions  directly  con¬ 
nected  with  such  income. 

(B)  In  the  case  of  an  organization  oper¬ 
ated  primarily  for  the  purposes  of  carrying 
on  fundamental  research  the  results  of  which 
are  freely  available  to  the  general  public, 
there  shall  be  excluded  all  income  derived 
from  research  performed  for  any  person,  and 
all  deductions  directly  connected  with  such 
income.  ' 

(9)  (A)  In  the  case  of  any  organization 
described  in  section  421  (b)  (1),  the  so- 
called  “charitable  contribution”  deduction 
allowed  by  section  23  (q)  shall  be  allowed 
(whether  or  not  directly  connected  with 
the  carrying  on  of  the  trade  or  business), 
but  shall  not  exceed  5  per  centum  of  the 
unrelated  business  net  income  computed 
without  the  benefit  of  this  subparagraph. 

(B)  In  the  case  of  any  trust  described  in 
section  421  (b)  (2),  the  so-called  “charitable 
contribution”  deduction  allowed  by  section 
23  (o)  shall  be  allowed  (whether  or  not  di¬ 
rectly  connected  with  the  carrying  on  of 
the  trade  or  business),  and  for  such  purpose 
a  distribution  made  by  the  trust  to  a  bene¬ 
ficiary  described  in  section  23  (o)  shall  be 
considered  as  a  gift  or  contribution.  The 
deduction  allowed  by  this  subparagraph  shall 
not  exceed  15  per  centum  of  the  unrelated 
business  net  income  computed  without  the 
benefit  of  this  subparagraph. 


If  a  trade  or  business  regularly  carried  on  by 
a  partnership  of  which  an  organization  is 
a  member  is  an  unrelated  trade  or  business 
with  respect  to  such  organization,  such 
organization  in  computing  its  unrelated 
business  net  income  shall,  subject  to  the 
exceptions,  additions  and  limitations  con¬ 
tained  in  paragraphs  (1)  through  (9)  above. 
Include  its  share  (whether  or  not  distrib¬ 
uted)  of  the  gross  income  of  the  partnership 
from  such  unrelated  trade  or  business  and 
its  share  of  the  partnership  deductions  di¬ 
rectly  connected  with  such  gross  income. 
If  the  taxable  year  of  the  organization  is 
different  from  that  of  the  partnership,  the 
amounts  to  be  so  included  or  deducted  in 
computing  the  unrelated  business  net  income 
shall  be  based  upon  the  income  and  deduc¬ 
tions  of  the  partnership  for  any  taxable 
year  of  the  partnership  (whether  beginning 
on,  before,  or  after  January  1,  1951)  ending 
within  or  with  the  taxable  year  of  the  organi¬ 
zation.  In  the  case  of  an  organization  de¬ 
scribed  in  section  3813  (a)  (2)  which  is  a 
member  of  a  partnership  all  of  whose  mem¬ 
bers  are  organizations  described  in  section 
3813  (a)  (2),  if  a  trade  or  business  regularly 
carried  on  by  such  partnership  is  an  un¬ 
related  trade  or  business  with  respect  to 
such  organization,  such  organization  shall, 
for  taxable  years  beginning  before  January  1, 
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1954.  be  allowed  a  deduction  In  an  amount  ula 
equal  to  the  portion  ol  the  gross  income  o  tlOl 
such  partnership  from  such  unrelated  trade  wh 
or  business  which  such  organization  is  re  car 
oulred  (by  a  provision  of  a  written  contract 
ted  bv  such  organization  prior  to  J«m- 
arv  1  1950.  which  provision  expressly  deals 

S7th  th,  dl.pos.uon  of  ths  ^os.  lnoom.  0,  h 

the  partnership)  to  pay  within  the  taxaDe  ar 
veir  in  discharge  of  indebtedness  Incurred  bu 
by  su<  h  organization  in  acquiring  its  share  C01 
of  such  trade  or  business,  or  to  mortg  f„ 
set  aside  within  the  taxable  year  for  the  th( 
discharge  of  such  indebtedness  (to  the  exte 
amount  has  town  .o 

a«ide )  if  (i)  such  partnership  was  formed  li 
prior  to  January  1,  1950.  for  the  purpose s  of  ca 
^rrying  on  such  trade  or  business,  and  (il)  §  . 
sub"^ antia'ly  all  the  assets  used  in  carrying  th 
on  such  trade  or  business  were  acquired  by  it  bs 
or  bv  its  members  prior  to  such  date.  As  used  , 
m  the  preceding  sentence,  the  word  in¬ 
debtedness’  does  not  include  Indebtedness  ^ 
incurred  after  January  1.  1950. 

(b)  Unrelated  trade  or  business.  The  C( 
term  “unrelated  trade  or  business  meaiis  ln  ai 
the  case  of  any  organization  subject  to  the  s< 
tax  imposed  by  section  421  (a)  *ny  tra«te  or  fj 
business  the  conduct  of  which  is  not  sub-  f 
stantlally  related  (aside  from  the  need  of  b 
such  organization  for  Income  or  funds  or  the 
use  it  makes  of  the  profits  derived)  to  the 
exercise  or  performance  by  such  organization 
of  its  charitable,  educational.  or  otPer  pT£’  \ 
pose  or  function  constituting  the  basis  for  t 
its  exemption  under  section  101  (or.  in  the  ■, 
case  of  an  organization  described  in  i 

421  (b)  (1)  (B).  to  the  exercise  or  perform-  t 

ance  of  any  purpose  or  function  described  in  ^ 
section  101  (6) ).  except  that  such  term  shall 
not  include  any  trade  or  busine^s-- 

(1)  In  which  substantially  all  the  work  j 
In  carrying  on  such  trade  or  business  Ls  | 
performed  for  the  organization  without  com-  i 

nensation;  or  , 

(2)  Which  is  carried  on.  In  the  ca^  of 

organization  described  in  section  101  (6) 

or  in  the  case  of  a  college  or  university  de¬ 
scribed  in  section  421  (b)  (1)  (B),  by  the 
organization  primarily  for  the  convergence 
of  Its  members,  students,  patients,  officers. 

or  employees;  or  _ 

O)  which  is  the  selling  of  merchandise, 
substantially  all  of  which  has  been  received 
by  the  organization  as  gifts  or  contributions. 

The  term  “unrelated  trade  or  business 
means,  in  the  case  of  a  trust  computing  its 
unrelated  business  net  income  under  this  sec¬ 
tion  for  the  purpose  of  section  16-  (g)  ( l ) . 
any  trade  or  business  regularly  ca,Jle<*  OI? 
such  trust  or  by  a  partnership  of  which  it 
is  a  member.  If  a  publishing  business  car¬ 
ried  on  bv  an  organization  during  a ***ab.le 
year  beginning  before  January  1.  1953  is. 
Without  regard  to  this  sentence,  an  unrelated 
trade  or  business,  but  before  the  beginning 
of  the  third  succeeding  taxable  year  the  busi¬ 
ness  is  carried  on  by  it  (or  by  a  successor 
acquired  such  business  in  a  liquidation 
which  would  constitute  a  tax-free  exchange 
under  section  112  (b)  (6))  In  such  manner 
that  the  conduct  thereof  is  substantially  re¬ 
lated  to  the  exercise  or  performance  by  such 
organization  (or  such  successor)  of  its  edu¬ 
cational  or  other  purpose  or  function  de¬ 
scribed  In  section  101  (6),  such  publishing 
business  shall  not  be  considered,  for  the  tax¬ 
able  year,  as  an  unrelated  trade  or  business. 

I  sec.  422  as  added  by  sec.  301  (a).  Rev.  Act 
1950;  amended  by  secs.  359  (b).  347.  348,  Rev. 
Act  1951 1 

§  39.422-1  Definition  of  unrelated 
business  net  income — (a)  General  rule. 
The  unrelated  business  net  income  which 
is  subject  to  the  Supplement  U  tax  is 
the  gross  income,  derived  by  any  organ¬ 
ization  to  which  Supplement  U  applies, 
from  any  unrelated  trade  or  business  reg¬ 


ularly  carried  on  by  it,  less  the  deduc-  wai 
tions  allowed  by  section  23  of  the  Code  con 
which  are  directly  connected  with  the  era 
carrying  on  of  such  trade  or  busmess.  to  t 
subject  to  certain  exceptions,  additions,  his 
and  limitations  referred  to  below.  In 
the  case  of  an  organization  which  regu-  ne« 
larly  carries  on  two  or  more  unrelated  sp« 
businesses,  its  unrelated  business  net  in-  in 
come  is  the  aggregate  of  its  gross  income  tul 
from  all  such  unrelated  businesses.  leoS  m 
the  aggregate  of  the  deduction  allowed  pu 
with  respect  to  all  such  unrelated  busi-  lot 
nesses.  For  provisions  generally  appli-  no 
cable  to  the  Supplement  U  tax,  see  oc 
$  39.421-3,  and  for  rules  applicate  to  pe 
the  determination  of  the  adjusted  In 
basis  of  property,  see  paragraph  (a)  of  ht 

(b)  Exceptions,  additions,  and  limit  a-  vc 

tions.  Whether  a  particular  item  of  in- 
come  falls  within  any  of  the  exception^  el 
additions,  and  limitations  provided  in  e: 
section  422  shall  be  determined  by  all  the  la 
facts  and  circumstances  of  each  case.  ic 
For  example,  if  a  payment  termed  rent  d 
by  the  parties  is  in  fact  a  return  of  profits  si 
by  a  person  operating  the  property  for  k 
the  benefit  of  the  tax-exempt  orgamza-  n 
lion  or  is  a  share  of  the  profits  retained  o 
by  such  organization  as  a  partner  or  a  c 
joint  venturer,  such  payment  is  not  with-  t 
in  the  exception  for  rent.  The  excep-  t 
tions,  additions,  and  limitations  pro-  c 
vided  in  section  422  are  as  follows: 

(1)  Dividends,  interest  and  annuities  t 
c  All  dividends,  interest,  and  annuities,  and  i 
s  the  deductions  directly  connected  thcre- 
-  with,  shall  be  excluded  in  computing  un-  i 
related  business  net  income.  1 

11  (2)  Royalties.  Royalties,  including  1 

’  overriding  royalties,  and  all  deductions 
"  directly  connected  with  such  income 
e  shall  be  excluded  in  computing  unrelated 
s.  business  net  income.  Mineral  royalties 
shall  be  excluded  whether  measured  by 
e’  production  or  by  gross  or  net  income 
>d  from  the  mineral  property.  However, 
where  an  organization  owns  a  working 
5”  interest  in  a  mineral  property,  and  is  not 
ts  relieved  of  its  share  of  the  development 
c"  costs  by  the  terms  of  any  agreement  with 
’  ’  an  operator,  income  received  from  such 

{t  an  interest  shall  not  be  excluded.  In-oil 

ir-  payments  shall  be  treated  in  the  same 
>ie  manner  as  royalty  payments  for  the  pur¬ 
ls*  pose  of  computing  unrelated  busmess 
^  net  income. 

nS  (3)  Rents.  <i>  Rents  from  real  prop- 
erty  (including  personal  property  leased 
on  wRh  the  real  property)  and  the  deduc - 
ipe  tions  directly  connected  therewith  shall 
ier  also  be  excluded  in  computing  unrelated 
re-  business  net  income,  except  that  certain 
lch  rents  from,  and  certain  deductions  in 
,u“  connection  with,  a  Supplement  U  lease 
(as  defined  in  section  423  (a))  shall  be 
included  in  computing  unrelated  busi- 
p,;s  ness  net  income.  See  §§  39.423-3  and 
39  423—4. 

*ct  <ii)  Payments  for  the  use  or  occu- 
’  pancy  of  rooms  or  other  space  where 
services  are  also  rendered  to  the  occu- 
tcd  pant,  such  as  for  the  use  or  occupancy  of 
'l}e'  rooms  or  other  quarters  in  hotels,  board- 
lch  ing  houses,  or  apartment  houses  fur- 
jl  “  nishing  hotel  services,  or  in  tourist 
,PS  camps  or  tourist  homes,  or  for  the  use  or 
*>g-  occupancy  of  space  in  parking  lots, 


warehouses,  or  storage  garages  do  not 
constitute  rentals  from  real  estate.  Gen¬ 
erally  services  are  considered  rendeied 
to  the  occupant  if  they  Primanly  for 
his  convenience  and  are  other  than  those 
usually  or  customarily  rendered  m  con¬ 
nection  with  the  rental  of  rooms  or  other 
space  for  occupancy  only.  The  supply¬ 
ing  of  maid  service,  for  example,  consti¬ 
tutes  such  service;  whereas  the  furnish¬ 
ing  of  heat  and  light,  the  cleaning  of 
public  entrances,  exits,  stairways  and 
lobbies,  the  collection  of  trash,  etc.,  are 
not  considered  as  services  rendei  ed  to  tne 
occupant.  Payments  for  the  use  or  occu¬ 
pancy  of  entire  private  residences  or 
living  quarters  in  duplex  or  multiple 
housing  units,  of  offices  in  an  office 
building,  etc.,  are  generally  rentals  from 
real  estate. 

(4)  Gains  and  losses  from  the  sale, 
etc ,  of  property.  There  shall  also  be 
excluded  from  the  computation  of  unre¬ 
lated  business  net  income  gains  or 
losses  from  the  sale,  exchange,  or  other 
disposition  of  property  other  than  u) 
stock  in  trade  or  other  property  of  a 
kind  which  would  properly  be  included 
,  in  the  inventory  of  the  organization  if 
1  on  hand  at  the  close  of  the  taxable  year, 
i  or  (ii)  property  held  primarily  for  s  ue 
■  to  customers  in  the  ordinary  course  of 
•  the  trade  or  business.  This  exclusion 
.  does  not  apply  with  respect  to  the  cut 
ting  of  timber  which  is  considered,  upon 
the  application  of  section  117  <K>  0) 

1  as  a  sale  or  exchange  of  such  timber 

-  The  exclusion  under  section  422  < a »  <o) 

-  applies  with  respect  to  gains  and  losses 
from  involuntary  conversions,  casualties, 

g  etc.  i 

s  (5)  Net  operating  losses.  The  net 
e  operating  loss  deduction  provided  in  sec- 
d  tion  23  (s)  shall  be  allowed  in  computing 
;s  unrelated  business  net  income.  How- 
y  ever  the  net  operating  loss  carry-baa 
e  or  carry-over  (from  a  taxable  ycai  *or 
r,  which  the  taxpayer  is  subject  to  the  pro 
ig  visions  of  Supplement  U)  shall  be  deter 
jt  mined  under  section  122  without  taking 
it  into  account  any  amount  of  income  or 
;h  deduction  which  is  not  included  under 
•h  Supplement  U  ill  computing  unrelated 
>il  business  net  income.  For  example,  a  loss 
le  attributable  to  an  unrelated  trade  or 
r-  business  shall  not  be  diminished  by  rea¬ 
ss  son  of  the  receipt  of  dividend  income. 

For  the  purpose  of  computing  the  net 
p-  operating  loss  deduction,  the  terms 
ed  “preceding  taxable  year”  and  “Preceding 
c-  taxable  years”  as  used  in  section  12*  shau 
all  not  include  any  taxable  year  for  whicn 
ed  the  organization  wTas  not  subject  to 
dn  provisions  of  Supplement  U.  Thus,  if  the 
in  organization  was  not  subject  to  the  pi°* 
lse  visions  of  Supplement  U  for  the  jmme- 
be  diately  preceding  taxable  year,  the  ne 
si-  operating  loss  is  not  a  carry-back  to  any 
nd  preceding  taxable  year,  and  the  net  op¬ 
erating  loss  carry-over  to  succeedmf 
-u-  taxable  years  is  not  reduced  by  the  n«  | 
ere  income  for  any  preceding  taxable  year 
cu-  A  net  operating  loss  carry-back  or  carry* 
j  of  over  shall  be  allowed  only  from  a  taxam 
rd-  year  for  which  the  taxpayer  is  subject 
ur-  to  the  provisions  of  Supplement  U. 
rist  <6)  Research.  <i>  Income  den™ 

>  or  from  research  for  the  United  S.a  e 
ots,  any  of  its  agencies  or  instrumental^ 
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or  a  State  or  political  subdivision  thereof, 
and  all  deductions  directly  connected 
with  such  income,  shall  be  excluded  in 
computing  unrelated  business  net  in¬ 
come. 

(ii)  In  the  case  of  a  college,  university, 
or  hospital,  all  income  derived  from  re¬ 
search  performed  for  any  person  and 
all  deductions  directly  connected  with 
such  income  shall  be  excluded  in  com¬ 
puting  unrelated  business  net  income. 

(iii)  In  the  case  of  an  organization 
operated  primarily  for  the  purpose  of 
carrying  on  fundamental  research  (as 
distinguished  from  applied  research)  the 
results  of  which  are  freely  available  to 
the  general  public,  all  income  derived 
from  research  performed  for  any  person 
and  all  deductions  directly  connected 
with  such  income  shall  be  excluded  in 
computing  unrelated  business  net  in¬ 
come. 

(iv)  For  the  purpose  of  this  section, 
the  term  “research”  does  not  include 
activities  of  a  type  ordinarily  carried  on 
as  an  incident  to  commercial  or  indus¬ 
trial  operations,  for  example,  the  ordi¬ 
nary  testing  or  inspection  of  materials 
or  products  or  the  designing  or  construc¬ 
tion  of  equipment,  buildings,  etc.  The 
term  “fundamental  research”  does  not 
include  research  carried  on  for  the 
primary  purpose  of  commercial  or  indus¬ 
trial  application. 

(7>  Charitable,  etc.,  contributions. 

(i)  In  computing  the  unrelated  business 
net  income  of  a  trust  described  in  section 
421  < b >  (2»  or  of  an  organization  de¬ 
scribed  in  section  421  (b)  (1  > ,  there  shall 
be  deducted  from  gross  income  the 
amount  allowed  by  section  23  (o)  or  23 
(q) ,  whichever  is  applicable,  whether  or 
not  the  contribution  is  directly  con¬ 
nected  with  the  carrying  on  of  the  trade 
or  business.  This  deduction  shall  be 
limited  to  15  percent,  if  computed  under 
section  23  (o),  or  5  percent,  if  computed 
under  section  23  (q>,  of  the  unrelated 
business  net  income  computed  without 
benefit  of  such  deduction.  In  the  case 
of  a  trust  described  in  section  421  (b) 
<2),  distributions  made  pursuant  to  the 
trust  instrument  to  a  beneficiary  de¬ 
scribed  in  section  23  (o)  shall  be  treated 
in  the  same  manner  as  gifts  or 
contributions. 

(ii)  The  contribution,  whether  made 
by  a  trust  or  other  exempt  organization, 
must  be  paid  to  another  organization  to 
be  allowable.  For  example,  a  university 
exempt  from  tax  under  section  101  (6), 
I  operating  an  unrelated  business,  shall  be 
I  allowed  a  deduction,  not  in  excess  of  5 
I  Percent  of  its  unrelated  business  net  in- 
I  come,  for  gifts  or  contributions  to  an- 
I  other  university  for  educational  work 
I  but  shall  not  be  allowed  any  deduction 
I  for  amounts  expended  in  administering 
I  its  own  educational  program. 

§  39.422-2  Organizations  that  are 
I  members  of  partnerships — (a)  In  gen- 
I  eral.  In  the  event  an  organization  to 
I  SuPPlement  U  applies  is  a  mem- 
I  “er  of  a  partnership  regularly  engaged 
I  jn  a  trade  or  business  w'hich  is  an  unre- 
I  •wd  trade  or  business  with  respect  to 
I  such  organization,  the  organization  shall 
I  mclude  in  computing  its  unrelated  busi- 
I  r*ess  net  income  so  much  of  its  share 
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(whether  or  not  distributed)  of  the 
partnership  gross  income  as  is  derived 
from  that  unrelated  business  and  its 
share  of  the  deductions  attributable 
thereto.  For  this  purpose,  both  the  gross 
income  and  the  deductions  shall  be  com¬ 
puted  with  the  necessary  adjustments 
for  the  exceptions,  additions,  and  limi¬ 
tations  referred  to  in  section  422  (a)  and 
in  §  39.422-1.  For  example,  if  an  exempt 
educational  institution  is  a  partner  in  a 
partnership  which  operates  a  factory 
and  if  such  partnership  also  holds  stock 
in  a  corporation,  the  exempt  organiza¬ 
tion  shall  include  in  computing  its  unre¬ 
lated  business  net  income  its  share  of  the 
gross  income  from  the  operation  of  the 
factory,  but  not  its  share  of  any  divi¬ 
dends  received  by  the  partnership  from 
the  corporation.  If  the  taxable  year  of 
the  organization  differs  from  that  of  the 
partnership,  the  amounts  included  or 
deducted  in  computing  unrelated  busi¬ 
ness  net  income  shall  be  based  upon  the 
income  and  deductions  of  the  partner¬ 
ship  for  each  taxable  year  of  the  partner¬ 
ship  ending  within  or  with  the  taxable 
year  of  the  organization. 

(b)  Special  rule.  For  a  special  rule, 
applicable  only  with  respect  to  taxable 
years  beginning  before  January  1,  1954, 
w’ith  respect  to  unrelated  trades  or  busi¬ 
nesses  carried  on  in  partnership  by  cer¬ 
tain  educational  organizations  described 
in  section  3813  (a)  (2),  see  the  last  two 
sentences  of  section  422  (a). 

§  39.422-3  Definition  of  unrelated 
trade  or  business — (a)  In  general.  (1) 
As  used  in  section  422  (a) ,  the  term  “un¬ 
related  business  net  income”  includes 
only  income  from  an  unrelated  trade  or 
business  regularly  carried  on,  and  the 
term  “trade  or  business”  has  the  same 
meaning  as  it  has  in  section  23  (a)  (1). 

(2)  The  income  of  an  exempt  organi¬ 
zation  is  subject  to  the  Supplement  U 
tax  only  if  two  conditions  are  present 
with  respect  to  such  income.  The  first 
condition  is  that  the  income  mq^t  be 
from  a  trade  or  business  which  is  regu¬ 
larly  carried  on  by  the  organization. 
The  second  condition  is  that  the  trade  or 
business  must  not  be  substantially  re¬ 
lated  (aside  from  the  need  of  the  or¬ 
ganization  for  income  or  funds  or  the 
use  it  makes  of  the  profits  derived)  to 
the  exercise  or  performance  by  such  or¬ 
ganization  of  its  charitable,  educational, 
or  other  purpose  or  function  constituting 
the  basis  for  its  exemption  under  section 
101,  or,  in  the  case  of  an  organization 
described  in  section  421  (b)  (1)  (B> 
(governmental  colleges,  etc.),  to  the  ex¬ 
ercise  or  performance  of  any  purpose 
or  function  described  in  section  101  (6). 
Whether  or  not  an  organization  is  sub¬ 
ject  to  the  Supplement  U  tax  shall  be 
determined  by  the  application  of  these 
tests  to  the  particular  circumstances  in¬ 
volved  in  each  individual  case.  For  cer¬ 
tain  exceptions  from  the  term  "unrelated 
trade  or  business”,  see  paragraph  (b)  of 
this  section. 

(3)  A  trade  or  business  is  regularly 
carried  on  wfhen  the  activity  is  conducted 
wfith  sufficient  consistency  to  indicate  a 
continuing  purpose  of  the  organization 
to  derive  some  of  its  income  from  such 
activity.  An  activity  may  be  regularly 
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carried  on  even  though  its  performance 
is  infrequent  or  seasonal. 

(4)  Ordinarily,  a  trade  or  business  is 
substantially  related  to  the  activities  for 
which  an  organization  is  granted  ex¬ 
emption  if  the  principal  purpose  of  such 
trade  or  business  is  to  further  (other 
than  through  the  production  of  income) 
the  purpose  for  which  the  organization 
is  granted  exemption.  In  the  usual  case 
the  nature  and  size  of  the  trade  or  busi¬ 
ness  must  be  compared  with  the  nature 
and  extent  of  the  activities  for  which  the 
organization  is  granted  exemption  in 
order  to  determine  whether  the  princi¬ 
pal  purpose  of  such  trade  or  business 
is  to  further  (other  than  through  the 
production  of  income)  the  purpose  for 
which  the  organization  is  granted  ex¬ 
emption.  For  example,  the  operation  of 
a  wheat  farm  is  substantially  related  to 
the  exempt  activity  of  an  agricultural 
college  if  the  wheat  farm  is  operated  as 
a  part  of  the  educational  program  of  the 
college,  and  is  not  operated  on  a  scale 
disproportionately  large  when  com¬ 
pared  with  the  educational  program  of 
the  college.  Similarly,  a  university  ra¬ 
dio  station  or  press  is  considered  a  re¬ 
lated  trade  or  business  if  operated  pri¬ 
marily  as  an  integral  part  of  the  edu¬ 
cational  program  of  the  university,  but 
is  considered  an  unrelated  trade  or  busi¬ 
ness  if  operated  in  substantially  the 
same  manner  as  a  commercial  radio  sta¬ 
tion  or  publishing  house.  A  trade  or 
business  not  otherwise  related  does  not 
become  substantially  related  to  an  or¬ 
ganization’s  exempt  purpose  merely  be¬ 
cause  incidental  use  is  made  of  the  trade 
or  business  in  order  to  further  the  ex¬ 
empt  purpose.  For  example,  the  manu¬ 
facture  and  sale  of  a  product  by  an 
exempt  college  would  not  become  sub¬ 
stantially  related  merely  because  stu¬ 
dents  as  part  of  their  educational  pro¬ 
gram  perform  clerical  or  bookkeeping 
functions  in  the  business.  In  some 
cases,  the  business  may  be  substantially 
related  because  it  is  a  necessary  part  of 
the  exempt  activity.  For  example,  in 
the  case  of  an  organization  exempt  un¬ 
der  section  101  (6)  and  engaged  in  the 
rehabilitation  of  handicapped  persons, 
the  business  of  selling  articles  made  by 
such  persons  as  a  part  of  their  rehabili¬ 
tation  training  would  not  be  considered 
an  unrelated  business  since  such  busi¬ 
ness  is  a  necessary  part  of  the  rehabili¬ 
tation  program. 

<b)  Exceptions.  Section  422  (b)  spe¬ 
cifically  states  that  the  term  “unrelated 
trade  or  business”  does  not  include — 

<1)  Any  trade  or  business  in  which 
substantially  all  the  work  in  carrying 
on  such  trade  or  business  is  performed 
for  the  organization  without  compensa¬ 
tion;  or 

(2)  Any  trade  or  business  carried  on 
by  an  organization  exempt  under  section 
101  <6>  or  by  a  governmental  college  or 
university  described  in  section  421  <b) 
(1)  <B>,  primarily  for  the  convenience 
of  its  members,  students,  patients,  offi¬ 
cers,  or  employees;  or 

(3)  Any  trade  or  business  which  con¬ 
sists  of  selling  merchandise,  substantially 
all  of  which  has  been  received  by  the 
organization  as  gifts  or  contributions. 
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RULES  AND  REGULATIONS 


An  example  of  the  operation  of  the  first 
of  the  exceptions  mentioned  above 
would  be  an  exempt  orphanage  operat¬ 
ing  a  retail  store  and  selling  to  the  gen¬ 
eral  public,  where  substantially  all  the 
work  in  carrying  on  such  business  is 
performed  for  the  organization  by  volun¬ 
teers  without  compensation.  An  ex¬ 
ample  of  the  second  limitation  would  be 
a  laundry  operated  by  a  college  for  the 
purpose  of  laundering  dormitory  linens 
and  the  clothing  of  students.  The  third 
exception  applies  to  so-called  "thrift 
shops”  operated  by  a  tax-exempt  organi¬ 
zation  where  those  desiring  to  benefit 
such  organization  contribute  old  clothes, 
books,  furniture,  etc.,  to  be  sold  to  the 
general  public  with  the  proceeds  going 
to  the  exempt  organization. 

(c)  Special  rule  respecting  publishing 
businesses.  For  a  special  rule,  appli¬ 
cable  only  with  respect  to  taxable  years 
beginning  before  January  1,  1953,  with 
respect  to  publishing  businesses  carried 
on  by  an  organization,  see  section  422 
(b). 

§  39.423  Statutory  provisions;  treat¬ 
ment  of  Supplement  U  lease  in  deter¬ 
mination  of  unrelated  business  net 
income. 

Sec.  423.  Supplement  U  lease — (a)  Defini¬ 
tion  of  supplement  U  lease.  The  term  “sup¬ 
plement  U  lease”  means  a  lease  for  a  term  of 
more  than  five  years  of  real  property  by  an 
organization  (or  by  a  partnership  of  which 
it  is  a  member),  if  at  the  clo^e  of  the  lessor's 
taxable  year  there  is  a  supplement  U  lease 
indebtedness  (as  defined  in  subsection  (b)  ) 
with  respect  to  such  property.  In  comput¬ 
ing  the  term  of  a  lease  which  contains  an 
option  for  renewal  or  extension,  the  term  of 
such  lease  shall  be  considered  as  including 
any  period  for  which  such  option  may  be 
exercised;  and  the  term  of  any  lease  made 
pursuant  to  an  exercise  of  such  option  shall 
include  the  period  during  which  the  prior 
lease  was  in  effect.  If  real  property  is  ac¬ 
quired  subject  to  a  lease,  the  term  of  such 
lease  shall  be  considered  to  begin  on  the 
date  of  such  acquisition.  No  lease  shall  be 
considered  a  supplement  U  lease  if  (A)  such 
lease  is  entered  into  primarily  for  purposes 
which  are  substantially  related  (aside  from 
the  need  of  such  organization  for  income  or 
funds  or  the  use  it  makes  of  the  rents  de¬ 
rived)  to  the  exercise  or  performance  by  such 
organization  of  its  charitable,  educational, 
or  other  purpose  or  function  constituting  the 
basis  for  its  exemption  under  section  101,  or 
(B)  the  lease  is  of  premises  in  a  building  pri¬ 
marily  designed  for  occupancy,  and  occu¬ 
pied.  by  the  organization.  If  a  lease  for  more 
than  five  years  to  a  tenant  is  for  only  a  por¬ 
tion  of  the  real  property,  and  space  in  the 
real  property  is  rented  during  the  taxable 
year  under  a  lease  for  not  more  than  five 
years  to  any  other  tenant  of  the  organiza¬ 
tion.  leases  cf  the  real  property  for  more 
than  five  years  shall  be  considered  as  supple¬ 
ment  U  leases  during  the  taxable  year  only 
if— 

(1)  The  rents  derived  from  the  real  prop¬ 
erty  during  the  taxable  year  under  such 
leases  represent  50  per  centum  or  more  of 
the  total  rents  derived  during  the  taxable 
year  from  the  real  property;  or  the  area  of 
the  premises  occupied  under  such  leases 
represents,  at  any  time  during  the  taxable 
year,  50  per  centum  or  more  of  the  total 
area  of  the  real  property  rented  at  such 
time;  or 

(2)  The  rent  derived  from  the  real  prop¬ 
erty  during  the  taxable  year  from  any  tenant 
under  such  a  lease,  or  from  a  group  of  ten¬ 
ants  (under  such  leases)  who  are  (A)  mem¬ 


bers  of  an  affiliated  group  (as  defined  in 
section  141)  or  (B)  partners,  represents 
more  than  10  per  centum  of  the  total  rents 
derived  during  the  taxable  year  from  such 
property;  or  the  area  of  the  premises  occu¬ 
pied  by  any  one  such  tenant,  or  by  any  such 
group  of  tenants,  represents  at  any  time 
during  the  taxable  year  more  than  10  per 
centum  of  the  total  area  of  the  real  property 
rented  at  such  time. 

(b)  Supplement  V  lease  indebtedness. 
The  term  "supplement  U  lease  indebtedness” 
means,  with  respect  to  any  real  property 
leased  for  a  term  of  more  than  five  years, 
the  unpaid  amount  of — 

(1)  The  indebtedness  Incurred  by  the 
lessor  in  acquiring  or  improving  such  prop¬ 
erty; 

(2)  The  indebtedness  incurred  prior  to 
the  acquisition  or  improvement  of  such 
property  if  such  indebtedness  would  not  have 
been  incurred  but  for  such  acquisition  or 
improvement;  and 

(3)  The  indebtedness  incurred  subsequent 
to  the  acquisition  or  improvement  of  such 
property  if  such  Indebtedness  would  not 
have  been  incurred  but  for  such  acquisition 
or  improvement  and  the  incurrence  of  such 
indebtedness  was  reasonably  foreseeable  at 
the  time  of  such  acquisition  or  improvement. 

Where  real  property  is  acquired  subject  to 
a  mortgage  or  other  similar  lien,  the  amount 
of  the  indebtedness  seemed  by  such  mort¬ 
gage  or  lien  shall  be  considered  (whether  the 
acquisition  was  by  gift,  dev,se.  or  purchase) 
as  an  indebtedness  of  the  lessor  incurred  in 
acquiring  such  property  even  though  the 
lessor  did  not  assume  or  agree  to  pay  such 
indebtedness,  except  that  where  real  prop¬ 
erty  was  acquired  by  gift,  bequest,  or  devise 
prior  to  July  1,  1950,  subject  to  a  mortgage 
or  other  similar  lieu,  the  amount  of  such 
mortgage  or  other  similar  lien  shall  not  be 
considered  as  an  indebtedness  of  the  lessor 
Incurred  in  acquiring  such  property. 
Where  real  property  was  acquired  by  gift, 
bequest,  or  devise  prior  to  July  1,  1950,  sub¬ 
ject  to  a  lease  requiring  improvements  in 
such  property  upon  the  happening  of  stated 
contingencies,  indebtedness  incurred  In  im¬ 
proving  such  property  in  accordance  with 
the  terms  of  such  lease  shall  not  be  consid¬ 
ered  as  an  indebtedness  for  purposes  of  this 
subsection.  In  the  case  of  a  corporation  de- 
scribad  in  section  101  (14).  all  of  the  stock 
of  which  was  acquired  prior  to  July  1,  1950, 
by  an  organization  described  in  paragraph 
(1),  (6),  or  (7)  of  section  101  (and  more 
than  one-third  of  such  stock  was  acquired 
by  such  organization  by  gift  or  bequest), 
any  indebtedness  incurred  by  such  corpora¬ 
tion  prior  to  July  1,  1950,  and  any  indebt¬ 
edness  incurred  by  such  corporation  on  or 
after  such  date  in  improving  real  property  in 
accordance  with  the  terms  of  a  lease  entered 
into  prior  to  such  date,  shall  not  be  consid¬ 
ered  as  an  indebtedness  with  respect  to  such 
corporation  or  such  organization  for  pur¬ 
poses  of  this  subsection.  In  determining 
the  amount  of  the  supplement  U  lease  in¬ 
debtedness  where  only  a  portion  of  the  real 
property  is  subject  to  a  supplement  U  lease, 
proper  allocation  to  the  premises  covered  by 
such  lease  shall  be  made  of  the  indebted¬ 
ness  incurred  by  the  lessor  with  respect  to 
the  real  property. 

(c)  Personal  property  leased  with  real 
property.  For  the  purposes  of  this  section, 
the  term  “real  property”  and  the  term  "prem¬ 
ises”  include  personal  property  of  the  lessor 
leased  by  it  to  a  lessee  of  its  real  estate  if  the 
lease  of  such  personal  property  is  made  under, 
or  in  connection  with,  the  lease  of  such  real 
estate. 

(d)  Treatment  of  Supplement  U  lease 
rents  and  deductions.  In  computing  under 
section  422  (a)  the  unrelated  business  net 
income  for  any  taxable  year — 


( 1 )  Percentage  of  rents  taken  into  account. 
There  shall  be  included  with  respect  to  each 
Supplement  U  lease,  as  an  item  of  gross 
income  derived  from  an  unrelated  trade  or 
business,  an  amount  which  is  the  same  per¬ 
centage  (but  not  in  excess  of  100  per  centum) 
of  the  total  rents  derived  during  the  taxable 
year  under  such  lease  as  (A)  the  Supplement 
U  lease  indebtedness,  at  the  close  of  the 
taxable  year,  with  respect  to  the  premises 
covered  by  such  lease  is  of  (B)  the  adjusted 
basis,  at  the  close  of  the  taxable  year,  of  such 
premises. 

(2)  Percentage  of  deductions  taken  into 
account.  There  shall  be  allowed  with  respect 
to  each  Supplement  U  lease,  as  a  deduction 
to  be  taken  into  account  in  computing  un¬ 
related  business  net  income,  an  amount 
which  is  the  same  percentage  (but  not  In 
excess  of  100  per  centum)  of  the  sum  deter¬ 
mined  under  paragraph  (3)  as  the  amount 
determined  under  clause  (A)  of  paragraph 
( 1 )  is  of  the  amount  determined  under  clause 
(B)  of  such  paragraph. 

(3)  Deductions  allowable.  The  sum  re¬ 
ferred  to  in  paragraph  (2)  is  the  sum  of  the 
following  deductions  allowable  under  sec¬ 
tion  23: 

(A)  Taxes  and  other  expenses  paid  or  ac- 
crued  during  the  taxable  year  upon  or  with 
respect  to  the  real  property  subject  to  the 
Supplement  U  lease. 

(B)  Interest  paid  or  accrued  during  the 
taxable  year  on  the  Supplement  U  lease 
indebtedness. 

(C)  A  reasonable  allowance  for  exhaustion, 
wear  and  tear  (including  a  reasenbale  allow¬ 
ance  for  obsolescence)  of  the  real  property 
subject  to  such  lease. 

Where  only  a  portion  of  the  real  property  is 
subject  to  the  Supplement  U  lease,  there 
shall  be  taken  into  account  under  subpara¬ 
graph  ( A) ,  ( B ) ,  or  ( C )  only  those  amounts 
which  are  properly  allocable  to  the  premises 
covered  by  such  lease. 

| Sec.  423  os  added  by  see.  301  (a),  Rev.  Act 
1950) 

§  39.423-1  Definition  of  Supplement 
U  lease — <a)  In  general.  The  term 
‘  Supplement  U  lease”  means  any  lease, 
with  certain  exceptions  discussed  in 
paragraph  (c)  of  this  section,  for  a  term 
of  more  than  five  years  of  real  property 
by  an  organization  subject  to  Supple¬ 
ment  U  <or  by  a  partnership  of  which  it 
is  a  member)  if  at  the  close  of  the  organ¬ 
ization’s  taxable  year  there  is  a  Supple¬ 
ment  U  lease  indebtedness  as  defined  in 
section  423  (b)  and  §  39.423-2,  with  re¬ 
spect  to  such  property.  For  the  purpose 
of  section  423,  the  term  “real  property” 
and  the  term  “premises”  include  personal 
property  of  the  lessor  tax-exempt  organ¬ 
ization  leased  by  it  to  a  lessee  of  its  real 
estate  if  the  lease  of  such  personal  prop¬ 
el  ty  is  made  under,  or  in  connection  with, 
the  leas?  of  such  real  estate.  For 
amounts  of  Supplement  U  rents  and  de¬ 
ductions  to  b?  included  in  computing 
unrelated  business  net  income,  see 
§  39.423-3. 

<b)  Special  rules,  f  1  >  In  computing 
the  term  of  the  lease,  the  period  for 
which  a  lease  may  be  renewed  or  ex¬ 
tended  by  reason  of  an  option  contained 
therein  shall  be  considered  as  part  of 
the  term.  For  example,  a  3-year  lease 
with  an  option  for  renewal  for  another 
such  period  is  considered  a  lease  for  a 
term  of  six  years.  Another  example  is 
the  case  of  a  1-year  lease  with  option 
of  renewal  for  another  such  term,  where 
the  parties  at  the  end  of  each  year  re¬ 
new  the  arrangement.  In  this  case,  ciur- 


§  39.423 


Saturday,  September  26,  1953 


FEDERAL  REGISTER 


6149 


ing  the  fifth  year  (but  not  during  the 
first  four  years),  the  lease  falls  within 
the  5-year  rule,  since  the  lease  then  in¬ 
volves  five  years  and  there  is  an  option 
for  the  sixth  year.  In  determining  the 
term  of  the  lease,  an  option  for  renewal 
of  the  lease  is  taken  into  account  whether 
or  not  the  exercise  of  the  option  depends 
upon  conditions  or  contingencies. 

(2)  If  the  property  is  acquired  subject 
to  a  lease,  the  term  of  such  lease  shall 
be  considered  to  begin  on  the  date  of 
such  acquisition.  For  example,  if  an 
exempt  organization  purchases,  in  whole 
or  in  part  with  borrowed  funds,  real 
property  subject  to  a  10-year  lease  which 
has  three  years  left  to  run,  and  such 
lease  contains  no  right  of  renewal  or 
extension,  the  lease  shall  be  considered 
a  3-year  lease  and  hence  does  not  meet 
the  definition  of  a  Supplement  U  lease 
in  section  423  (a)  and  paragraph  (a) 
of  this  section.  However,  if  this 
lease  contains  an  option  to  renew  for  a 
period  of  three  years  or  more,  it  is  a 
Supplement  U  lease. 

(c)  Exceptions.  ( 1 )  A  lease  shall  not 
be  considered  a  Supplement  U  lease  if 
such  lease  is  entered  into  primarily  for 
a  purpose  which  is  substantially  related 
(aside  from  the  need  of  such  organiza¬ 
tion  for  income  or  funds,  or  the  use  it 
makes  of  the  rents  derived)  to  the  exer¬ 
cise  or  performance  by  such  organization 
of  its  charitable,  educational,  or  other 
purpose  or  function  constituting  the 
basis  for  its  exemption.  For  example, 
where  a  tax-exempt  hospital  leases  real 
property  owned  by  it  to  an  association  of 
doctors  for  use  as  a  clinic,  the  rents  de¬ 
rived  under  such  lease  would  not  be  in¬ 
cluded  in  computing  unrelated  business 
net  income  if  the  clinic  is  substantially 
related  to  the  carrying  on  of  hospital 
functions.  See  §  39.422-3  for  principles 
applicable  in  determining  whether  there 
is  a  substantial  relationship  to  the 
exempt  purposes  of  an  organization. 

(2)  A  lease  is  not  a  Supplement  U 
lease  if  the  lease  is  of  premises  in  a  build¬ 
ing  primarily  designed  for  occupancy  and 
occupied  by  the  tax-exempt  organization. 

(3)  If  a  lease  for  more  than  five  years 
to  a  tenant  is  for  only  a  portion  of  the 
real  property,  and  space  in  the  real 
Property  is  rented  during  the  taxable 
year  under  a  lease  for  not  more  than  5 
years  to  any  other  tenant  of  the  tax- 
exempt  organization,  leases  of  the  real 
property  for  more  than  five  years  shall 
be  considered  as  Supplement  U  leases 
during  the  taxable  year  only  if — 

(i)  The  rents  derived  from  the  real 
Property  during  the  taxable  year  under 
such  leases  represent  50  percent  or  more 
of  the  total  rents  derived  during  the  tax- 
able  year  from  the  real  property;  or  the 
area  of  the  premises  occupied  under  such 
leases  represents,  at  any  time  during  the 
taxable  year,  50  percent  or  more  of  the 
total  area  of  the  real  property  rented 
at  such  time ;  or 

(ii>  The  rent  derived  from  the  real 
Property  during  the  taxable  year  from 
anJ’  tenant  under  such  a  lease,  or  from 
a  group  of  tenants  (under  such  leases) 
*ho  are  either  members  of  an  affiliated 
?roup  (as  defined  in  section  141)  or  are 
Partners,  represents  more  than  10  per¬ 


cent  of  the  total  rents  derived  during  the 
taxable  year  from  such  property;  or  the 
area  of  the  premises  occupied  by  any  one 
such  tenant,  or  by  any  such  group  of 
tenants,  represents  at  any  time  during 
the  taxable  year  more  than  10  percent 
of  the  total  area  of  the  real  property 
rented  at  such  time. 

(4)  The  application  of  subparagraph 
(3)  of  this  paragraph  may  be  illus¬ 
trated  by  the  following  example: 

Example.  In  1952  an  educational  organ¬ 
ization,  which  is  on  the  calendar  year  basis, 
begins  the  erection  of  an  11 -story  apartment 
building  using  funds  borrowed  for  that  pur¬ 
pose,  and  immediately  leases  for  a  10-year 
term  the  first  floor  to  a  real  estate  devel¬ 
opment  company  to  sublet  for  stores  and 
shops.  As  fast  as  the  new  apartments  are 
completed,  they  are  rented  on  an  annual 
basis.  At  the  end  of  1957  all  except  the 
tenth  and  eleventh  floors  are  rented.  Those 
two  floors  are  completed  during  1958  and 
rented.  Assume  that  for  1952  and  each 
subsequent  taxable  year  through  1957,  and 
for  the  taxable  year  1961,  the  gross  rental  for 
the  first  floor  represents  more  than  10  per¬ 
cent  of  the  total  gross  rents  derived  during 
the  taxable  year  from  the  building.  Under 
this  set  of  facts  the  10-year  lease  of  the  first 
floor  would  be  considered  to  be  a  Supple¬ 
ment  U  lease  for  all  except  the  taxable  years 
1959,  1960,  and  1962. 

§  39.423-2  Supplement  U  lease  in¬ 
debtedness — (a)  Definition.  The  term 
“Supplement  U  lease  indebtedness” 
means,  with  respect  to  any  real  property 
leased  by  a  tax-exempt  organization  for 
a  term  of  more  than  five  years,  the  un¬ 
paid  amount  of — 

(1)  The  indebtedness  incurred  by  the 
lessor  tax-exempt  organization  in  ac¬ 
quiring  or  improving  such  property; 

(2)  The  indebtedness  incurred  by  the 
lessor  tax-exempt  organization  prior  to 
the  acquisition  or  improvement  of  such 
property  if  such  indebtedness  would  not 
have  been  incurred  but  for  such  acquisi¬ 
tion  or  improvement;  and 

(3)  The  indebtedness  incurred  by  the 
lessor  tax-exempt  organization  subse¬ 
quent  to  the  acquisition  or  improvement 
of  such  property  if  such  indebtedness 
would  not  have  been  incurred  but  for 
such  acquisition  or  improvement  and  the 
incurrence  of  the  indebtedness  was 
reasonably  forseeable  at  the  time  of  such 
acquisition  or  improvement. 

See  paragraph  (f)  of  this  section  with 
respect  to  subsidiary  corporations. 

(b)  Examples.  The  rules  of  paragraph 
(a)  of  this  section  respecting  Supple¬ 
ment  U  leases  also  cover  certain  cases 
where  the  leased  property  itself  is  not 
subject  to  an  indebtedness.  For  ex¬ 
ample,  they  apply  to  cases  such  as  the 
following; 

Example  (f).  A  university  pledges  some 
of  its  investment  securities  with  a  bank  for 
a  loan  and  uses  the  proceeds  of  such  loan 
to  purchase  (either  directly  or  through  a 
subsidiary  corporation)  a  building,  which 
building  is  subject  to  a  lease  that  then  has 
more  than  five  years  to  run.  This  would 
be  an  example  of  a  Supplement  U  lease  in¬ 
debtedness  incurred  prior  to  the  acquisition 
of  the  property  which  would  not  have  been 
incurred  but  for  such  acquisition. 

Example  (2).  If  the  building  itself  in 
example  (1)  in  this  paragraph  is  later  mort¬ 
gaged  to  raise  funds  to  release  the  pledged 


securities,  the  lease  would  continue  to  be  a 
Supplement  U  lease. 

Example  (3).  If  a  scientific  organization 
mortgages  its  laboratory  building  to  replace 
working  capital  used  in  remodeling  another 
one  of  its  buildings  or  a  building  held  by  its 
subsidiary  corporation,  which  other  building 
is  free  of  indebtedness  and  is  subject  to  a 
lease  that  then  has  more  than  five  years  to 
run,  the  lease  would  be  a  Supplement  U 
lease  inasmuch  as  the  indebtedness  though 
incurred  subsequent  to  the  improvement  of 
such  property  would  not  have  been  incurred 
but  for  such  improvement,  and  the  incur¬ 
rence  of  the  indebtedness  was  reasonably  for¬ 
seeable  when,  to  make  such  improvement, 
the  organization  reduced  its  working  capital 
below  the  amount  necessary  to  continue  cur¬ 
rent  operations. 

(c)  Lease  of  part  of  property.  Where 
only  a  portion  of  the  real  property  is  sub¬ 
ject  to  a  Supplement  U  lease,  proper  al¬ 
location  of  the  indebtedness  applicable  to 
the  whole  property  must  be  made  to  the 
premises  covered  by  the  lease. 

(d)  Property  acquired  subject  to  lien. 
Where  real  property  is  acquired  subject 
to  a  mortgage  or  similar  lien,  whether  the 
acquisition  be  by  gift,  bequest,  devise,  or 
purchase,  the  amount  of  the  indebted¬ 
ness  secured  by  such  mortgage  or  lien 
is  a  Supplement  U  lease  indebtedness 
(unless  paragraph  (e)  (1)  of  this  section 
applies)  evert  though  the  lessor  does  not 
assume  or  agree  to  pay  the  indebedness. 
For  example,  a  university  pays  $100,000 
for  real  estate  valued  at  $300,000  and 
subject  to  a  $200,000  mortgage.  For  the 
purpose  of  the  Supplement  U  tax.  the 
result  is  the  same  as  if  $200,000  of  bor¬ 
rowed  funds  had  been  used  to  buy  the 
property. 

(e)  Exceptions.  (1)  Where  real  prop¬ 
erty  was  acquired  by  gift,  bequest,  or 
devise,  before  July  1,  1950,  subject  to  a 
mortgage  or  other  similar  lien,  the 
amount  of  such  mortgage  or  other  simi¬ 
lar  lien  shall  not  be  considered  as  an 
indebtedness  of  the  lessor  tax-exempt 
organization  incurred  in  acquiring  such 
property.  An  indebtedness  not  other¬ 
wise  covered  by  this  exception  is  not 
brought  within  the  exception  by  reason 
of  a  transfer  of  the  property  between  a 
parent  and  its  subsidiary  corporation. 

(2)  Where  real  property  was  acquired 
by  gift,  bequest,  or  devise,  before  July 
1,  1950,  subject  to  a  lease  requiring  im¬ 
provements  in  such  property  upon  the 
happening  of  stated  contingencies,  in¬ 
debtedness  incurred  in  improving  such 
property  in  accordance  with  the  terms 
of  such  lease  shall  not  be  considered  as 
indebtedness  described  in  section  423  (b) 
and  in  this  section.  An  indebtedness 
not  otherwise  covered  by  this  exception 
is  not  brought  within  the  exception  by 
reason  of  a  transfer  of  the  property  be¬ 
tween  a  parent  and  its  subsidiary  cor¬ 
poration. 

(3)  In  the  case  of  a  corporation  de¬ 
scribed  in  section  101  (14),  all  of  the 
stock  of  which  was  acquired  before  July 
1,  1950,  by  an  organization  described  in 
paragraph  (1),  (6),  or  (7),  of  section 
101  (and  more  than  one-third  of  such 
stock  was  acquired  by  such  organization 
by  gift  or  bequest),  any  indebtedness 
incurred  by  such  corporation  before  July 
1,  1950,  and  any  indebtedness  incurred 
by  such  corporation  on  or  after  such 
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date  in  improving  real  property  in  ac¬ 
cordance  with  the  terms  of  a  lease  en¬ 
tered  into  before  such  date,  with 
respect  to  either  such  section  101  (14) 
corporation  or  such  section  101  (1),  (6), 
or  (7)  organization,  shall  not  be  con¬ 
sidered  an  indebtedness  described  in 
section  423  (b)  and  in  this  section. 

<f)  Subsidiary  corporations.  The 
provisions  of  section  423  are  applicable 
whether  or  not  a  subsidiary  corporation 
of  the  type  exempt  under  section  101 
(14)  is  availed  of  in  making  the  Supple¬ 
ment  U  lease.  For  example,  assume  a 
parent  organization  borrows  funds  to 
purchase  realty  and  sets  up  a  separate 
section  101  (14)  corporation  as  a  sub¬ 
sidiary  to  hold  the  property.  Such  sub¬ 
sidiary  corporation  leases  the  property 
for  a  period  of  more  than  five  years,  col¬ 
lects  the  rents  and  pays  over  all  of  the 
income,  less  expenses,  to  the  parent  or¬ 
ganisation,  the  parent  organization  be¬ 
ing  liable  for  the  indebtedness.  Under 
these  assumed  facts,  the  lease  by  the 
section  101  (14)  subsidiary  corporation 
would  be  a  Supplement  U  lease  with  re¬ 
spect  to  such  subsidiary  corporation, 
and  the  rental  income  would  be  subject 
to  the  tax,  whether  or  not  the  subsidiary 
itself  assumes  the  indebtedness  and 
whether  or  not  the  property  is  subject  to 
the  indebtedness. 

§  39.423-3  Treatment  of  rent  from 
Supplement  U  lease — (a)  General  rule. 
There  shall  be  included  with  respect  to 
each  Supplement  U  lease,  as  an  item  of 
gross  income  derived  from  an  unrelated 
trade  or  business,  an  amount  which  is 
the  same  percentage  (but  not  in  excess 
of  100  percent)  of  the  total  rents  derived 
during  the  taxable  year  under  such  lease 

£1 S— 

(1)  The  amount  of  the  Supplement  U 
lease  indebtedness  at  the  close  of  the 
taxable  year  of  the  lessor  tax-exempt 
organization,  with  respect  to  the  prem¬ 
ises  covered  by  such  lease,  is  of 

(2)  The  adjusted  basis  of  such  prem¬ 
ises  at  the  close  of  such  taxable  year. 

The  basis  (unadjusted)  of  property  is 
determined  under  section  113  (a),  and 
the  adjusted  basis  of  property  is  deter¬ 
mined  under  section  113  (b).  The  de¬ 
termination  of  the  adjusted  basis  of 
property  is  not  affected  by  the  fact  that 
the  organization  was  exempt  from  tax 
for  prior  taxable  years.  Proper  adjust¬ 
ment  must  be  made  under  section  113  (b) 
for  the  entire  period  since  the  acquisi¬ 
tion  of  the  property.  Thus,  adjustment 
must  be  made  for  depreciation  for  all 
prior  taxable  years  whether  or  not  the 
organization  was  exempt  from  tax  for 
any  of  such  years.  Similarly,  for  tax¬ 
able  years  during  which  the  organization 
is  subject  to  Suplemcnt  U,  the  fact  that 
only  a  portion  of  the  deduction  for  de¬ 
preciation  is  taken  into  account  under 
section  423  (d)  does  not  affect  the 
amount  of  the  adjustment  for  deprecia¬ 
tion. 

(b)  Examples.  The  application  of 
this  section  may  be  illustrated  by  the 
following  examples,  in  each  of  which 
it  is  assumed  that  the  taxpayer  makes 
its  returns  under  Supplement  U  on  the 
basis  of  the  calendar  year,  and  that  the 
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lease  is  not  substantially  related  to  the 
purpose  for  which  the  organization  is 
granted  exemption  from  tax. 

Example  (1).  Assume  that  a  tax-exempt 
educational  organization  purchased  prop¬ 
erty  in  1942  for  $600,000,  using  borrowed 
funds,  and  leased  the  building  for  a  period 
of  20  years.  Assume  further  that  the  ad¬ 
justed  basis  of  such  building  at  the  close 
of  1952  is  $500,0C0.  If,  at  the  close  of  1952, 
$200,000  of  the  indebtedness  incurred  to 
acquire  the  property  remains  outstanding, 
since  this  is  two-fifths  of  the  adjusted  basis 
of  the  building  at  the  close  of  1952,  two-fifths 
of  the  gross  rental  received  from  the  build¬ 
ing  during  1952  shall  be  included  as  an  item 
of  gross  income  in  computing  unrelated 
business  net  income.  If,  at  the  close  of  a 
subsequent  taxable  year,  the  outstanding 
indebtedness  is  $100,000  and  the  adjusted 
basis  of  the  building  is  $100,000,  one-fourth 
of  the  gross  rental  for  such  taxable  year 
shall  be  included  as  an  item  of  gross  income 
in  computing  unrelated  business  net  income 
for  such  taxable  year. 

Example  (2).  Assume  that  a  tax-exempt 
organization  owns  a  4-story  building,  that  in 
1952  it  borrows  $100,000  which  it  uses  to 
improve  the  whole  building,  and  that  it 
thereafter  in  1952  rents  the  first  floor  of  the 
building  under  a  6-year  lease  at  a  rental  of 
$4,000  a  year.  The  second,  third,  and  fourth 
floors  of  the  building  are  leased  on  a  yearly 
basis  during  1952.  Assume,  also,  that  the  ad¬ 
justed  basis  of  the  real  property  at  the  end  of 
1952  (after  reflecting  the  expenditures  for 
improving  the  building)  is  $200,000,  allocable 
equally  to  each  the  4  stories.  Under  these 
facts,  only  one-fourth  of  the  real  property  is 
subject  to  a  Supplement  U  lease.  The  per¬ 
centage  of  the  rent  under  such  lease  which  is 
taken  into  account  is  determined  by  the 
ratio  which  the  allocable  part  of  the  Supple¬ 
ment  U  lease  indebtedness  bears  to  the  al¬ 
locable  part  of  the  adjusted  basis  of  the  real 
property,  that  is,  the  ratio  which  one-fourth 
of  the  $100,000  of  Supplement  U  lease  In¬ 
debtedness  outstanding  at  the  close  of  1952, 
or  $25,000,  bears  to  one-fourth  of  the  adjusted 
basis  of  the  Supplement  U  lease  premises  at 
the  close  of  1952,  or  $50,000.  The  percentage 
of  rent  which  is  Supplement  U  lease  income 
for  1952  is,  theiefore,  one-half  (the  ratio  of 
$25,000  to  $50,000)  of  $4,000,  or  $2,000,  and 
this  amount  of  $2,000  is  considered  an  item 
of  gross  income  derived  from  an  unrelated 
trade  or  business. 

§  39.423-4  Percentage  of  deductions 
taken  into  account,  (a)  The  same  per¬ 
centage  is  used  in  determining  both  the 
portion  of  the  rent  and  the  portion  of 
the  deductions  taken  into  account  with 
respect  to  the  Supplement  U  lease  in 
computing  unrelated  business  net  in¬ 
come.  See  §  39.423-3  for  the  deter¬ 
mination  of  such  percentage.  Such 
percentage  is  applicable  only  to  the  sum 
of  the  following  deductions  allowable 
under  section  23: 

(1)  Taxes  and  other  expenses  paid  or 
accrued  during  the  taxable  year  upon  or 
with  respect  to  the  real  property  subject 
to  the  Supplement  U  lease; 

(2)  Interest  paid  or  accrued  during 
the  taxable  year  on  the  Supplement  U 
lease  indebtedness; 

(3)  A  reasonable  allowance  for  ex¬ 
haustion,  w’ear  and  tear  (including  a 
reasonable  allowance  for  obsolescence) 
of  the  real  property  subject  to  such  lease. 

Where  only  a  portion  of  the  real  prop¬ 
erty  is  subject  to  the  Supplement  U 
lease,  there  shall  be  taken  into  account 
only  those  amounts  of  the  above-listed 


deductions  which  are  properly  allocable 
to  the  premises  covered  by  such  lease. 

(b)  The  deductions  allowable  under 
section  423  (d)  and  under  paragraph  (a) 
of  this  section  with  respect  to  a  Supple¬ 
ment  U  lease  are  not  limited  by  the 
amount  included  in  gross  income  with 
respect  to  the  rent  from  such  lease,  but 
any  excess  of  such  deductions  over  such 
gross  income  shall  be  applied  against 
other  items  of  gross  income  in  comput¬ 
ing  unrelated  business  net  income  tax¬ 
able  under  section  421  (a). 

(c)  The  application  of  this  section 
may  be  illustrated  by  the  following 
example: 

Example.  Assume  the  same  facts  as  those 
In  example  (1)  in  paragraph  (b)  of  §  39.423-3, 
Assume  also  that  for  1952  the  organization 
pays  taxes  of  $4,000  on  the  property,  interest 
of  $6,000  on  its  Supplemnt  U  lease  indebted¬ 
ness,  and  that  the  depreciation  allowable 
for  1952  under  section  23  (1)  is  $10,000.  Un¬ 
der  the  facts  set  forth  in  such  example  (1) 
and  in  this  example,  the  deductions  to  be 
taken  into  account  for  1952  in  computing 
unrelated  business  net  income  would  be 
two-fifths  of  the  total  of  the  deductions  of 
$20,000,  that  is,  $8,000. 

§  39.424  Statutory  provisions:  credit 
for  taxes  of  foreign  countries  and  posses¬ 
sions  of  the  United  States. 

Sec.  424.  Taxes  of  foreign  countries  and 
possessions  of  the  United  States.  The 
amount  of  income,  war-profits,  and  excess- 
profits  taxes  imposed  by  foreign  countries  or 
possessions  of  the  United  States  shall  be 
allowed  as  a  credit  ngainst  the  tax  of  an 
organization  subject  to  the  tax  imposed  by 
section  421  (a)  to  the  extent  provided  in 
section  131;  and  in  the  case  of  the  tax 
imposed  by  section  421  (a),  the  term  “nor¬ 
mal-tax  net  income"  and  the  term  "net 
income”  as  used  in  section  131  shall  be  read 
as  “Supplement  U  net  income". 

[Sec.  424  as  added  by  sec.  301  (a),  Rev.  Act 
1950) 

Suepart  D — Tax  on  Self-Employment 

Income  (Subchapter  E,  Chapter  1, 

Internal  Revenue  Code) 

§  39.4C0  Statutory  provisions;  rate 
of  tax  on  self-employment  income. 

Sec.  480.  Rate  of  tax.  In  addition  to 
other  taxes,  there  shall  be  levied,  collected, 
and  paid  for  each  taxable  year  beginning 
after  December  31,  1950,  upon  the  self-em¬ 
ployment  income  of  every  individual,  a  tax 
as  follows: 

(1)  In  the  care  of  any  taxable  year  be¬ 
ginning  after  December  31,  1950,  and  before 
January  1,  1924,  the  tax  shall  be  equal  to 

2  >4  per  centum  of  the  amount  of  the  self- 
employment  income  for  such  taxable  year. 

(2)  In  the  case  of  any  taxable  year  be¬ 
ginning  after  December  31,  1953,  and  before 
January  1,  1960,  the  tax  shall  be  equal  to 

3  per  centum  of  the  amount  of  the  self- 
employment  income  for  such  taxable  year. 

(3)  In  the  case  of  any  taxable  year  be¬ 
ginning  after  December  31,  1959,  and  before 
January  1,  1965,  the  tax  shall  be  equal  to 
3%  per  centum  of  the  amount  of  the  self- 
employment  income  for  such  taxable  year. 

(4)  In  the  case  of  any  taxable  year  be¬ 
ginning  after  December  31,  1964,  and  before 
January  1,  1970,  the  tax  shall  be  equal  to 
4>/2  per  centum  of  the  amount  of  the  self- 
emoloyment  income  for  such  taxable  year. 

(5)  In  the  case  of  any  taxable  year  be¬ 
ginning  after  December  31,  1969,  the  tax  shall 
be  equal  to  4%  per  centum  of  the  amount 
of  the  self-employment  income  for  suen 
taxable  year. 
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[Sec.  480  as  added  by  sec.  208  (a),  Social 
Security  Act  Amendments  1950] 

§  39.430-1  Tax  on  self-employment 
income,  (a)  There  is  imposed,  in  addi¬ 
tion  to  other  taxes,  a  tax  upon  the  self- 
employment  income  of  every  individual 
at  the  rates  prescribed  in  section  480. 
This  tax  shall  be  levied,  assessed,  and  col¬ 
lected  as  part  of  the  income  tax  imposed 
by  chapter  1  of  the  Internal  Revenue 
Code  and,  except  as  otherwise  expressly 
provided,  will  be  included  with  the  taxes 
imposed  by  sections  11  and  12  in  com¬ 
puting  any  deficiency  or  overpayment 
and  in  computing  the  interest  and  ad¬ 
ditions  to  any  deficiency,  overpayment, 
or  tax.  Since  the  tax  on  self-employ¬ 
ment  income  is  part  of  the  income  tax,  it 
is  subject  to  the  jurisdiction  of  The  Tax 
Court  of  the  United  States  to  the  same 
extent  and  in  the  same  manner  as  the 
other  taxes  under  chapter  1  of  the  Code. 
However,  this  tax  is  not  required  to  be 
taken  into  account  in  computing  any 
estimate  of  the  taxes  required  to  be  de¬ 
clared  under  section  58. 

(b )  In  general,  self-employment  in¬ 
come  consists  of  the  net  earnings  derived 
by  an  individual  (other  than  a  nonresi¬ 
dent  alien)  from  a  trade  or  business 
carried  on  by  him  as  sole  proprietor  or 
by  a  partnership  of  which  he  is  a  mem¬ 
ber.  subject  to  certain  exclusions,  ex¬ 
ceptions,  and  limitations. 

8  39.481  Statutory  provisions ;  net 
earnings  from  self-employment,  self- 
employment  income,  and  trade  or  busi¬ 
ness;  definitions. 

Sec.  481.  Definitions.  For  the  purposes  of 
this  subchapter — 

(a)  Net  earnings  from  self-employment. 
The  term  ‘‘net  earnings  from  self-employ¬ 
ment"  means  the  gross  income  derived  by 
an  Individual  from  any  trade  or  business 
carried  on  by  such  individual,  less  the  de¬ 
ductions  allowed  by  this  chapter  which  are 
attributable  to  such  trade  or  business,  plus 
his  distributive  share  (w’hether  or  not  dis¬ 
tributed)  of  the  ordinary  net  income  or  loss, 
as  computed  under  section  183,  from  any 
trade  or  business  carried  on  by  a  partnership 
of  which  he  is  a  member;  except  that  in 
computing  such  gross  income  and  deduc¬ 
tions  and  such  distributive  share  of  partner¬ 
ship  ordinary  net  income  or  loss — 

(1)  There  shall  be  excluded  rentals  from 
real  estate  (including  personal  property 
leased  with  the  real  estate)  and  deductions 
attributable  thereto,  unless  such  rentals  are 
received  in  the  course  of  a  trade  or  business 
as  a  real  estate  dealer; 

(2)  There  shall  be  excluded  income  de¬ 
rived  from  any  trade  or  business  in  which,  if 
the  trade  or  business  were  carried  on  exclu¬ 
sively  by  employees,  the  major  portion  of  the 
services  would  constitute  agricultural  labor 
as  defined  in  section  1426  (h);  and  there 
shall  be  excluded  all  deductions  attributable 
to  such  income; 

(3)  There  shall  be  excluded  dividends  on 
any  share  of  stock,  and  interest  on  any  bond, 
debemure.  note,  or  certificate  or  other  evi¬ 
dence  of  indebtedness,  issued  with  interest 
coupons  or  in  registered  form  by  any  corpo¬ 
ration  (including  one  issued  by  a  govern¬ 
ment  or  political  subdivision  thereof),  unless 
such  dividends  and  interest  (other  than 
Interest  described  in  section  25  (a))  are 
received  in  the  course  of  a  trade  or  business 
65  a  dealer  in  stocks  or  securities; 

<4 1  There  shall  be  excluded  any  gain  or 
0ss  <A)  which  is  considered  as  gain  or  loss 
rom  the  sale  or  exchange  of  a  capital  asset, 
from  the  cutting  of  timber,  or  the  dis¬ 


posal  of  timber  or  coal,  if  section  117  (J)  is 
applicable  to  such  gain  or  loss,  or  (C)  from 
the  sale,  exchange,  involuntary  conversion, 
or  other  disposition  of  property  if  such  prop¬ 
erty  is  neither  (i)  stock  in  trade  or  other 
property  of  a  kind  which  would  properly  be 
includible  in  inventory  if  on  hand  at  the 
close  of  the  taxable  year,  nor  (ii)  property 
held  primarily  for  sale  to  customers  in  the 
ordinary  course  of  the  trade  or  business; 

(5)  The  deduction  for  net  operating  losses 
provided  in  section  23  (s)  shall  not  be 
allowed; 

(6)  (A)  If  any  of  the  income  derived  from 
a  trade  or  business  (other  than  a  trade  or 
business  carried  on  by  a  partnership)  is  com¬ 
munity  income  under  community  property 
laws  applicable  to  such  income,  all  of  the 
gross  income  and  deductions  attributable  to 
such  trade  or  business  shall  be  treated  as  the 
gross  income  and  deductions  of  the  husband 
unless  the  wife  exercises  substantially  all  of 
the  management  and  control  of  such  trade 
or  business,  in  which  case  all  of  such  gross 
income  and  deductions  shall  be  treated  as 
the  gross  income  and  deductions  of  the  wife; 

(B)  If  any  portion  of  a  partner's  distribu¬ 
tive  share  of  the  ordinary  net  income  or  loss 
from  a  trade  or  business  carried  on  by  a 
partnership  is  community  income  or  loss 
under  the  community  property  laws  appli¬ 
cable  to  such  share,  all  of  such  distributive 
share  shall  be  inc’uded  in  computing  the 
net  earnings  from  self-employment  of  such 
partner,  and  no  part  of  such  share  shall  be 
taken  into  account  in  computing  the  net 
earnings  from  self-employment  of  the  spouse 
of  such  partner; 

(7)  (A)  In  the  case  of  any  taxable  year 
beginning  before  the  effective  date  specified 
in  section  3810,  the  term  “possession  of  the 
United  States”  when  used  in  section  251  with 
respect  to  citizens  of  the  United  States  shall 
include  Puerto  Rico; 

(B)  In  the  case  of  any  taxable  year  be¬ 
ginning  on  or  after  the  effective  date  speci¬ 
fied  in  section  3310,  a  resident  of  Puerto  Rico 
shall  compute  his  net  earnings  from  self- 
employment  in  the  same  manner  as  a  citizen 
of  the  United  States  but  without  regard  to 
the  provisions  of  section  116  (1). 

If  the  taxable  year  of  a  partner  is  different 
from  that  of  the  partnership,  the  distribu¬ 
tive  share  which  he  is  required  to  include 
in  computing  his  net  earnings  from  self- 
employment  shall  be  based  upon  the  ordi¬ 
nary  net  income  or  loss  of  the  partnership 
for  any  taxable  year  of  the  partnership  (even 
though  beginning  prior  to  January  1,  1951) 
ending  within  or  with  his  taxable  year. 

(b)  Self-employment  income.  The  term 
“self-employment  income”  means  the  net 
earnings  from  self-employment  derived  by  an 
individual  (other  than  a  nonresident  alien 
individual)  during  any  taxable  year  begin¬ 
ning  after  December  31,  1950;  except  that 
such  term  shall  not  include — 

( 1 )  That  part  of  the  net  earnings  from 
self-employment  which  is  in  excess  of;  (A) 
$3,600,  minus  (B)  the  amount  of  the  wages 
paid  to  such  individual  during  the  taxable 
year;  or 

(2)  The  net  earnings  from  self-employ¬ 
ment,  if  such  net  earnings  for  the  taxable 
year  are  less  than  $400. 

For  the  purposes  of  clause  (1)  the  term 
“wages”  includes  such  remuneration  paid  to 
an  employee  for  services  included  under  an 
agreement  entered  into  pursuant  to  the  pro¬ 
visions  of  section  218  of  the  Social  Security 
Act  (relating  to  coverage  of  State  employees) 
as  would  be  wages  under  section  1426  (a)  if 
such  services  constituted  employment  under 
section  1426  (b).  In  the  case  of  any  taxable 
year  beginning  prior  to  the  effective  date 
specified  in  section  3810.  an  individual  who 
is  a  citizen  of  Puerto  Rico  (but  not  otherwise 
a  citizen  of  the  United  States)  and  who  Is 
not  a  resident  of  the  United  States  or  of  the 


Virgin  Islands  during  such  taxable  year  shall 
be  considered,  for  the  purposes  of  this  sub¬ 
chapter,  as  a  nonresident  alien  individual. 
An  individual  who  is  not  a  citizen  of  the 
United  States  but  who  is  a  resident  of  the 
Virgin  Islands  or  (after  the  effective  date 
specified  in  section  3810)  a  resident  of  Puerto 
Rico  shall  not,  for  the  purposes  of  this  sub¬ 
chapter,  be  considered  to  be  a  nonresident 
alien  individual. 

(c)  Trade  or  business.  The  term  “trade 
or  business,”  when  used  with  reference  to 
self-employment  income  or  net  earnings 
from  self-employment,  shall  have  the  same 
meaning  as  when  used  in  section  23,  except 
that  such  term  shall  not  include — 

(1)  The  performance  of  the  functions  of 
a  public  office; 

(2)  The  performance  of  service  by  an  in¬ 
dividual  as  an  employee  (other  than  service 
described  in  section  1426  (b)  (16)  (B)  per¬ 
formed  by  an  individual  who  has  attained 
the  age  of  eighteen); 

(3)  The  perfox-mance  of  service  by  an  in¬ 
dividual  as  an  employee  or  employee  repre¬ 
sentative  as  defined  in  section  1532; 

(4)  The  performance  of  service  by  a  duly 
ordained,  commissioned,  or  licensed  minister 
of  a  church  in  the  exercise  of  his  ministry 
or  by  a  member  of  a  religious  order  in  the 
exercise  of  duties  required  by  such  order;  or 

(5)  The  performance  of  service  by  an  in¬ 
dividual  in  the  exercise  of  his  profession  as 
a  physician,  lawyer,  dentist,  osteopath,  vet¬ 
erinarian,  chiropractor,  naturopath,  or  op¬ 
tometrist,  Christian  Science  practitioner, 
architect,  certified  public  accountant,  ac¬ 
countant  registered  or  licensed  as  an  ac¬ 
countant,  under  State  or  municipal  law, 
full-time  practicing  public  accountant, 
funeral  director  or  professional  engineer;  or 
the  performance  of  such  service  by  a  part¬ 
nership. 

(d)  Employee  and  wages.  The  term  "em¬ 
ployee”  and  the  term  “wages”  shall  have  the 
same  meaning  as  when  used  in  subchapter  A 
of  chapter  9. 

| Sec.  481  as  added  by  sec.  208  (a),  Social 
S3curity  Act  Amendments  1950;  amended 
by  sec.  221  (j)  (1),  Rev.  Act  1950;  sec.  325 
(d) ,  Rev.  Act  1951 1 

§  39.481-1  Net  earnings  from  self- 
employment — (a)  Definition.  Subject 
to  the  special  rules  discussed  in  para¬ 
graph  (c)  of  this  section  and  to  the  ex¬ 
clusions  discussed  in  §  39.481-3,  the 
term  “net  earnings  from  self-employ¬ 
ment”  means — 

(1)  The  gross  income  derived  by  an 
individual  from  any  trade  or  business 
carried  on  by  such  individual,  less  the 
deductions  allowed  by  chapter  1  of  the 
Internal  Revenue  Code  which  are  at¬ 
tributable  to  such  trade  or  business,  plus 

(2)  His  distributive  share  (whether  or 
not  distributed)  of  the  ordinary  net  in¬ 
come  (or  minus  the  ordinary  net  loss) 
from  any  trade  or  business,  as  computed 
under  section  183,  carried  on  by  any 
partnership^  which  he  is  a  member. 

(b)  Included  in  net  earnings.  (1) 
The  gross  income  and  deductions  of  an 
individual  attributable  to  a  trade 
or  business,  for  the  purpose  of  ascer¬ 
taining  his  net  earnings  from  self-em¬ 
ployment,  are  to  be  determined  by  ref¬ 
erence  to  the  provisions  of  law  and  regu¬ 
lations  applicable  with  respect  to  the 
taxes  imposed  by  sections  11  and  12. 
Thus,  if  an  individual  uses  the  accrual 
method  of  accounting  in  computing  net 
income  from  a  trade  or  business  for  the 
purpose  of  the  taxes  imposed  by  sections 
11  and  12,  he  must  use  the  same  method 
in  determining  net  earnings  from  self- 
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employment.  Likewise,  if  a  taxpayer 
engaged  in  a  trade  or  business  of  selling 
property  on  the  installment  plan  elects, 
under  the  provisions  of  section  44,  to  use 
the  installment  basis  in  computing  in¬ 
come  for  the  purpose  of  the  taxes  under 
sections  11  and  12,  he  must  use  the  same 
basis  in  determining  net  earnings  from 
self  -employment. 

(2)  The  trade  or  business  must  be  car¬ 
ried  on  by  the  individual,  either  person¬ 
ally  or  through  agents  or  employees. 
Accordingly,  income  derived  from  a  trade 
or  business  carried  on  by  an  estate  or 
trust  is  not  included  in  determining  the 
net  earnings  from  self-employment  of 
the  individual  beneficiaries  of  such 
estate  or  trust. 

(3)  Where  an  individual  is  engaged  in 
more  than  one  trade  or  business  within 
the  meaning  of  section  481  (c)  and 
§  39.481-3,  his  net  earnings  from  self- 
employment  consist  of  the  aggregate  of 
the  net  income  and  losses  (computed 
subject  to  the  special  rules  provided  in 
this  section)  of  all  such  trades  or  busi¬ 
nesses  carried  on  by  him.  Thus,  a  loss 
sustained  in  one  trade  or  business  car¬ 
ried  on  by  an  individual  will  operate  to 
offset  the  income  derived  by  him  from 
another  trade  or  business. 

(4)  The  net  earnings  from  self-em¬ 
ployment  of  an  individual  include,  in  ad¬ 
dition  to  the  earnings  from  a  trade  or 
business  carried  on  by  him,  his  distribu¬ 
tive  share  of  the  ordinary  net  income  or 
ordinary  net  loss  from  any  trade  or  busi¬ 
ness  carried  on  by  each  partnership  of 
which  he  is  a  member.  An  individual’s 
distributive  share  of  the  ordinary  net 
income  or  ordinary  net  loss  of  a  partner¬ 
ship  shall  be  computed  under  section 
183,  subject  to  the  special  rules  set  forth 
in  section  481  (a)  and  in  this  section 
and  to  the  exclusions  provided  in  section 
481  (c)  and  in  §  39.481-3. 

(5)  If  the  taxable  year  of  a  partner 
differs  from  that  of  the  partnership,  the 
partner  shall  include,  in  computing  net 
earnings  from  self-employment,  his  dis¬ 
tributive  share  of  the  ordinary  net  in¬ 
come  or  ordinary  net  loss  of  the  partner¬ 
ship  for  its  taxable  year  endmg  with  or 
within  the  taxable  year  of  the  partner. 

(6)  For  the  purpose  of  determining 
net  earnings  from  self-employment,  a 
partnership  is  one  which  is  recognized 
as  such  for  income  tax  purposes.  For 
income  tax  purposes,  the  term  “partner¬ 
ship”  includes  not  only  a  partnership  as 
known  at  common  law\  but,  also,  a  syndi¬ 
cate,  group,  pool,  joint  venture,  or  other 
unincorporated  organization  which  car¬ 
ries  on  any  trade  or  business,  financial 
operation,  or  venture,  which  is  not, 
within  the  meaning  of  the  Internal 
Revenue  Code,  a  trust,  estate,  or  a  cor¬ 
poration. 

(7)  The  net  earnings  from  self-em¬ 
ployment  of  a  partner  include  his  dis¬ 
tributive  share  of  the  ordinary  net 
income  or  ordinary  net  loss  of  the  part¬ 
nership  of  which  he  is  a  member,  ir¬ 
respective  of  the  nature  of  his  member¬ 
ship.  Thus,  in  determining  his  net 
earnings  from  self-employment,  a  lim¬ 
ited  or  inactive  partner  includes  his 
distributive  share  of  the  ordinary  net 


income  or  ordinary  net  loss  of  the 
partnership. 

(c)  Excluded  from  net  earnings.  For 
the  purpose  of  computing  net  earnings 
from  self-employment,  the  gross  income 
derived  by  an  individual  from  a  trade  or 
business  carried  on  by  him,  the  allowable 
deductions  attributable  to  such  trade  or 
business,  and  the  individual’s  distributive 
share  of  the  ordinary  net  income  or  ordi¬ 
nary  net  loss  from  any  trade  or  business 
carried  on  by  a  partnership  of  which  he  is 
a  member  shall  be  computed  in  accord¬ 
ance  with  the  following  special  rules: 

(1)  Rentals  from  real  estate,  (i) 
Rentals  from  real  estate  (including  per¬ 
sonal  property  leased  with  the  real  es¬ 
tate)  and  the  deductions  attributable 
thereto,  unless  such  rentals  are  received 
by  an  individual  in  the  course  of  a  trade 
or  business  as  a  real-estate  dealer,  are 
excluded.  Whether  or  not  an  individual 
is  engaged  in  the  trade  or  business  of 
a  real -estate  dealer  is  determined  by  the 
application  of  the  principles  followed  in 
respect  of  the  taxes  imposed  by  sections 
11  and  12.  In  general,  an  individual  who 
is  engaged  in  the  business  of  selling  real 
estate  to  customers  with  a  view  to  the 
gains  and  profits  that  may  be  derived 
from  such  sales  is  a  real-estate  dealer. 
On  the  other  hand,  an  individual  who 
merely  holds  real  estate  for  investment 
or  speculation  and  receives  rentals  there¬ 
from  is  not  considered  a  real-estate 
dealer.  Wh^re  a  real-estate  dealer  holds 
real  estate  for  investment  or  speculation 
in  addition  to  real  estate  held  for  sale 
to  customers  in  the  ordinary  course  of  his 
trade  or  business  as  a  real-estate  dealer, 
only  the  rentals  from  the  real  estate  held 
for  sale  to  customers  in  the  ordinary 
course  of  his  trade  or  business  as  a  real- 
estate  dealer,  and  the  deductions  at¬ 
tributable  thereto,  are  included  in  deter¬ 
mining  net  earnings  from  self-employ¬ 
ment;  the  rentals  from  the  real  estate 
held  for  investment  or  speculation,  and 
the  deductions  attributable  thereto,  are 
excluded. 

(ii)  Payments  for  the  use  or  occu¬ 
pancy  of  entire  private  residences  or  liv¬ 
ing  quarters  in  duplex  or  multiple-hous¬ 
ing  units  are  generally  rentals  from  real 
estate.  Except  in  the  case  of  real-estate 
dealers,  such  payments  are  excluded  in 
determining  net  earnings  from  self- 
employment  even  though  such  payments 
are  in  part  attributable  to  personal  prop¬ 
erty  furnished  under  the  lease. 

(iii)  Payments  for  the  use  or  occu¬ 
pancy  of  rooms  or  other  space  where 
services  are  also  rendered  to  the  occu¬ 
pant,  such  as  for  the  use  or  occupancy 
of  rooms  or  other  quarters  in.  hotels, 
boarding  houses,  or  apartment  houses 
furnishing  hotel  services,  or  in  tourist 
camps  or  tourist  homes,  or  for  the  use  or 
occupancy  of  space  in  parking  lots,  ware¬ 
houses,  or  storage  garages,  do  not  consti¬ 
tute  rentals  from  real  estate;  conse¬ 
quently,  such  payments  are  included  in 
determining  net  earnings  from  self-em¬ 
ployment.  Generally,  services  are  con¬ 
sidered  rendered  to  the  occupant  if  they 
are  primarily  for  his  convenience  and 
are  other  than  those  usually  or  custom¬ 
arily  rendered  in  connection  with  the 
rental  of  rooms  or  other  space  for  occu¬ 


pancy  only.  The  supplying  of  maid 
service,  for  example,  constitutes  such 
service;  whereas,  the  furnishing  of  heat 
and  light,  the  cleaning  of  public  en¬ 
trances,  exits,  stairways  and  lobbies,  the 
collection  of  trash,  and  so  forth,  are  not 
considered  as  services  rendered  to  the 
occupant. 

(iv)  Except  in  the  case  of  a  real-estate 
dealer,  where  an  individual  or  a  partner¬ 
ship  is  engaged  in  a  trade  or  business 
the  income  of  which  is  classifiable  in 
part  as  rentals  from  real  estate,  only 
that  portion  of  such  income  which  is  not 
classifiable  as  rentals  from  real  estate, 
and  the  expenses  attributable  to  such 
portion,  will  be  included  in  determining 
net  earnings  from  self-employment. 

(v)  The  application  of  this  subpara¬ 
graph  may  be  illustrated  by  the  follow¬ 
ing  example: 

Example.  A,  an  individual,  owns  a  build¬ 
ing  containing  four  apartments.  During 
the  taxable  year,  he  receives  $1,400  from 
apartments  numbered  1  and  2,  which  are 
rented  without  services  rendered  to  the 
occupants,  and  $3,600  from  apartments  num¬ 
bered  3  and  4,  which  are  rented  with  services 
rendered  to  the  occupants.  His  fixed  ex¬ 
penses  for  the  four  apartments  aggregate 
$1,200  during  the  taxable  year.  In  addition, 
he  has  $500  of  expenses  attributable  to  the 
services  rendered  to  the  occupants  of  apart¬ 
ments  3  and  4.  In  determining  his  net 
earnings  from  self-employment,  A  Includes 
the  $3  COO  received  from  apartments  3  and 
4,  and  the  expenses  of  $1,100  attributable 
thereto.  The  rentals  and  expenses  attrib¬ 
utable  to  apartments  1  and  2  are  excluded. 
Therefore,  A  has  $2,500  of  net  earnings  from 
self-employment  for  the  taxable  year. 

(2)  Income  from  agricultural  activity. 
(i)  Income  derived  from  any  trade  or 
business  in  wThich,  if  the  trade  or  busi¬ 
ness  w’ere  carried  on  exclusively  by  em¬ 
ployees,  the  major  portion  of  the  services 
would  constitute  agricultural  labor  as 
defined  in  section  1426  (h),  and  all  de¬ 
ductions  attributable  to  such  income,  are 
excluded.  In  case  the  services  are  in 
part  agricultural  and  in  part  nonagricul- 
tural,  the  time  devoted  to  the  perform¬ 
ance  of  each  type  of  service  is  the  test 
to  be  used  to  determine  whether  the 
major  portion  of  the  services  would  con¬ 
stitute  agricultural  labor.  If  more  than 
half  of  the  time  spent  in  performing  all 
the  services  is  spent  in  performing  serv¬ 
ices  which  would  constitute  agricultural 
labor  under  section  1426  (h) ,  all  income, 
and  the  deductions  attributable  to  the 
income,  shall  be  excluded.  If  only  half, 
or  less,  of  the  time  spent  in  performing 
all  the  services  is  spent  in  performing 
services  which  would  constitute  agricul¬ 
tural  labor  under  section  1426  (h>,  all 
income,  and  the  deductions  attributable 
to  the  income,  shall  be  included.  In 
every  case  the  time  spent  in  performing 
the  services  will  be  computed  by  adding 
the  time  spent  in  the  trade  or  business 
during  the  taxable  year  by  every  indi¬ 
vidual  (including  the  individual  carrying 
on  such  trade  or  business  and  the  mem¬ 
bers  of  his  family)  in  performing  such 
services.  The  operation  of  this  special 
rule  is  not  affected  by  section  1426  (c), 
relating  to  the  included-excluded  rule  for 
determining  employment. 

(ii)  This  rule  has  no  application 
where  the  nonagricultural  services  are 
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performed  in  connection  with  an  enter¬ 
prise  which  constitutes  a  trade  or  busi¬ 
ness  separate  and  distinct  from  the  trade 
or  business  conducted  as  an  agricultural 
enterprise.  Thus,  the  operation  of  a 
roadside  automobile  service  station  on 
farm  premises  constitutes  a  trade  or 
business  separate  and  distinct  from  the 
agricultural  enterprise,  and  the  gross  in¬ 
come  derived  from  such  service  station, 
together  with  the  deductions  attribu¬ 
table  thereto,  are  included  in  determin¬ 
ing  net  earnings  from  self-employment. 

<3)  Dividends  and  interest,  (i)  All 
dividends  on  shares  of  stock  are  excluded 
unless  they  are  received  by  an  individual 
in  the  course  of  his  trade  or  business  as  a 
dealer  in  stocks  or  securities. 

(ii)  Interest  on  any  bond,  debenture, 
note,  or  certificate,  or  other  evidence  of 
indebtedness,  issued  with  interest  cou¬ 
pons  or  in  registered  form  by  any  corpo¬ 
ration  (including  one  issued  by  a  govern¬ 
ment  or  political  subdivision  thereof),  is 
excluded  unless  such  interest  is  received 
in  the  course  of  a  trade  or  business  as  a 
dealer  in  stocks  or  securities.  However, 
interest  which  is  exempt  under  section 
25  (a)  from  the  normal  tax  imposed  by 
section  11,  that  is,  interest  on  certain 
obligations  of  the  United  States  and  its 
instrumentalities,  is  not  included  in  net 
earnings  from  self-employment  even 
though  received  in  the  course  of  a  trade 
or  business  as  a  dealer  in  stocks  or  secur¬ 
ities.  Only  interest  on  bonds,  deben¬ 
tures,  notes,  or  certificates,  or  other 
evidence  of  indebtedness,  issued  with  in¬ 
terest  coupons  or  in  registered  form  by 
a  corporation,  is  excluded  in  the  case  of 
all  persons  other  than  dealers  in  stocks 
or  securities;  other  interest  received  in 
the  course  of  any  trade  or  business  (such 
as  interest  received  by  a  pawnbroker  on 
his  loans  or  interest  received  by  a  mer¬ 
chant  on  his  accounts  or  notes  receiv¬ 
able  )  is  not  excluded. 

(iii)  Dividends  and  interest  of  the 
character  excludible  under  the  preceding 
subdivisions  of  this  subparagraph  re¬ 
ceived  by  an  individual  on  stocks  or 
securities  held  for  speculation  or  invest¬ 
ment  are  excluded  whether  or  not  the 
individual  is  a  dealer  in  stocks  or  securi¬ 
ties. 

(iv)  A  dealer  in  stocks  or  securities  is 
a  merchant  of  stocks  or  securities  with 
an  established  place  of  business,  regu¬ 
larly  engaged  in  the  business  of  purchas¬ 
ing  stocks  or  securities  and  reselling  them 
to  customers;  that  is,  he  is  one  who  as  a 
merchant  buys  stocks  or  securities  and 
sells  them  to  customers  with  a  view  to 
the  gains  and  profits  that  may  be  derived 
therefrom.  Persons  who  buy  and  sell  or 
hold  stocks  or  securities  for  investment 
or  speculation,  irrespective  of  whether 
such  buying  or  selling  constitutes  the  car¬ 
rying  on  of  a  trade  or  business,  are  not 
dealers  in  stocks  or  securities. 

(4)  Gain  or  loss  from  disposition  of 
Property,  (i)  There  is  excluded  any 
gain  or  loss:  (a)  Which  is  considered  as 
gain  or  loss  from  the  sale  or  exchange 
of  a  capital  asset;  (b)  from  the  cutting 
of  timber  or  the  disposal  of  timber  or  the 
disposal  of  coal,  even  though  held  pri¬ 
marily  for  sale  to  customers,  if  section 
117  (j)  is  applicable  to  such  gain  or  loss; 
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and  (c)  from  the  sale,  exchange,  invol¬ 
untary  conversion,  or  other  disposition 
of  property  if  such  property  is  neither 
(2)  stock  in  trade  or  other  property  of 
a  kind  which  would  properly  be  includ¬ 
ible  in  inventory  if  on  hand  at  the  close 
of  the  taxable  year,  nor  (2)  property 
held  primarily  for  sale  to  customers  in 
the  ordinary  course  of  a  trade  or  busi¬ 
ness.  For  the  purpose  of  the  special 
rule  in  (c)  of  this  subdivision,  it  is  im¬ 
material  whether  a  gain  or  loss  is  treated 
as  a  capital  gain  or  loss  or  as  an  ordinary 
gain  or  loss  for  purposes  other  than  de¬ 
termining  net  earnings  from  self- 
employment.  For  instance,  where  the 
character  of  a  loss  is  governed  by  the 
provisions  of  section  117  (j),  such  loss  is 
excluded  in  determining  net  earnings 
from  self-employment  even  though  such 
loss  is  treated  under  section  117  (j)  as 
an  ordinary  loss.  For  the  purposes  of 
this  special  rule,  the  term  “involuntary 
conversion”  means  a  compulsory  or  in¬ 
voluntary  conversion  of  property  into 
other  property  or  money  as  a  result  of 
its  destruction  in  whole  or  in  part,  theft 
or  seizure,  or  an  exercise  of  the  power  of 
requisition  or  condemnation  or  the 
threat  or  imminence  thereof;  and,  the 
term  “other  disposition”  includes  the 
destruction  or  loss,  in  whole  or  in  part, 
of  property  by  fire,  storm,  shipwreck,  or 
other  casualty,  or  by  theft,  even  though 
there  is  no  conversion  of  such  property 
into  other  property  or  money. 

(ii)  The  application  of  this  subpara¬ 
graph  may  be  illustrated  by  the  follow¬ 
ing  example: 

Example.  During  the  taxable  year  1952, 
A,  who  owns  a  grocery  store,  realized  a  net 
profit  of  $1,500  from  the  sale  of  groceries 
and  a  gain  of  $350  from  the  sale  of  a 
refrigerator  case.  During  the  same  year,  he 
sustained  a  loss  of  $2,000  as  a  result  of 
damage  by  fire  to  the  store  building.  In 
computing  net  income,  all  of  these  items 
are  taken  into  aecount.  In  determining  net 
earnings  from  self-employment,  however, 
only  the  $1,500  of  profit  derived  from  the 
sale  of  groceries  Is  included.  The  $350  gain 
and  the  $2,000  loss  are  excluded. 

(5)  Net  operating  loss  deduction. 
The  deduction  provided  by  section  23 
(s),  relating  to  net  operating  losses  sus¬ 
tained  in  years  other  than  the  taxable 
year,  is  excluded. 

(6)  Community  income — (i)  In  case 
of  an  individual.  If  any  of  the  income 
derived  by  an  individual  from  a  trade 
or  business  (other  than  a  trade  or  busi¬ 
ness  carried  on  by  a  partnership)  is 
community  income  under  community 
property  laws  applicable  to  such  income, 
all  of  the  gross  income,  and  the  deduc¬ 
tions  attributable  to  such  income,  shall 
be  treated  as  the  gross  income  and  de¬ 
ductions  of  the  husband  unless  the 
wife  exercises  substantially  all  of  the 
management  and  control  of  such  trade 
or  business,  in  which  case  all  of  such 
gross  income  and  deductions  shall  be 
treated  as  the  gross  income  and  de¬ 
ductions  of  the  wife.  For  the  purpose  of 
this  special  rule,  the  term  “management 
and  control”  means  management  and 
control  in  fact,  not  the  management  and 
control  imputed  to  the  husband  under 
the  community  property  laws.  For  ex¬ 
ample,  a  wife  who  operates  a  beauty  par¬ 


lor  without  any  appreciable  collabora¬ 
tion  on  the  part  of  her  husband  will  be 
considered  as  having  substantially  all 
of  the  management  and  control  of  such 
business  despite  the  provision  of  any 
community  property  law  vesting  in  the 
husband  the  right  of  management  and 
control  of  community  property;  and 
the  income  and  deductions  attributable 
to  the  operation  of  such  beauty  parlor 
will  be  considered  the  income  and  de¬ 
ductions  of  the  wife. 

(ii)  In  case  of  a  partnership.  Even 
though  a  portion  of  a  partner’s  distribu¬ 
tive  share  of  the  ordinary  net  income  or 
ordinary  net  loss  from  a  trade  or  busi¬ 
ness  carried  on  by  a  partnership  is  com¬ 
munity  income  or  loss  under  the  com¬ 
munity  property  laws  applicable  to  such 
share,  all  of  such  distributive  share  shall 
be  included  in  computing  the  net  earn¬ 
ings  from  self-employment  of  such  part¬ 
ner;  no  part  of  such  share  shall  be  taken 
into  account  in  computing  the  net  earn¬ 
ings  from  self-employment  of  the  spouse 
of  such  partner.  In  any  case  in  which 
both  spouses  are  members  of  the  same 
partnership,  the  distributive  share  of  the 
ordinary  net  income  or  ordinary  net  loss 
of  each  spouse  is  included  in  computing 
the  net  earnings  from  self-employment 
of  that  spouse. 

(7)  Puerto  Rico — (i)  Residents.  A 
resident  of  Puerto  R'co,  whether  or  not 
a  bona  fide  resident  thereof  during  the 
entire  taxable  year,  and  whether  or  not 
an  alien,  a  citizen  of  the  United  States, 
or  a  citizen  of  Puerto  Rico,  shall  compute 
his  net  earnings  from  self-employment 
in  the  same  manner  as  would  a  citizen 
of  the  United  States  residing  in  the 
United  States.  For  the  purpose  of  the 
tax  on  self-employment  income,  the 
gross  income  of  such  a  resident  of  Puerto 
Rico  also  includes  income  from  Puerto 
Rican  sources.  Thus,  under  this  special 
rule,  income  from  Puerto  Rican  sources 
will  be  included  in  determining  net  earn¬ 
ings  from  self-employment  of  a  resident 
of  Puerto  Rico  engaged  in  the  active 
conduct  of  a  trade  or  business  in  Puerto 
Rico  despite  the  fact  "that,  under  section 
116  (1),  such  income  may  not  be  taken 
into  account  for  the  purpose  of  the  taxes  . 
under  sections  11  and  12. 

(ii)  Nonresidents.  A  citizen  of  Puerto 
Rico  who  is  also  a  citizen  of  the  United 
States  and  who  is  not  a  resident  of 
Puerto  Rico  will  compute  his  net  earn¬ 
ings  from  self-employment  in  the  same 
manner  and  subject  to  the  same  provi¬ 
sions  of  law  and  regulations  as  other 
citizens  of  the  United  States. 

§  39.481-2  Self-employment  income — 
(a)  In  general.  Except  for  the  exclu¬ 
sions  in  paragraphs  (b)  and  (c)  and  the 
exception  in  paragraph  (d)  of  this  sec¬ 
tion,  the  term  “self-employment  in¬ 
come”  means  the  net  earnings  from  self- 
employment  derived  by  an  individual. 

(b)  Maximum  self-employment  in¬ 
come.  The  maximum  self-employment 
income  of  an  individual  for  any  taxable 
year  (whether  a  period  of  12  months  or 
less)  is  $3,600.  If  an  individual  is  paid 
wages  as  defined  in  section  1426  (a),  the 
maximum  is  the  excess  of  $3,600  over  the 
amount  of  such  wages.  For  example,  if 
during  the  taxable  year  no  such  wages 
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are  paid  and  the  individual  has  $5,000 
of  net  earnings  from  self-employment, 
he  has  $3,600  of  self-employment  income 
for  such  taxable  year.  If,  in  addition  to 
having  $5,000  of  net  earnings  from  self- 
employment,  such  individual  is  paid 
$1,000  of  such  wages,  he  has  only  $2,600 
of  self-employment  income  for  the  tax¬ 
able  year.  For  the  purpose  of  this  limi¬ 
tation,  the  term  “wages”  includes  re¬ 
muneration  paid  to  an  employee  for 
services  covered  by  an  agreement 
entered  into  pursuant  to  section  218  of 
the  Social  Security  Act  (42  U.  S.  C. 
418),  which  section  provides  for  exten¬ 
sion  of  the  Federal  old-age  and  survivors 
insurance  system  to  State  and  local  gov¬ 
ernment  employees  under  voluntary 
agreements  between  the  States  and  the 
Secretary  of  Health,  Education,  and 
Welfare  (Federal  Security  Administrator 
before  April  11,  1953). 

(c)  Minimum,  net  earnings  from  self- 
employment.  Self-employment  income 
does  not  include  the  net  earnings  from 
self-employment  of  an  individual  when 
the  amount  of  such  earnings  for  the  tax¬ 
able  year  is  less  than  $400.  Thus,  an  in¬ 
dividual  having  only  $300  of  net  earnings 
from  self-employment  for  the  taxable 
year  would  not  have  any  self-employ¬ 
ment  income.  However,  an  individual 
having  net  earnings  from  self-employ¬ 
ment  of  $400  or  more  for  the  taxable 
year  may  have  less  than  $400  of  self- 
employment  income.  This  would  occur 
in  a  case  in  which  the  amount  of  the 
individual’s  net  earnings  from  self-em¬ 
ployment  is  $400  or  more  for  a  taxable 
year  and  the  individual  also  receives 
more  than  $3,200  but  less  than  $3,600  of 
wages  during  that  taxable  year.  For 
example,  if  an  individual  has  net  earn¬ 
ings  from  self-employment  of  $1,000  for 
a  taxable  year  and  also  receives  wages 
of  $3,400  during  that  taxable  year,  his 
self-employment  income  for  that  taxable 
year  is  $200. 

(d)  Nonresident  aliens.  A  nonresi¬ 
dent  alien  individual  never  has  self-em¬ 
ployment  income.  For  the  purpose  of 
the  tax  on  self-employment  income,  an 
individual  who  is  not  a  citizen  of  the 
United  States  but  who  is  a  resident  of 
the  Virgin  Islands  or  of  Puerto  Rico  is 
not  considered  to  be  a  nonresident  alien 
individual.  While  a  nonresident  alien 
individual  who  derives  income  from  a 
trade  or  business  carried  on  within  the 
United  States.  Puerto  Rico,  or  the  Virgin 
Islands  (whether  by  agents  or  employees, 
or  by  a  partnership  of  which  he  is  a 
member)  may  be  subject  to  the  appli¬ 
cable  income  tax  provisions  on  such  in¬ 
come,  such  nonresident  alien  individual 
will  not  be  subject  to  the  tax  on  self-em¬ 
ployment  income,  since  any  net  earnings 
which  he  may  have  from  self-employ¬ 
ment  do  not  constitute  self-employment 
income. 

§  39.481-3  Trade  or  business — (a)  In 
general.  It  is  necessary  for  an  individ¬ 
ual  to  carry  on  a  trade  or  business,  either 
as  an  individual  or  as  a  member  of  a 
partnership,  in  order  for  him  to  have  net 
earnings  from  self-employment.  Except 
for  the  exclusions  discussed  in  para¬ 
graphs  (b),  (c),  (d),  (e),  and  (f)  of  this 
section,  the  term  “trade  or  business”,  for 


the  purpose  of  the  tax  on  self-employ¬ 
ment  income,  shall  have  the  same  mean¬ 
ing  as  when  used  in  section  23.  An  indi¬ 
vidual  engaged  in  one  of  the  excluded 
activities  specified  in  this  section  may 
also  be  engaged  in  carrying  on  a  non- 
excluded  trade  or  business.  Whether  or 
not  he  is  also  engaged  in  an  included 
trade  or  business  will  be  dependent  upon 
all  of  the  facts  and  circumstances  in  the 
particular  case. 

(b)  Public  office.  The  performance 
of  the  functions  of  a  public  office  does 
not  constitute  a  trade  or  business.  The 
term  “public  office”  includes  any  elective 
or  appointive  office  of  the  United  States 
or  any  possession  thereof,  or  of  a  State 
or  its  political  subdivision,  or  of  a  wholly 
owned  instrumentality  of  any  one  or 
more  of  the  foregoing.  For  example,  the 
President,  the  Vice  President,  a  governor, 
a  mayor,  the  Secretary  of  State,  a  mem¬ 
ber  of  Congress,  a  State  representative, 
a  county  commissioner,  a  judge,  a  county 
or  city  attorney,  a  marshal,  a  sheriff,  a 
register  of  deeds,  or  a  notary  public  per¬ 
forms  the  functions  of  a  public  office. 

(c)  Employees.  The  performance  of 
service  by  an  individual  as  an  employee, 
as  defined  in  the  Federal  Insurance  Con¬ 
tributions  Act  (sections  1400  to  1432  in¬ 
clusive,  of  the  Internal  Revenue  Code), 
with  one  exception,  does  not  constitute  a 
trade  or  business.  The  exception  is  as 
follows:  Service  performed  by  an  indi¬ 
vidual,  who  has  attained  the  age  of  18, 
in,  and  at  the  time  of,  the  sale  of  news¬ 
papers  or  magazines  to  ultimate  consum¬ 
ers,  under  an  arrangement  under  which 
the  newspapers  or  magazines  are  to  be 
sold  by  him  at  a  fixed  price,  his  compen¬ 
sation  being  based  on  the  retention  of  the 
excess  of  such  price  over  the  amount  at 
which  the  newspapers  or  magazines  are 
charged  to  him,  whether  or  not  he  is 
guaranteed  a  minimum  amount  of  com¬ 
pensation  for  such  service,  or  is  entitled 
to  be  credited  with  the  unsold  news¬ 
papers  or  magazines  turned  back,  does 
constitute  a  trade  or  business.  As  to 
when  an  individual  is  an  employee,  see 
Regulations  128  (Part  408  of  this 
chapter)  relating  to  the  Federal  Insur¬ 
ance  Contributions  Act. 

(d )  Individuals  under  Railroad  Retire¬ 
ment  System.  The  performance  of  serv¬ 
ice  by  an  individual  as  an  employee  or 
employee  representative  as  defined  in 
section  1532,  that  is,  an  individual  cov¬ 
ered  under  the  railroad  retirement  sys¬ 
tem,  does  not  constitute  a  trade  or  busi¬ 
ness.  As  to  when  an  individual  is  an 
employee  or  employee  representative  un¬ 
der  section  1532,  see  Regulations  114 
(Part  411  of  this  chapter)  relating  to  the 
Railroad  Retirement  Tax  Act. 

(e)  Ministers  or  members  of  religious 
orders.  The  performance  of  service  by  a 
duly  ordained,  commissioned,  or  licensed 
minister  of  a  church  in  the  exercise  of 
his  ministry  or  by  a  member  of  a  re¬ 
ligious  order  in  the  exercise  of  duties 
required  by  such  order  does  not  con¬ 
stitute  a  trade  or  business.  The  duties 
of  ministers  include  the  ministration  of 
sacerdotal  functions  and  the  conduct 
of  religious  worship,  and  the  control, 
conduct,  and  maintenance  of  religious 
organizations  (including  the  religious 


boards,  societies,  and  other  integral 
agencies  of  such  organizations),  under 
the  authority  of  a  religious  body  consti¬ 
tuting  a  church  or  church  denomination. 

(f)  Members  of  certain  professions. 

(1)  The  performance  of  service  by  an 
individual  in  the  exercise  of  his  pro¬ 
fession  as  a  physician,  lawyer,  dentist, 
osteopath,  veterinarian,  chiropractor, 
naturopath,  optometrist,  Christian 
Science  practitioner,  architect,  certified 
public  accountant,  accountant  registered 
or  licensed  as  an  accountant  under  State 
or  municipal  law,  full-time  practicing 
public  accountant,  funeral  director,  or 
professional  engineer  does  not  constitute 
a  trade  or  business.  This  exclusion  ap¬ 
plies  only  if  the  individual  meets  the 
legal  requirements,  if  any,  for  practicing 
his  profession  in  the  place  where  he  per¬ 
forms  the  service.  Thus,  an  accountant 
who  is  neither  certified,  registered,  nor 
licensed  but  who  is  publicly  engaged  in 
the  practice  of  accountancy  on  a  full¬ 
time  basis  in  a  jurisdiction  which  re¬ 
quires  that  an  individual  engaged  in  such 
practice  be  certified,  registered,  or  li¬ 
censed  is  not  within  the  exclusion. 

(2)  The  designations  in  subparagraph 
(1)  of  this  paragraph  are  to  be  given 
their  commonly  accepted  meaning. 
Thus,  the  term  “physician”  means  an 
individual  who  is  legally  qualified  to 
practice  medicine;  the  term  “lawyer” 
means  an  individual  who  is  legally  quali¬ 
fied  to  practice  law;  and  the  term  “pro¬ 
fessional  engineer”  means  an  engineer 
legally  qualified  to  practice  before  the 
public  in  a  consulting  capacity. 

(3)  In  the  case  of  a  partnership  en¬ 
gaged  in  the  practice  of  any  of  the  des¬ 
ignated  professions,  the  partnership 
shall  not  be  considered  as  carrying  on 
a  trade  or  business  for  the  purpose  of  the 
tax  on  self-employment  income,  and 
none  of  the  distributive  shares  of  the 
ordinary  net  income  or  the  ordinary  net 
loss  of  such  partnership  shall  be  in¬ 
cluded  in  computing  net  earnings  from 
self-employment  of  any  member  of  the 
partnership  On  the  other  hand,  where 
a  partnership  is  engaged  in  a  trade  or 
business  not  within  any  of  the  designated 
professions,  each  partner  must  include 
his  distributive  share  of  the  ordinary 
net  income  or  the  ordinary  net  loss  of 
such  partnership  in  computing  his  net 
earnings  from  self-employment,  irre¬ 
spective  of  whether  such  partner  is  also 
engaged  in  the  practice  of  one  or  more 
of  such  professions  and  contributes  his 
professional  services  to  the  partnership. 

§  39.481-4  Employee  and  wages.  For 
the  purpose  of  the  tax  on  self-employ¬ 
ment  income,  the  term  “employee"  and 
the  term  “wages”  shall  have  the  same 
meaning  as  when  used  in  the  Federal 
Insurance  Contributions  Act.  For  an 
explanation  of  these  terms,  see  Regu¬ 
lations  128  (Part  408  of  this  chapter). 

§  39.482  Statutory  provisions;  re¬ 
turns  for  tax  on  self-employment  in¬ 
come;  cross  references. 

Sec.  482.  Miscellaneous  provisions — (a) 
Returns.  Every  individual  (other  than  a 
nonresident  alien  individual)  having  net 
earnings  from  self-employment  of  $400  or 
more  for  the  taxable  year  shall  make  a  re¬ 
turn  containing  such  information  for  the 


S  39.481-3 


Saturday,  September  26,  1953 


FEDERAL  REGISTER 


6155 


purpose  of  carrying  out  the  provisions  of  this 
subchapter  as  the  Commissioner,  with  the 
approval  of  the  Secretary,  may  by  regula¬ 
tions  prescribe.  Such  return  shall  be  con¬ 
sidered  a  return  required  under  section  51 

(a).  In  the  case  of  a  husband  and  wife 
filing  a  Joint  return  under  section  51  (b) , 
the  tax  imposed  by  this  subchapter  shall  not 
be  computed  on  the  aggregate  income  but 
shall  be  the  sum  of  the  taxes»computed  un¬ 
der  this  subchapter  on  the  separate  self-em¬ 
ployment  income  of  each  spouse. 

(b)  Title  of  subchapter.  This  subchapter 
may  be  cited  as  the  “Self-Employment  Con¬ 
tributions  Act.” 

(c)  Effective  date  in  case  of  Puerto  Rico. 
For  effective  date  in  case  of  Puerto  Rico,  see 
section  3810. 

(d)  Collection  of  taxes  in  Virgin  Islands 
and  Puerto  Rico.  For  provisions  relating  to 
collection  of  taxes  in  Virgin  Islands  and 
Puerto  Rico,  see  section  3811, 

[Sec.  482  as  added  by  sec.  208  (a),  Social 
Security  Act  Amendments  1950J 

§  39.482-1  Returns — (a)  In  general. 
Every  individual,  other  than  a  nonresi¬ 
dent  alien,  having  net  earnings  from 
self-employment  of  $400  or  more  for  the 
taxable  year  shall  make  a  return  on 
Form  1040  in  accordance  with  the  in¬ 
structions  thereon,  or  issued  therewith, 
and  the  provisions  of  the  regulations  ap¬ 
plicable  thereto.  Such  return  shall  be 
considered  a  return  required  under  sec¬ 
tion  51  (a),  and  the  provisions  applicable 
to  returns  under  section  51  (a)  shall  be 
applicable  to  this  return.  This  return 
will  be  required  if  there  is  self-employ¬ 
ment  income  even  though  the  individual 
may  not  be  required  to  make  a  return 
for  the  purpose  of  the  taxes  imposed  by 
sections  11  and  12. 

(b)  Joint  returns.  (1)  In  the  case  of 
a  husband  and  wife  filing  a  joint  return 
under  section  51  (b),  the  tax  on  self- 
employment  income  is  computed  on  the 
separate  self-employment  income  of 
each  spouse,  and  not  on  the  aggregate 
of  the  two  amounts.  The  requirement 
of  section  51  (b)  that  in  the  case  of  a 
joint  return  the  tax  is  computed  on  the 
aggregate  income  of  the  spouses  is  not 
applicable  with  respect  to  the  tax  on 
self-employment  income.  Where  the 
husband  and  wife  each  has  net  earnings 
from  self-employment  of  $400  or  more, 
it  will  be  necessary  for  each  to  complete 
separately  a  schedule  C  of  Form  1040 
with  respect  to  such  net  earnings,  despite 
the  fact  that  a  joint  return  is  filed.  If 
the  net  earnings  from  self-employment 
of  either  the  husband  or  the  wife  are  less 
than  $400,  such  net  earnings  are  not 
subject  to  the  tax  on  self-employment 
income,  even  though  they  must  be  shown 
on  the  joint  return  for  the  purpose  of 
the  taxes  imposed  by  sections  11  and  12. 

(2)  Except  as  otherwise  expressly  pro¬ 
vided,  section  51  (b)  is  applicable  to  the 
return  of  the  tax  on  self-employment 
income;  therefore,  the  liability  with  re¬ 
spect  to  such  tax  in  the  case  of  a  joint 
return  is  joint  and  several. 

(c)  Social  security  account  numbers. 
Every  individual  making  a  return  of  net 
earnings  from  self-employment  is  re¬ 
quired  to  show  thereon  his  social  secu¬ 
rity  account  number,  or,  if  he  has  no 
such  account  number,  to  make  applica¬ 
tion  therefor  on  Form  SS-5  before  the 
fiiing  of  such  return.  However,  the 


failure  to  apply  for  a  social  security  ac¬ 
count  number  will  not  excuse  the  indi¬ 
vidual  from  the  requirement  that  he 
file  such  return  on  or  before  the  due 
date  thereof.  Form  SS-5  may  be  ob¬ 
tained  from  any  field  office  of  the  Social 
Security  Administration  or  from  any  dis¬ 
trict  director  of  internal  revenue.  The 
application  on  Form  SS-5  shall  be  filled 
with  the  field  office  of  the  Social  Security 
Administration  nearest  the  legal  resi¬ 
dence  or  principal  place  of  business  of 
such  individual,  or  if  he  has  no  legal 
residence  or  principal  place  of  business 
within  the  United  States,  Puerto  Rico, 
or  the  Virgin  Islands,  with  the  office  of 
the  Social  Security  Administration  at 
Baltimore,  Maryland.  An  individual 
who  has  previously  secured  a  social  se¬ 
curity  account  number  as  an  employee 
shall  use  that  account  number  on  his 
return  of  net  earnings  from  self-employ¬ 
ment. 

Subpart  E — Personal  Holding  Companies 

(Subchapter  A,  Chapter  2,  Internal 

Revenue  Code) 

§  39.500  Statutory  provisions;  surtax 
on  personal  holding  companies. 

Sec.  500.  Surtax  on  personal  holding  com¬ 
panies.  There  shall  be  levied,  collected,  and 
paid,  for  each  taxable  year  beginning  after 
December  31,  1938,  upon  the  undistributed 
subchapter  A  net  Income  of  every  personal 
holding  company  (in  addition  to  the  taxes 
imposed  by  chapter  1)  a  surtax  equal  to  the 
sum  of  the  following : 

(1)  75  per  centum  of  the  amount  thereof 
not  in  excess  of  $2,000;  plus 

(2)  85  per  centum  of  the  amount  thereof 
in  excess  of  $2,000. 

[Sec.  500  as  amended  by  sec.  203,  Rev.  Act 
1940;  sec.  110  (a).  Rev.  Act  1941;  sec.  181, 
Rev.  Act  1942] 

§  39.500-1  Surtax  on  personal  holding 
companies,  (a)  Section  500  imposes  (in 
addition  to  the  taxes  imposed  by  chapter 
1)  a  graduated  income  tax  or  surtax 
upon  corporations  classified  as  personal 
holding  companies  and,  under  the  cir¬ 
cumstances  specified  in  section  501  (c), 
upon  an  affiliated  group  of  railroad  cor¬ 
porations.  Corporations  so  classified 
are  exempt  from  the  surtax  on  corpora¬ 
tions  improperly  accumulating  surplus 
imposed  by  section  102,  but  are  not 
exempt  from  the  other  taxes  imposed  by 
chapter  1.  Unlike  the  surtax  imposed 
by  section  102,  the  surtax  imposed  by 
section  500  applies  to  all  personal  hold¬ 
ing  companies  defined  as  such  in  section 
501  and  §  39.501-1,  regardless  of  whether 
or  not  they  were  formed  or  availed  of  to 
accumulate  earnings  or  profits  for  the 
purpose  of  avoiding  surtax  upon  share¬ 
holders.  The  surtax  imposed  by  section 
500  is  75  percent  of  the  amount  of  the 
undistributed  subchapter  A  net  income 
not  in  excess  of  $2,000,  and  85  percent  of 
the  amount  of  the  undistributed  sub¬ 
chapter  A  net  income  in  excess  of  $2,000. 
For  the  alternative  tax  where  the  net 
long-term  gain  for  any  taxable  year  ex¬ 
ceeds  the  net  short-term  capital  loss,  see 
section  117  (c)  and  the  regulations 
thereunder. 

(b)  A  foreign  corporation,  whether 
resident  or  nonresident,  which  is  classi¬ 
fied  as  a  personal  holding  company 
under  section  501  (not  including  a  for¬ 


eign  personal  holding  company  as  de¬ 
fined  in  section  331)  is  subject  to  the  tax 
imposed  by  section  500  with  respect  to 
its  income  from  sources  within  the 
United  States  even  though  such  income 
is  not  fixed  or  determinable  annual  or 
periodical  income  specified  in  section  231 
(a).  See  section  119.  The  term  “per¬ 
sonal  holding  company,”  as  used  in  sub¬ 
chapter  A  of  chapter  2,  does  not  include 
a  foreign  corporation  if  (1)  its  gross  in¬ 
come  from  sources  within  the  United 
States  for  the  period  specified  in  section 
119  (a)  (2)  (B)  is  less  than  50  percent 
of  its  total  gross  income  from  all  sources 
and  (2)  all  of  its  stock  outstanding  dur¬ 
ing  the  last  half  of  the  taxable  year  is 
owned  by  nonresident  alien  individuals, 
whether  directly  or  indirectly  through 
other  foreign  corporations. 

§  39.501  Statutory  provisions;  defini¬ 
tion  of  personal  holding  company. 

Sec.  501.  Definition  of  personal  holding 
company — (a)  General  rule.  For  the  pur¬ 
poses  of  this  subchapter  and  chapter  1,  the 
term  "personal  holding  company”  means  any 
corporation  if — 

(1)  Gross  income  requirement.  At  least 
80  per  centum  of  its  gross  income  for  the 
taxable  year  is  personal  holding  company 
income  as  defined  in  section  502;  but  if  the 
corporation  is  a  personal  holding  company 
with  respect  to  any  taxable  year  beginning 
after  December  31,  1936,  then,  for  each  sub¬ 
sequent  taxable  year,  the  minimum  per¬ 
centage  shall  be  70  per  centum  in  lieu  of  80 
per  centum,  until  a  taxable  year  during  the 
whole  of  the  last  half  of  which  the  stock 
ownership  required  by  paragraph  (2)  does 
not  exist,  or  until  the  expiration  of  three 
consecutive  taxable  years  in  each  of  which 
less  than  70  per  centum  of  the  gross  Income 
is  personal  holding  company  income;  and 

(2)  Stock  ownership  requirement.  At  any 
time  during  the  last  half  of  the  taxable  year 
more  than  50  per  centum  in  value  of  its  out¬ 
standing  stock  is  owned,  directly  or  in¬ 
directly,  by  or  for  not  more  than  five 
Individuals. 

(b)  Exceptions.  The  term  "personal  hold¬ 
ing  company”  does  not  include — 

(1)  A  corporation  exempt  from  taxation 
under  section  101. 

(2)  A  bank  as  defined  in  section  104. 

(3)  A  life  insurance  company. 

(4)  A  surety  company. 

(5)  A  foreign  personal  holding  company 
as  defined  in  section  331. 

(6)  (A)  A  licensed  personal  finance  com¬ 
pany  under  State  supervision,  80  per  centum 
or  more  of  the  gross  income  of  which  is 
lawful  interest  received  from  loans  made 
to  individuals  in  accordance  with  the  pro¬ 
visions  of  applicable  State  law  if  at  least  60 
per  centum  of  such  gross  income  is  lawful 
interest  (i)  received  from  individuals  erch 
of  whocie  indebtedness  to  such  company  did 
not  at  any  time  during  the  taxable  year 
exceed  in  principal  amount  the  limit  pre¬ 
scribed  for  small  loans  by  such  law  (or,  if 
there  is  no  such  limit,  $500),  and  (ii)  not 
payable  in  advance  or  compounded  and  com¬ 
puted  only  on  unpaid  balances,  and  if  the 
loans  to  a  person,  who  is  a  shareholder  in 
such  company  during  the  taxable  year  by 
or  for  whom  10  per  centum  or  more  in  value 
of  its  outstanding  stock  is  owned  directly 
or  indirectly  (including  in  the  case  of  an 
individual,  stock  owned  by  the  members 
of  his  family  as  defined  in  section  503  (a) 
(2)),  outstanding  at  any  time  during  such 
year  do  not  exceed  $5,000  in  principal 
amount;  and 

(B)  A  lending  company,  not  otherwise 
excepted  by  section  501  (b),  authorized  to 
engage  in  the  small  loan  business  under  one 
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or  more  State  statutes  providing  for  the 
direct  regulation  of  such  business,  80  per 
centum  or  more  of  the  gross  income  of  which 
is  lawful  Interest,  discount  or  other  author¬ 
ized  charges  (i)  received  from  loans  matur¬ 
ing  in  not  more  than  thirty-six  months  made 
to  individuals  in  accordance  with  the  pro¬ 
visions  of  applicable  State  law,  and  (ii) 
which  do  not.  in  the  case  of  any  individual 
loan,  exceed  in  the  aggregate  an  amount 
equal  to  simple  interest  at  the  rate  of  3  per 
centum  per  month  not  payable  in  advance 
and  computed  only  on  unpaid  balances,  if 
at  least  60  per  centum  of  the  gross  income  is 
lawful  Interest,  discount  or  other  authorized 
charges  received  from  individuals  each  of 
whose  indebtedness  to  such  company  did  not 
at  any  time  during  the  taxable  year  exceed 
in  principal  amount  the  limit  prescribed 
for  small  loans  by  such  law  (or,  if  there  is 
no  such  limit,  $500),  and  if  the  deductions 
allowed  to  such  company  under  section  23 
(a)  (relating  to  expenses),  other  than  for 
compensation  for  personal  services  rendered 
by  shareholders  (including  members  of  the 
shareholder’s  family  as  described  in  section 
503  (a)  (2))  constitute  15  per  centum  or 
more  of  its  gross  income,  and  the  loans  to 
a  person,  who  is  a  shareholder  in  such  com¬ 
pany  during  the  taxable  year  by  or  for  whom 
10  per  centum  or  more  in  value  of  its  out¬ 
standing  stock  is  owned  directly  or  indirectly 
(including  in  the  case  of  an  individual, 
stock  owned  by  the  members  of  his  family 
as  defined  in  section  503  (a)  (2) ),  outstand¬ 
ing  at  any  time  during  such  year  do  not 
exceed  $5,000  in  principal  amount. 

(7)  A  loan  or  investment  corporation,  a 
substantial  part  of  the  business  of  which 
consists  of  receiving  funds  not  subject  to 
check  and  evidenced  by  Installment  or  fully 
paid  certificates  of  indebtedness  or  invest¬ 
ment,  and  making  loans  and  discounts,  and 
the  loans  to  a  person  who  is  a  shareholder 
in  such  corporation  during  such  taxable 
year  by  or  for  whom  10  per  centum  or  more 
in  value  of  its  outstanding  stock  is  owned 
directly  or  indirectly  (including  in  the  case 
of  an  individual,  stock  owned  by  the  mem¬ 
bers  of  his  family  as  defined  in  section  503 
(a)  (2) )  outstanding  at  any  time  during 
such  year  do  not  exceed  $5,000  in  principal 
amount. 

(8)  A  finance  company,  actively  and  reg¬ 
ularly  engaged  in  the  business  of  purchasing 
or  discounting  accounts  or  notes  receivable 
or  installment  obligations,  or  making  loans 
secured  by  any  of  the  foregoing  or  by 
tangible  personal  property,  at  least  80  per 
centum  of  the  gross  income  of  which  is  de¬ 
rived  from  such  business  in  accordance  with 
the  provisions  of  applicable  State  law  or  does 
not  constitute  personal  holding  company 
income  as  defined  in  section  502,  if  60  per 
centum  of  the  gross  income  is  derived  from 
one  or  more  of  the  following  classes  of 
transactions : 

(A)  Purchasing  or  discounting  accounts 
or  notes  receivable,  or  installment  obliga¬ 
tions  evidenced  or  secured  by  contracts  of 
conditional  sale,  chattel  mortgages,  or 
chattel  lease  agreements,  arising  out  of  the 
sale  of  goods  or  services  in  the  course  of  the 
transferor’s  trade  or  business; 

(B)  Making  loans,  maturing  in  not  more 
than  thirty-six  months,  to,  and  for  the  busi¬ 
ness  purposes  of,  persons  engaged  in  trade 
or  business,  secured  by — 

( i )  Accounts  or  notes  receivable,  or  install¬ 
ment  obligations,  described  in  subparagraph 
(a)  above; 

(ii)  Warehouse  receipts,  bills  of  lading, 
trust  receipts,  chattel  mortgages,  bailments, 
or  factor's  liens,  covering  or  evidencing  the 
borrower's  inventories; 

(iii)  A  chattel  mortgage  on  property  used 
In  the  borrower’s  trade  or  business; 

except  loans  to  any  single  borrower  which 
for  more  than  ninety  days  in  the  taxable 
year  of  the  company  exceed  15  per  centum 


of  the  average  funds  employed  by  the  com¬ 
pany  during  such  taxable  year; 

(C)  Making  loans,  in  accordance  with  the 
provisions  of  applicable  State  law,  secured  by 
chattel  mortgages  on  tangible  personal  prop¬ 
erty,  the  original  amount  of  each  of  which  is 
not  less  than  the  limit  referred  to  in,  or 
prescribed  by,  subsection  (b)  (6)  (A)  (i), 
and  the  aggregate  principal  amount  of  which 
owing  by  any  one  borrower  to  the  company 
at  any  time  during  the  taxable  year  of  the 
company  does  not  exceed  $5,000;  and 

(D)  If  30  per  centum  or  more  of  the  gross 
income  of  the  company  is  derived  from  one  or 
more  of  the  classes  of  transactions  described 
in  subparagraphs  (A),  (B)  and  (C)  of  this 
paragraph,  purchasing,  discounting,  or  lend¬ 
ing  upon  the  security  of,  installment  obli¬ 
gations  of  individuals  where  the  transferor 
or  borrower  acquired  such  obligations  either 
in  transactions  of  the  classes  described  in 
subparagraphs  (A)  and  (C)  of  this  para¬ 
graph  or  as  a  result  of  loans  made  by  such 
transferor  or  borrower  in  accordance  with 
the  provisions  of  clauses  ( i )  and  ( ii )  of  para¬ 
graph  6  (A)  or  of  clauses  (1)  and  (ii)  of 
paragraph  6  (B)  of  this  subsection,  if  the 
funds  so  supplied  at  all  times  bear  an  agreed 
ratio  to  the  unpaid  balance  of  the  assigned 
installment  obligations,  and  documents  evi¬ 
dencing  such  obligations  are  held  by  the 
company; 

provided  that  the  deductions  allowable  under 
subsection  23  (a)  (relating  to  expenses), 
other  than  compensation  for  personal  serv¬ 
ices  rendered  by  shareholders  (including 
members  of  the  shareholder’s  family  as  de¬ 
scribed  in  section  503  (a)  (2) ),  constitute  15 
per  centum  or  more  of  the  gross  income,  and 
that  loans  to  a  person  who  is  a  shareholder 
in  such  company  during  such  taxable  year 
by  or  for  whom  10  per  centum  or  more  in 
value  of  its  outstanding  stock  is  owned  di¬ 
rectly  or  Indirectly  (including  in  the  case  of 
an  Individual,  stock  owned  by  members  of 
his  family  as  defined  in  section  503  (a)  (2) ) 
outstanding  at  any  time  during  such  year 
do  not  exceed  $5,000  in  principal  amount. 

(c)  Corporations  making  consolidated  re¬ 
turns.  If  the  common  parent  corporation 
of  an  afliliated  group  of  corporations  mak¬ 
ing  a  consolidated  return  under  the  pro¬ 
visions  of  section  141  satisfies  the  stock 
ownership  requirement  provided  in  section 
501  (a)  (2) ,  and  the  income  of  such  affiliated 
group,  determined  as  provided  in  section 
141,  satisfies  the  gross  income  requirement 
provided  in  section  501  (a)  (1),  such  affili¬ 
ated  group  shall  be  subject  to  the  surtax 
imposed  by  this  subchapter.  The  preceding 
sentence  shall  apply  only  if  the  common 
parent  corporation  is  a  common  parent  of 
an  afiiliated  group  of  railroad  corporations, 
which  would  be  eligible  to  file  consolidated 
returns  under  section  141  prior  to  its  amend¬ 
ment  by  the  Revenue  Act  of  1942. 

(Sec.  501  as  amended  by  secs.  182  (a),  183, 
Rev.  Act  1942;  Public  Law  680  (81st  Cong.)] 

§  39.501-1  Definition  o  f  personal 
holding  company,  (a)  A  personal  hold¬ 
ing  company  is  any  corporation  (other 
than  a  corporation  specified  in  section 
501  (b) )  which  for  the  taxable  year 
meets  (1)  the  gross  income  require¬ 
ment  specified  in  §  39.501-2,  and  (2)  the 
stock  ownership  requirement  specified  in 
§  39.501-3.  Both  requirements  must  be 
satisfied  and  both  must  be  met  with  re¬ 
spect  to  each  taxable  year. 

(b)  Section  501  (b)  provides  that  the 
term  “personal  holding  company”  does 
not  include:  (1)  Corporations  exempt 
from  taxation  under  section  101,  (2)  a 
bank  as  defined  in  section  104,  (3)  a  life 
insurance  company,  (4)  a  surety  com¬ 
pany,  (5)  a  foreign  personal  holding 


company  as  defined  in  section  331,  (6)  a 
loan  or  investment  corporation  as  de¬ 
fined  in  section  501  (b)  (7),  (7)  a  li¬ 
censed  personal  finance  company  as 
defined  in  section  501  (b)  (6)  (A),  (8) 
a  lending  company  as  defined  in  section 
501  (b)  (6)  (B),  or  (9)  a  finance  com¬ 
pany  (whether  or  not  previously  classi¬ 
fied  as  a  personal  holding  company)  as 
defined  in  section  501  (b)  (8). 

§  39.501-2  Gross  income  requirement. 
(a)  To  meet  the  gross  income  require¬ 
ment,  it  is  necessary  that  either  of  the 
following  percentages  of  gross  income  of 
the  corporation  for  the  taxable  year  be 
personal  holding  company  income  as 
defined  in  section  502 ; 

(1)  80  percent  or  more;  or 

(2)  70  percent  or  more  if  the  corpora¬ 
tion  has  been  classified  as  a  personal 
holding  company  for  any  taxable  year 
beginning  after  December  31,  1938, 
unless — 

(i)  A  taxable  year  has  intervened 
since  the  last  taxable  year  for  which  it 
was  so  classified,  during  no  part  of  the 
last  half  of  which  the  stock  ownership 
requirement  specified  in  section  501  (a) 
(2)  exists;  or 

(ii)  Three  consecutive  years  have  in¬ 
tervened  since  the  last  taxable  year  for 
which  it  was  so  classified,  during  each 
of  which  its  personal  holding  company 
income  was  less  than  70  percent  of  its 
gross  income. 

(b)  In  determining  whether  the  per¬ 
sonal  holding  company  income  is  equal 
to  the  required  percentage  of  the  total 
gross  income,  the  determination  must 
not  be  made  upon  the  basis  of  gross  re¬ 
ceipts,  since  gross  income  is  not  synon¬ 
ymous  with  gross  receipts.  For  a  fur¬ 
ther  discussion  of  what  constitutes 
“gross  income,”  see  section  22  (a)  and 
the  regulations  thereunder. 

§  39.501-3  Stock  ownership  require¬ 
ment.  (a)  To  meet  the  stock  ownership 
requirement,  it  is  necessary  that  at  some 
time  during  the  last  half  of  the  taxable 
year  more  than  50  percent  in  value  of  the 
outstanding  stock  of  the  corporation  be 
owned,  directly  or  indirectly,  by  or  for 
not  more  than  five  individuals.  For 
such  purpose,  the  ownership  of  the  stock 
must  be  determined  as  provided  in  sec¬ 
tion  503  and  the  regulations  thereunder. 

(b)  In  the  event  of  any  change  in  the 
stock  outstanding  during  the  last  half  of 
the  taxable  year,  whether  in  the  number 
of  shares  or  classes  of  stock,  or  whether 
in  the  ownership  thereof,  the  conditions 
existing  immediately  prior  and  subse¬ 
quent  to  each  change  must  be  taken  into 
consideration. 

(c)  In  determining  whether  the  statu¬ 
tory  conditions  with  respect  to  stock 
ownership  are  present  at  any  time  during 
the  last  half  of  the  taxable  year,  the 
phrase  “in  value”  shall,  in  the  light  of  all 
the  circumstances,  be  deemed  the  value 
of  the  corporate  stock  outstanding  at 
such  time  (not  including  treasury  stock). 
This  value  may  be  determined  upon  the 
basis  of  the  company’s  net  worth,  earn¬ 
ing  and  dividend  paying  capacity,  ap¬ 
preciation  of  assets,  together  with  such 
other  factors  as  have  a  bearing  upon  the 
value  of  the  stock.  If  the  value  of  the 
stock  is  greatly  at  variance  with  that  re- 
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fleeted  by  the  corporate  books,  the  evi¬ 
dence  of  such  value  should  be  filed  with 
the  return.  In  any  case  where  there  are 
two  or  more  classes  of  stock  outstanding, 
the  total  value  of  all  the  stock  should  be 
allocated  among  the  different  classes 
according  to  the  relative  value  of  each 
class  therein. 

(d)  The  rules  stated  in  paragraphs 

(b)  and  (c)  of  this  section  are  equally 
applicable  in  determining  the  stock 
ownership  requirement  specified  in  sec¬ 
tion  502  (e),  relating  to  personal  service 
contracts,  and  in  section  502  (f ) ,  relating 
to  the  use  of  corporation  property  by  a 
shareholder.  The  stock  ownership  re¬ 
quirement  specified  in  these  sections  re¬ 
lates,  however,  to  the  stock  outstanding 
at  any  time  during  the  entire  taxable 
year  and  not  merely  during  the  last  half 
thereof. 

§  39.502  Statutory  provisions ;  per¬ 
sonal  holding  company  income;  defini¬ 
tion. 

Sec.  502.  Personal  holding  company  in¬ 
come.  For  the  purposes  of  this  subchapter 
the  term  “personal  holding  company  income” 
means  the  portion  of  the  gross  Income  which 
consists  of: 

(a)  Dividends,  Interest  (other  than  inter¬ 
est  constituting  rent  as  defined  in  subsection 
(g) ) .  royalties  (other  than  mineral,  oil,  or 
gas  royalties),  annuities. 

(b)  Stock  and  securities  transactions. 
Bxcept  in  the  case  of  regular  dealers  in  stock 
or  securities,  gains  from  the  sale  or  exchange 
of  stock  or  securities. 

(c)  Commodities  transactions.  Gains 
from  futures  transactions  in  any  commodity 
on  or  subject  to  the  rules  of  a  board  of  trade 
or  commodity  exchange.  This  subsection 
shall  not  apply  to  gains  by  a  producer,  proc¬ 
essor.  merchant,  or  handler  of  the  commodity 
which  arise  out  of  bona  fide  hedging  trans¬ 
actions  reasonably  necessary  to  the  conduct 
of  its  business  in  the  manner  in  which  such 
business  is  customarily  and  visually  con¬ 
ducted  by  others. 

(d)  Estates  and  trusts.  Amounts  in¬ 
cludible  in  computing  the  net  income  of  the 
corporation  under  Supplement  E  of  chapter 
1:  and  gains  from  the  sale  or  other  disposi¬ 
tion  of  any  interest  in  an  estate  or  trust. 

(e)  Personal  service  contracts.  (1) 
Amounts  received  under  a  contract  under 
which  the  corporation  is  to  furnish  personal 
services;  if  some  person  other  than  the  cor¬ 
poration  has  the  right  to  designate  (by 
name  or  by  description)  the  individual  who 
is  to  perform  the  services,  or  If  the  indi¬ 
vidual  who  is  to  perform  the  services  is 
designated  (by  name  or  by  description)  In 
the  contract;  and  (2)  amounts  received 
from  the  sale  or  other  disposition  of  such 
*  contract.  This  subsection  shall  apply  with 
respect  to  amounts  received  for  services 
under  a  particular  contract  only  if  at  some 
time  during  the  taxable  year  25  per  centum 
or  more  in  value  of  the  outstanding  stock  of 
the  corporation  is  owned,  directly  or  indi- 
tectly,  by  or  for  the  individual  who  has  per¬ 
formed,  is  to  perform,  or  may  be  designated 
(by  name  or  by  description)  as  the  one  to 
Perform,  such  services. 

(f)  Use  of  corporation  property  by  share¬ 
holders.  Amounts  received  as  compensation 
(however  designated  and  from  whomsoever 
received)  for  the  use  of,  or 'right  to  use. 
Property  of  the  corporation  in  any  case  where, 
at  any  time  during  the  taxable  year,  25  per 
centum  or  more  in  value  of  the  outstanding 
*tock  of  the  corporation  is  owned,  directly 
or  Indirectly,  by  or  for  an  Individual  en¬ 
titled  to  the  use  of  the  property;  whether 
such  right  Is  obtained  directly  from  the  cor- 


FEDERAL  REGISTER 

poratlon  or  by  means  of  a  sublease  or  other 
arrangement. 

(g)  Rents.  Rents,  unless  constituting  50 
per  centum  or  more  of  the  gross  income.  For 
the  purposes  of  this  subsection  the  term 
“rents”  means  compensation,  however  desig¬ 
nated,  for  the  use  of,  or  right  to  use,  property, 
and  the  interest  on  debts  owed  to  the  cor¬ 
poration,  to  the  extent  such  debts  represent 
the  price  for  which  real  property  held  pri¬ 
marily  for  sale  to  customers  in  the  ordinary 
course  of  its  trade  or  business  was  sold  or 
exchanged  by  the  corporation;  but  does  not 
Include  amounts  constituting  personal  hold¬ 
ing  company  Income  under  subsection  (f ) . 

(h)  Mineral,  oil,  or  gas  royalties.  Mineral, 
oil,  or  gas  royalties,  unless  (1)  constituting 
50  per  centum  or  more  of  the  gross  income, 
and  (2)  the  deductions  allowable  under  sec¬ 
tion  23  (a)  (relating  to  expenses)  other  than 
compensation  for  personal  services  rendered 
by  shareholders,  constitute  15  per  centum  or 
more  of  the  gross  Income. 

§  39.502-1  Personal  holding  company 
income.  The  term  “personal  holding 
company  income”  means  the  portion  of 
the  gross  income  which  consists  of  the 
following : 

(a)  Dividends.  The  term  "dividends’* 
includes  dividends  as  defined  in  section 
115  (a),  and  amounts  required  to  be  in¬ 
cluded  in  gross  income  under  section 
337  (b).  See  §  39.115  <a)-l. 

(b)  Interest  ( other  than  interest  con¬ 
stituting  rent).  The  term  “interest” 
means  any  amounts,  includible  in  gross 
income,  received  for  the  use  of  money 
loaned  except  that  it  does  not  include 
interest  constituting  rent  (see  paragraph 
(J)  of  this  section). 

(c)  Royalties  ( other  than  mineral,  oil, 
or  gas  royalties).  The  term  “royalties" 
includes  amounts  received  for  the  privi¬ 
lege  of  using  patents,  copyrights,  secret 
processes  and  formulas,  good  will,  trade 
marks,  trade  brands,  franchises,  and 
other  like  property.  It  does  not  include 
rents,  or  overriding  royalties  received  by 
an  operating  company.  As  used  in  this 
paragraph  the  term  “overriding  royal¬ 
ties”  means  amounts  received  from  the 
sublessee  by  the  operating  company 
which  originally  leased  and  developed 
the  natural  resource  property  in  respect 
of  which  such  overriding  royalties  are 
paid. 

(d)  Annuities.  The  term  “annuities" 
includes  annuities  only  to  the  extent 
includible  in  the  computation  of  gross 
income.  (See  section  22  (b)  (2).) 

(e)  Gains  from  the  sale  or  exchange 
of  stock  or  securities.  The  term  “gains 
from  the  sale  or  exchange  of  stock  or 
securities"  as  used  in  section  502  (b) 
applies  to  all  gains  (including  gains  from 
liquidating  dividends  and  other  distribu¬ 
tions  from  capital)  from  the  sale  or  ex¬ 
change  of  stock  or  securities  includible 
in  gross  income.  The  term  “stock  or 
securities”  as  used  in  section  502  (b) 
includes  shares  or  certificates  of  stock, 
or  interest  in  any  corporation  (including 
any  joint-stock  company,  insurance 
company,  association,  or  other  organiza¬ 
tion  classified  as  a  corporation  by  the 
Internal  Revenue  Code),  certificates  of 
interest  or  participation  in  any  profit- 
sharing  agreement,  or  in  any  oil,  gas,  or 
other  mineral  royalty,  or  lease,  collateral 
trust  certificates,  voting  trust  certifi¬ 
cates,  stock  rights  or  warrants,  bonds. 
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debentures,  certificates  of  indebtedness, 
notes,  car  trust  certificates,  bills  of  ex¬ 
change,  obligations  issued  by  or  on  behalf 
of  a  Government,  State,  Territory,  or 
political  subdivision  thereof.  In  the  case 
of  "regular  dealers  in  stock  or  securities" 
the  term  does  not  include  gains  derived 
from  the  sale  or  exchange  of  stock  or 
securities  made  in  the  normal  course  of 
business.  The  term  “regular  dealer  in 
stock  or  securities”  means  corporations 
with  an  established  place  of  business 
regularly  engaged  in  the  purchase  of 
stock  or  securities  and  their  resale  to 
customers,  but  such  corporations  are  not 
dealers  with  respect  to  stock  or  securities 
held  for  speculation  or  investment. 

(f )  Gains  from  futures  transactions  in 
commodities.  Gains  from  futures  trans¬ 
actions  in  commodities  Include  gains 
from  futures  transactions  in  any  com¬ 
modity  on  or  subject  to  the  rules  of  a 
board  of  trade  or  commodity  exchange, 
but  do  not  include  gains  from  cash  trans¬ 
actions  or  gains  by  a  producer,  processor, 
merchant,  or  handler  of  the  commodity, 
which  arise  out  of  bona  fide  hedging 
transactions  reasonably  necessary  to  the 
conduct  of  its  business  in  the  manner  in 
which  such  business  is  customarily  and 
usually  conducted  by  others.  In  general, 
personal  holding  company  income  in¬ 
cludes  gains  on  futures  contracts  which 
are  speculative.  Futures  contracts  rep¬ 
resenting  true  hedges  against  price  fluc¬ 
tuations  in  spot  goods  are  not  speculative 
transactions,  though  not  concurrent  with 
spot  transactions.  Futures  contracts 
which  are  not  hedges  against  spot  trans¬ 
actions  are  speculative  unless  they  are 
hedges  against  concurrent  futures  or  for¬ 
ward  sales  or  purchases. 

(g)  Income  from  estates  and  trusts. 
The  income  from  estates  and  trusts 
which  is  to  be  included  in  personal  hold¬ 
ing  company  income  consists  of  the  in¬ 
come  from  estates  and  trusts  which  is  re¬ 
quired  to  be  included  in  the  gross  income 
of  the  corporation  under  sections  161  to 
169,  inclusive,  together  with  the  gains 
derived  by  the  corporation  from  the  sale 
or  other  disposition  of  any  interest  in  an 
estate  or  trust. 

(h)  Amounts  received  under  personal 
service  contracts.  (1)  Amounts  includ¬ 
ible  in  personal  holding  company  income 
as  amounts  received  under  personal  serv¬ 
ice  contracts  consist  of  amounts  received 
pursuant  to  a  contract  under  which  the 
corporation  is  to  furnish  personal  serv¬ 
ices.  and  amounts  received  from  a  sale  or 
other  disposition  of  such  a  contract,  if — 

(i)  Some  person  other  than  the  cor¬ 
poration  has  the  right  to  designate  (by 
name  or  by  description)  the  individual 
who  is  to  perform  the  services,  or  if  the 
individual  who  is  to  perform  the  services 
is  designated  (by  name  or  by  descrip¬ 
tion)  in  the  contract;  and 

(ii)  At  some  time  during  the  taxable 
year  25  percent  or  more  in  value  of  the 
outstanding  stock  of  the  corporation  is 
owned,  directly  or  indirectly,  by  or  for 
the  individual  who  has  performed,  is  to 
perform,  or  may  be  designated  (by  name 
or  by  description)  as  the  one  to  perform, 
such  services.  For  this  purpose  the  stock 
ownership  must  be  determined  as  pro- 
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vided  in  section  503  and  the  regulations 
thereunder  and  §  39.501-3  (d). 

(2)  The  application  of  section  502  (e) 
may  be  illustrated  by  the  following 
examples: 

Example  (1).  A.  whose  profession  Is  that 
of  an  actor,  owns  all  of  the  outstanding 
capital  stock  of  the  M  Corporation.  The  M 
Corporation  entered  into  a  contract  with  A 
under  which  A  was  to  perform  personal  serv¬ 
ices  for  the  person  or  persons  whom  the  M 
Corporation  might  designate,  in  considera¬ 
tion  of  which  A  was  to  receive  $10,000  a  year 
from  the  M  Corporation.  The  M  Corporation 
entered  into  a  contract  with  the  O  Corpora¬ 
tion  in  which  A  was  designated  to  perform 
personal  services  for  the  O  Corporation  in 
consideration  of  which  the  O  Corporation 
was  to  pay  the  M  Corporation  $500,000  a 
year.  The  $500,000  received  by  the  M  Cor¬ 
poration  from  the  O  Corporation  constitutes 
personal  holding  company  income. 

Example  (2).  The  N  Corporation,  the  en¬ 
tire  outstanding  capital  stock  of  which  is 
owned  by  four  individuals,  is  engaged  in 
engineering.  The  N  Corporation  entered 
into  a  contract  with  the  O  Corporation  to 
perform  engineering  services  for  the  O  Cor¬ 
poration,  in  consideration  of  which  the  O 
Corporation  was  to  pay  the  N  Corporation 
$50,000,  The  Individual  who  was  to  perform 
the  services  was  not  designated  (by  name  or 
by  description)  in  the  contract  and  no  one 
but  the  N  Corporation  had  the  right  to  desig¬ 
nate  (by  name  or  by  description)  such  indi¬ 
vidual.  The  $50,000  received  by  the  N  Cor¬ 
poration  from  the  O  Corporation  does  not 
constitute  personal  holding  company  income. 

(i)  Compensation  for  use  of  property. 
The  compensation  for  the  use  of,  or  the 
right  to  use,  property  of  the  corporation 
which  is  to  be  included  in  personal  hold¬ 
ing  company  income  consists  of  amounts 
received  as  compensation  (however  des¬ 
ignated  and  from  whomsoever  received) 
for  the  use  of,  or  the  right  to  use,  prop¬ 
erty  of  the  corporation  in  any  case  in 
which,  at  any  time  during  the  taxable 
year,  25  percent  or  more  in  value  of  the 
outstanding  stock  of  the  corporation  is 
owned,  directly  or  indirectly,  by  or  for 
an  individual  entitled  to  the  use  of  the 
property,  whether  such  right  is  obtained 
directly  from  the  corporation  or  by 
means  of  a  sublease  or  other  arrange¬ 
ment.  The  property  may  consist  of  a 
yacht,  a  city  residence,  a  country  house, 
or  any  other  kind  of  property.  See  sec¬ 
tion  503  and  the  regulations  thereunder 
and  §  39.501-3  (d). 

(j)  Rents  ( including  interest  consti¬ 
tuting  rent).  The  rents  wrhich  are  to  be 
included  in  personal  holding  company 
income  consist  of  compensation,  however 
designated,  including  charter  fees,  etc., 
for  the  use  of,  or  the  right  to  use,  real 
property,  or  any  other  kind  of  property 
and  the  interest  on  debts  owed  to  the 
corporation,  to  the  extent  such  debts 
represent  the  price  for  which  real  prop¬ 
erty  held  primarily  for  sale  to  customers 
in  the  ordinary  course  of  its  trade  or 
business  was  sold  or  exchanged  by  the 
corporation,  but  do  not  include  amounts 
constituting  personal  holding  company 
income  under  section  502  (f)  and  para¬ 
graph  (i)  of  this  section.  However, 
rents  do  not  constitute  personal  holding 
company  income  if  constituting  50  per¬ 
cent  or  more  of  the  gross  income  of  the 
corporation. 

<k)  Mineral,  oil,  or  gas  royalties.  (1) 
The  income  from  mineral,  oil,  or  gas 


royalties  is  to  be  included  as  personal 
holding  company  income,  unless  the  ag¬ 
gregate  amount  of  such  royalties  consti¬ 
tutes  50  percent  or  more  of  the  gross 
income  of  the  corporation  for  the  taxable 
year  and  the  aggregate  amount  of  deduc¬ 
tions  allowable  for  expenses  under  sec¬ 
tion  23  (a)  (other  than  compensation 
for  personal  services  rendered  by  the 
shareholders  of  the  corporation)  equals 
15  percent  or  more  of  the  gross  income 
of  the  corporation  for  the  taxable  year. 

(2)  The  term  “mineral,  oil,  or  gas  roy¬ 
alties”  means  all  royalties,  except  over¬ 
riding  royalties,  received  from  any 
interest  in  mineral,  oil,  or  gas  properties. 
The  term  “mineral”  includes  the  min¬ 
erals  specified  in  §  39.23  (m)-l  (d).  As 
used  in  this  subparagraph  the  term 
“overriding  royalties”  means  amounts  re¬ 
ceived  from  the  sublessee  by  the  operat¬ 
ing  company  which  originally  leased  and 
developed  the  natural  resource  property 
in  respect  of  which  such  overriding  roy¬ 
alties  are  paid. 

§  39.503  (a)  Statutory  provisions; 

constructive  stock  ownership. 

Sec.  503.  Stock  ownership — (a)  Construc¬ 
tive  ownership.  For  the  purpose  of  deter¬ 
mining  whether  a  corporation  is  a  personal 
holding  company,  insofar  as  such  determina¬ 
tion  is  based  on  stock  ownership  under  sec¬ 
tion  501  (a)  (2),  section  502  (e),  or  section 
502  (f)  — 

(1)  Stock  not  owned  by  individual.  Stock 
owned,  directly  or  indirectly,  by  or  for  a  cor¬ 
poration,  partnership,  estate,  or  trust  shall 
be  considered  as  being  owned  proportionately 
by  its  shareholders,  partners,  or  beneficiaries. 

(2)  Family  and  partnership  ownership. 
An  individual  shall  be  considered  as  owning 
the  stock  owned,  directly  or  indirectly,  by 
or  for  his  family  or  by  or  for  his  partner. 
For  the  purposes  of  this  paragraph  the 
family  of  an  individual  includes  only  his 
brothers  and  sisters  (whether  by  the  whole 
or  half  blood),  spouse,  ancestors,  and  lineal 
descendants. 

(3)  Options.  If  any  person  has  an  option 
to  acquire  stock  such  stock  shall  be  consid¬ 
ered  as  owned  by  such  person.  For  the 
purposes  of  this  paragraph  an  option  to  ac¬ 
quire  such  an  option,  and  each  one  of  a  series 
of  such  options,  shall  be  considered  as  an 
option  to  acquire  such  stock. 

(4)  Application  of  family-partnership  and 
option  rules.  Paragraphs  (2)  and  (3)  shall 
be  applied: 

(A)  For  the  purposes  of  the  stock  owner¬ 
ship  requirement  provided  in  section  501 
(a)  (2),  if,  but  only  if,  the  effect  is  to  make 
the  corporation  a  personal  holding  company; 

(B)  For  the  purposes  of  section  502  (e) 
(relating  to  personal  service  contracts),  or 
of  section  502  (f)  (relating  to  the  use  of 
property  by  shareholders),  if,  but  only  if, 
the  effect  is  to  make  the  amounts  therein 
referred  to  includible  under  such  subsection 
as  personal  holding  company  income. 

(5)  Constructive  ownership  as  actual  own¬ 
ership.  Stock  constructively  owned  by  a 
person  by  reason  of  the  application  of  para¬ 
graph  (1)  or  (3>  shall,  for  the  purpose  of 
applying  paragraph  (1)  or  (2),  be  treated  as 
actually  owned  by  such  person;  but  stock 
constructively  owned  by  an  Individual  by 
reason  of  the  application  of  paragraph  (2) 
shall  not  be  treated  as  owned  by  him  for 
the  purpose  of  again  applying  such  para¬ 
graph  in  order  to  make  another  the  con¬ 
structive  owner  of  such  stock. 

(6)  Option  rule  in  lieu  of  family  and  part¬ 
nership  rule.  It  stock  may  be  considered  as 
owned  by  an  Individual  under  either  para¬ 
graph  (2)  or  (3)  it  shall  be  considered  as 
owned  by  him  under  paragraph  (3). 


§  39.503  (a)-l  Stock  ownership.  For 
the  purpose  of  determining  whether— 

(a)  A  corporation  is  a  personal  hold¬ 
ing  company,  in  so  far  as  such  determi¬ 
nation  is  based  on  the  stock  ownership 
requirement  specified  in  section  501  (a) 
(2)  and  §  39.501-3,  or 

(b)  Amounts  received  under  a  per¬ 
sonal  service  contract  or  from  the  sale 
of  such  a  contract  constitute  personal 
holding  company  income  in  so  far  as 
such  determination  is  based  on  the  stock 
ownership  requirement  specified  in  sec¬ 
tion  502  (e)  and  paragraph  (h)  of 
§  39.502-1,  or 

(c)  Compensation  for  the  use  of 
property  constitutes  personal  holding 
company  income  in  so  far  as  such  de¬ 
termination  is  based  on  the  stock  owner¬ 
ship  requirement  specified  in  section 
502  (f)  and  paragraph  (i)  of  §  39.502-1, 

stock  owned  by  an  individual  includes 
stock  constructively  owned  by  him  as 
provided  in  section  503.  For  such  pur¬ 
pose  constructive  ownership  of  stock 
shall  be  determined  and  applied  in  ac¬ 
cordance  with  the  rules  provided  in  sec¬ 
tion  503  and  the  regulations  thereunder. 
All  forms  and  classes  of  stock,  however 
denominated,  which  represents  the  inter- 
ests  of  shareholders,  members,  or  bene- 
fi'ciaries  in  the  corporation  shall  be  taken 
into  consideration. 

§  39.503  (a) -2  Stock  not  owned  by 
individual.  In  determining  the  owner¬ 
ship  of  stock  for  any  of  the  purposes  set 
forth  in  §  39.503  (a)-l,  stock  owned,  di¬ 
rectly  or  indirectly,  by  or  for  a  corpora¬ 
tion,  partnership,  estate,  or  trust  shall 
be  considered  as  being  owned  propor¬ 
tionately  by  its  shareholders,  partners, 
or  beneficiaries.  For  example,  if  A  and 
B.  two  individuals,  are  the  exclusive  and 
equal  beneficiaries  of  a  trust  or  estate, 
and  if  such  trust  or  estate  owns  the  en¬ 
tire  capital  stock  of  the  M  Corporation, 
and  if  the  M  Corporation  in  turn  owns 
the  entire  capital  stock  of  the  N  Corpora¬ 
tion,  then  the  stock  of  both  the  M  Cor¬ 
poration  and  the  N  Corporation  shall  be 
considered  as  being  owned  equally  by 
A  and  B  as  the  individuals  owning  the 
beneficial  interest  therein.  See  also 
§  39.503  (a)-6. 

§  39.503  (a) -3  Family  and  partner¬ 
ship  ownership,  (a)  In  determining  the 
ownership  of  stock  for  any  of  the  pur¬ 
poses  set  forth  in  §  39.£03~ta)-l,  an  indi¬ 
vidual  shall  be  considered  as  owrning  the 
stock  owned,  directly  or  indirectly,  by  or 
for  his  family  or  by  or  for  his  partner. 
For  the  purposes  of  such  determination 
the  family  of  an  individual  includes  only 
his  brothers  and  sisters  (whether  by  the 
whole  or  half  blood),  spouse,  ancestors, 
and  lineal  descendants. 

(b)  The  application  of  the  family  and 
partnership  rule  in  determining  the 
ownership  of  stock  for  the  purpose  set 
forth  in  §  39.503  (a)-l  (a)  is  illustrated 
by  the  following  example: 

Example.  The  M  Corporation  at  some 
time  during  the  last  half  of  the  taxable  year, 
had  1,800  shares  of  outstanding  stock.  45® 
of  which  were  held  by  various  individuals 
having  no  relationship  to  one  another  and 
none  of  whom  were  partners,  and  the  re¬ 
maining  1,350  were  held  by  51  shareholder* 
as  follows: 
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Relationships 

|  Shares 

Shares 

Shares 

Shares 

Shares 

An  individual _ _ ....... _ 

A 

100 

B 

20 

O 

20 

n 

20 

E 

20 

His  father . . ...... _ ...... 

AF 

10 

BF 

10 

CF 

10 

DF 

10 

EF 

10 

AW 

10 

BW 

40 

CW 

40 

DW 

40 

EW 

40 

AB 

10 

BB 

10 

CB 

10 

DB 

10 

EB 

10 

AS 

10 

BS 

40 

CS 

40 

DS 

40 

ES 

40 

His  daughter  by  former  marriage  (son’s 

half-sister) . . . . . .... 

ashs 

10 

Bsns 

40 

esns 

40 

dshs 

40 

ESHS 

40 

A  BW 

10 

B  B  W 

10 

CB  W 

10 

1  DBW  160 

EBW 

10 

AWF 

10 

BW  F 

10 

CWF 

no 

DWF 

10 

EWF 

10 

AWB 

10 

BWB 

10 

CWB 

10 

DWB 

10 

EWB 

10 

AWBW 

10 

BWBW 

10 

CWBW 

10 

DWBW 

10 

EWBW 

no 

AP 

10 

r  1 

1 

1  1 

1 

By  applying  the  statutory  rule  provided  In 
section  503  (a)  (2)  five  Individuals  own  more 
than  50  percent  of  the  outstanding  stock  as 

follows: 


A  (Including  AP,  AW,  AB,  AS,  ASHS, 

AP)  . 160 

B  (Including  BF,  BW,  BB,  BS,  BSHS)__  160 

CW  (including  C,  CS,  CWF,  CWB) . 220 

DB  (including  D.  DF,  DBW) _ 200 

EWB  (including  EW,  EWF,  EWBW) _ 170 

Total,  or  more  than  50  percent _ 910 


Individual  A  represents  the  obvious  case 
where  the  head  of  the  family  owns  the  bulk 
of  the  family  stock  and  naturally  Is  the  head 
of  the  group.  A’s  partner  owns  10  shares  of 
the  stock.  Individual  B  represents  the  case 
where  he  is  still  head  of  the  group  because  of 
the  ownership  of  stock  by  his  immediate 
family.  Individuals  C  and  D  represent  cases 
where  the  individuals  fall  In  groups  headed 
in  C’s  case  by  his  wife  and  in  D’s  case  by  his 
brother  because  of  the  preponderance  of 
holdings  on  the  part  of  relatives  by  mar¬ 
riage.  Individual  E  represents  the  case 
where  the  preponderant  holdings  of  others 
eliminate  that  individual  from  the  group. 

(c)  The  method  of  applying  the  fam¬ 
ily  and  partnership  rule  as  illustrated  in 
the  foregoing  example  also  applies  in 
determining  the  ownership  of  stock  for 
the  purposes  stated  in  §  39.503  (a)-l 
(b). 

§  39.503  (a) -4  Options.  In  determin¬ 
ing  the  ownership  of  stock  for  any  of 
the  purposes  set  forth  in  §  39.503  (a)-l, 
if  any  person  has  an  option  to  acquire 
stock,  such  stock  may  be  considered  as 
owned  by  such  person.  The  term 
"option”  as  used  in  this  section  includes 
an  option  to  acquire  such  an  option  and 
each  one  of  a  series  of  such  options,  so 
that  the  person  who  has  an  option  on  an 
option  to  acquire  stock  may  be  con¬ 
sidered  as  the  owner  of  the  stock. 

5  39.503  (a)-5  Application  of  family - 
partnership  and  option  rules.  The  fam¬ 
ily  and  partnership  rule  provided  in  sec¬ 
tion  503  (a)  (2)  and  §  39.503  (a)-3  and 
the  option  rule  provided  in  section  503 
<a)  (3)  and  §  39.503  (a)-4  shall  be  ap¬ 
plied— 

(a)  For  the  purpose  stated  in  §  39.503 
(a)-l  (a),  if,  but  only  if,  the  effect  of 
such  application  is  to  make  the  corpora¬ 
tion  a  personal  holding  company,  or 

(b)  For  the  purpose  stated  in  §  39.503 
(a)-l  (b),  if,  but  only  if,  the  effect  of 
such  application  is  to  make  the  amounts 
received  under  a  personal  service  con¬ 
tract  or  from  the  sale  of  such  a  contract 
Personal  holding  company  income,  or 

(c)  For  the  purpose  stated  in  §  39.503 

(c),  if,  but  only  if,  the  effect  of 

^ch  application  is  to  make  the  com¬ 
pensation  for  the  use  of  the  property 
Personal  holding  company  income. 


The  family  and  partnership  rule  and  the 
option  rule  must  be  applied  independ¬ 
ently  for  each  of  the  purposes  stated 
in  §  39.503  (a)-l. 

§  39.503  (a) -6  Constructive  owner¬ 
ship  as  actual  ownership,  (a)  In  deter¬ 
mining  the  ownership  of  stock  for  any  of 
the  purposes  set  forth  in  §  39.503  (a)-l — 

(1)  Stock  constructively  owned  by  a 
person  by  reason  of  the  application  of 
the  rule  provided  in  section  503  (a)  (1), 
relating  to  stock  not  owned  by  an  indi¬ 
vidual  (see  §  39.503  (a) -2)  shall  be  con¬ 
sidered  as  actually  owned  by  such  person 
for  the  purpose  of  again  applying  such 
rule  or  of  applying  the  family  and  part¬ 
nership  rule  provided  in  section  503  (a) 

(2)  (see  §  39.503  (a)-3)  in  order  to 
make  another  person  the  constructive 
owner  of  such  stock,  and 

(2)  Stock  constructively  owned  by  a 
person  by  reason  of  the  application  of 
the  option  rule  provided  in  section  503 
(a)  (3)  (see  §  39.503  (a)-4)  shall  be  con¬ 
sidered  as  actually  owned  by  such  person 
for  the  purpose  of  applying  either  the 
rule  provided  in  section  503  (a)  (1),  re¬ 
lating  to  stock  not  owned  by  an  indi¬ 
vidual,  or  the  family  and  partnership 
rule  provided  in  section  503  (a)  (2)  in 
order  to  make  another  person  the  con¬ 
structive  owner  of  such  stock,  but 

(3)  Stock  constructively  owned  by  an 
individual  by  reason  of  the  application  of 
the  family  and  partnership  rule  provided 
in  section  503  (a)  (2)  shall  not  be  consid¬ 
ered  as  actually  owned  by  such  individual 
for  the  purpose  of  again  applying  such 
rule  in  order  to  make  another  individual 
the  constructive  owner  of  such  stock. 

(b)  The  application  of  this  section 
may  be  illustrated  by  the  following 
examples: 

Example  (I).  A’s  wife,  AW,  owns  all  the 
stock  of  the  M  Corporation,  which  In  turn 
owns  all  the  stock  of  the  O  Corporation. 
The  O  Corporation  In  turn  owns  all  the 
stock  of  the  P  Corporation.  Under  the  rule 
provided  In  section  503  (a)  (1),  relating  to 
stock  not  owned  by  an  Individual,  the  stock 
In  the  P  Corporation  owned  by  the  O  Cor¬ 
poration  Is  considered  to  be  owned  construc¬ 
tively  by  the  M  Corporation,  the  sole  share¬ 
holder  of  the  O  Corporation.  Such  con¬ 
structive  ownership  of  the  stock  of  the  M 
Corporation  is  considered  as  actual  owner¬ 
ship  for  the  purpose  of  again  applying  such 
rule  In  order  to  make  AW,  the  sole  share¬ 
holder  of  the  M  Corporation,  the  construc¬ 
tive  owner  of  the  stock  of  the  P  Corporation. 
Similarly,  the  constructive  ownership  of  the 
stock  by  AW  is  considered  as  actual  owner¬ 
ship  for  the  purpose  of  applying  the  family 
and  partnership  rule  provided  In  section 
503  (a)  (2)  in  order  to  make  A  the  construc¬ 
tive  owner  of  the  stock  of  the  P  Corpora¬ 
tion,  if  such  application  is  necessary  for  any 
of  the  purposes  set  forth  In  $39,503  (a)-l. 
But  the  stock  thus  constructively  owned  by 


A  may  not  be  considered  as  actual  owner¬ 
ship  for  the  purpose  of  again  applying  the 
family  and  partnership  rule  In  order  to 
make  another  member  of  A’s  family,  for 
example,  A’s  father,  the  constructive  owner 
of  the  stock  of  the  P  Corporation. 

Example  (2).  B,  an  Individual,  owns  all 
the  stock  of  the  R  Corporation  which  has 
an  option  to  acquire  all  the  stock  of  the  S 
Corporation,  owned  by  C,  an  individual,  who 
Is  not  related  to  B.  Under  the  option  rule 
provided  In  section  503  (a)  (3)  the  R  Cor¬ 
poration  may  be  considered  as  owning  con¬ 
structively  the  stock  of  the  S  Corporation 
owned  by  C.  Such  constructive  ownership 
of  the  stock  by  the  R  Corporation  Is  con¬ 
sidered  as  actual  ownership  for  the  purpose 
of  applying  the  rule  provided  In  section  503 
(a)  (1),  relating  to  stock  not  owned  by  an 
Individual,  in  order  to  make  B,  the  sole 
shareholder  of  the  R  Corporation,  the  con¬ 
structive  owner  of  the  stock  of  the  S  Cor¬ 
poration.  The  stock  thus  constructively 
owned  by  B  by  reason  of  the  application 
of  the  rule  provided  in  section  503  (a)  (1) 
likewise  is  considered  as  actual  ownership 
for  the  purpose,  If  necessary,  of  applying 
the  family  and  partnership  rule  provided  In 
section  503  (a)  (2),  in  order  to  make  another 
member  of  B’s  family,  for  example,  B’s  wife, 
BW,  the  constructive  owner  of  the  stock  of 
the  S  Corporation.  However,  the  family  and 
partnership  rule  could  not  again  be  applied 
so  as  to  make  still  another  individual  the 
constructive  owner  of  the  stock  of  the  S 
Corporation,  that  is,  the  stock  constructively 
owned  by  BW  could  not  be  considered  as 
actually  owned  by  her  in  order  to  make  BW’s 
father  the  constructive  owner  of  such  stock 
by  a  second  application  of  the  family  and 
partnership  rule. 

§  39.503  (a) -7  Option  rule  in  lieu  of 
family  and  partnership  rule,  (a)  If,  in 
determining  the  ownership  of  stock  for 
any  of  the  purposes  set  forth  in  §  39\503 
(a)-l,  stock  may  be  considered  as  con-, 
structively  owned  by  an  individual  by 
an  application  of  both  the  family-part¬ 
nership  rule  provided  in  section  503  (a) 
(2)  (see  §  39.503  (a)-3)  and  the  option 
rule  provided  in  section  503  (a)  (3)  (see 
§  39.503  (a) -4)  such  stock  shall  be  con¬ 
sidered  as  owned  constructively  by  the 
individual  by  reason  of  the  application 
of  the  option  rule. 

(b)  The  application  of  this  section 
may  be  illustrated  by  the  following 
example : 

Example.  Two  brothers.  A  and  B,  each 
own  10  percent  of  the  stock  of  the  M  Cor¬ 
poration,  and  A’s  wife,  AW,  also  owns  10 
percent  of  the  stock  of  such  corporation. 
AW's  husband.  A,  has  an  option  to  acquire 
the  stock  owned  by  her  at  any  time.  It  be¬ 
comes  necessary,  for  one  of  the  purposes 
stated  in  section  39.503  (a)— 1,  to  determine 
the  stock  ownership  of  B  in  the  M  Corpora¬ 
tion.  If  the  family  and  partnership  rule 
were  the  only  rule  that  applied  In  the  case, 
B  would  be  considered,  under  that  rule,  as 
owning  20  percent  of  the  stock  of  the  M  Cor¬ 
poration,  namely,  his  own  stock  plus  the 
stock  owned  by  his  brother.  In  that  event, 
B  could  not  be  considered  as  owning  the 
stock  held  by  AW  since  (1)  AW  Is  not  a 
member  of  B's  family  and  (2)  the  construc¬ 
tive  ownership  of  such  stock  by  A  through 
the  application  of  the  family  and  partnership 
rule  in  his  case  is  not  considered  as  actual 
ownership  so  as  to  make  B  the  constructive 
owner  by  a  second  application  of  the  same 
rule  with  respect  to  the  ownership  of  the 
stock.  (See  §  39.503  (a) -5.)  However,  there 
Is  more  than  the  family  and  partnership  rule 
involved  in  this  example.  As  the  holder 
of  an  option  upon  the  stock,  A  may  be  con¬ 
sidered  the  constructive  owner  of  his  wife’s 
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stock  by  the  application  of  the  option  rule 
and  without  reference  to  the  family  relation¬ 
ship  between  A  and  AW.  If  A  is  considered 
as  owning  the  stock  of  his  wife  by  applica¬ 
tion  of  the  option  rule,  then  under  §  39.503 

(a) -6.  such  constructive  ownership  by  A  is 
regarded  as  actual  ownership  for  the  purpose 
of  applying  the  family  and  partnership  rule 
so  as  to  make  another  member  of  A’s  family, 
for  example.  B.  the  constructive  owner  of 
the  stock.  Hence,  since  A  may  be  consid¬ 
ered  as  owning  his  wife’s  stock  by  applying 
both  the  family-partnership  rule  and  the 
option  rule,  the  provisions  of  section  503 
(a)  (6)  apply  and  accordingly  A  must  be 
considered  the  constructive  owner  of  his 
wife’s  stock  under  the  option  rule  rather 
than  the  family-partnership  rule.  B  thus 
becomes  the  constructive  owner  of  30  percent 
of  the  stock  of  the  M  Corporation,  namely, 
his  own  10  percent.  A’s  10  percent,  and  AW’s 
10  percent  constructively  owned  by  A  as  the 
holder  of  an  option  on  the  stock. 

§  39.503  (b)  Statutory  provision;  own¬ 
ing  of  convertible  securities  treated  as 
stock  ownership. 

Sex;.  503.  Stock  ownership.  *  *  * 

(b)  Convertible  securities.  Outstanding 
securities  convertible  into  stock  (whether  or 
not  convertible  during  the  taxable  year) 
shall  be  considered  as  outstanding  stock — 

(1)  For  the  purpose  of  the  stock  owner¬ 
ship  requirement  provided  in  section  501  (a) 

(2),  but  only  if  the  effect  of  the  inclusion  of 
all  such  securities  is  to  make  the  corpora¬ 
tion  a  personal  holding  company; 

(2)  For  the  purpose  of  section  502  (e)  (re¬ 
lating  to  personal  service  contracts),  but 
only  if  the  effect  of  the  inclusion  of  all  such 
securities  is  to  make  the  amounts  therein 
referred  to  includible  under  such  subsection 
as  personal  holding  company  income;  and 

(3)  For  the  purpose  of  section  502  (f)  (re¬ 
lating  to  the  use  of  property  by  sharehold¬ 
ers),  but  only  if  the  effect  of  the  inclusion  of 
all  such  securities  is  to  make  the  amounts 
therein  referred  to  includible  under  such 
subsection  as  personal  holding  company 
Income. 

The  requirement  in  paragraphs  (1),  (2), 
and  (3)  that  all  convertible  securities  must 
be  included  if  any  are  to  be  included  shall 
be  subject  to  the  exception  that,  where  some 
of  the  outstanding  securities  are  convertible 
only  after  a  later  date  than  in  the  case  of 
others,  the  class  having  the  earlier  conver¬ 
sion  date  may  be  included  although  the 
others  are  not  included,  but  no  convertible 
securities  shall  be  included  unless  all  out¬ 
standing  securities  having  a  prior  conver¬ 
sion  date  are  also  included. 

§  39.503  (b)  — 1  Convertible  securities. 
Under  section  503  <b) ,  outstanding  secur¬ 
ities  of  a  corporation,  such  as  bonds, 
debentures,  or  other  corporate  obliga¬ 
tions,  convertible  into  stock  of  the  cor¬ 
poration  (whether  or  not  convertible 
during  the  taxable  year)  shall  be  consid¬ 
ered  as  outstanding  stock  of  the  corpora¬ 
tion  for  the  purpose  of  the  stock  owner¬ 
ship  requirement  provided  in  section  501 
(a)  (2),  but  only  if  the  effect  of  such 
consideration  is  to  make  the  corporation 
a  personal  holding  company.  Such  con¬ 
vertible  securities  shall  be  considered  as 
outstanding  stock  for  the  purpose  of 
section  502  (e),  relating  to  amounts  re¬ 
ceived  under  personal  service  contracts, 
or  of  section  502  <f ) ,  relating  to  compen¬ 
sation  for  the  use  of  property,  but  only 
if  the  effect  of  such  consideration  is  to 
make  the  amounts  therein  referred  to 
includible  under  such  sections  as  per¬ 
sonal  holding  company  income.  The 
consideration  of  convertible  securities  as 


outstanding  stock  is  subject  to  the  excep¬ 
tion  that,  if  some  of  the  outstanding 
securities  are  convertible  only  after  a 
later  date  than  in  the  case  of  others,  the 
class  having  the  earlier  conversion  date 
may  be  considered  as  outstanding  stock 
although  the  others  are  not  so  consid¬ 
ered,  but  no  convertible  securities  shall 
be  considered  as  outstanding  stock  unless 
all  outstanding  securities  having  a  prior 
conversion  date  are  also  so  considered. 
For  example,  if  outstanding  securities 
are  convertible  in  1952,  1953,  and  1954, 
those  convertible  in  1952  can  be  properly 
considered  as  outstanding  stock  without 
so  considering  those  convertible  in  1953 
or  1954,  and  those  convertible  in  1952  and 

1953  can  be  properly  considered  as  out¬ 
standing  stock  without  so  considering 
those  convertible  in  1954.  However,  the 
securities  convertible  in  1953  could  not  be 
properly  considered  as  outstanding  stock 
without  so  considering  those  convertible 
in  1952  and  the  securities  convertible  in 

1954  could  not  be  properly  considered  as 
outstanding  stock  without  so  considering 
those  convertible  in  1952  and  1953. 

§  39.504  Statutory  provisions;  undis¬ 
tributed  subchapter  A  net  income ;  defi¬ 
nition. 

Sec.  504.  Undistributed  subchapter  A  net 
income.  For  the  purposes  of  this  subchapter 
the  term  “undistributed  subchapter  A  net 
income”  means  the  subchapter  A  net  income 
(as  defined  in  section  505)  minus — 

(a)  The  amount  of  the  dividends  paid 
credit  provided  in  section  27  (a)  without  the 
benefit  of  paragraphs  (3)  and  (4)  thereof 
(computed  without  its  reduction,  under  sec¬ 
tion  27  (b)  (1),  by  the  amount  of  the  credit 
provided  in  section  26  (a),  relating  to  in¬ 
terest  on  certain  obligations  of  the  United 
States  and  Government  corporations);  but, 
in  the  computation  of  the  dividends  paid 
credit  for  the  purposes  of  this  subchapter, 
the  amount  allowed  under  subsection  (c)  of 
this  section  or  of  section  405  of  the  Revenue 
Act  of  1938  in  the  computation  of  the  tax 
under  this  subchapter  or  under  Title  IA  of 
the  Revenue  Act  of  1938  for  any  preceding 
taxable  year  beginning  after  December  31, 
1937,  shall  be  considered  as  a  dividend  paid 
in  such  preceding  taxable  year  and  not  in 
the  year  of  distribution; 

(b)  Amounts  used  or  irrevocably  set  aside 
to  pay  or  to  retire  indebtedness  of  any  kind 
incurred  prior  to  January  1,  1934,  if  such 
amounts  are  reasonable  with  reference  to  the 
size  and  terms  of  such  indebtedness; 

(c)  Dividends  paid  after  the  close  of  the 
taxable  year  and  before  the  15th  day  of  the 
third  month  following  the  close  of  the  tax¬ 
able  year,  if  claimed  under  this  subsection 
in  the  return,  but  only  to  the  extent  to 
which  such  dividends  would  have  been  in¬ 
cludible  in  the  computation  of  the  basic 
surtax  credit  for  the  taxable  year  if  distribu¬ 
ted  during  such  taxable  year;  but  the 
amount  allowed  under  this  subsection  shall 
not  exceed  either: 

(1)  The  undistributed  Subchapter  A  net 
income  for  the  taxable  year  computed  with¬ 
out  regard  to  this  subsection;  or 

(2)  10  per  centum  of  the  sum  of — 

(A)  The  dividends  paid  during  the  taxable 
year  (reduced  by  the  amount  allowed  under 
this  subsection  in  the  computation  of  the 
tax  under  this  subchapter  for  the  taxable 
year  preceding  the  taxable  year  or,  in  the 
case  of  a  taxable  year  beginning  in  1939, 
•  •  • ) ;  and 

(B)  The  consent  dividends  credit  for  the 
taxable  year. 

(d)  •  *  *  (not  applicable]. 


(e)  The  amount  by  which  the  undistrib¬ 
uted  subchapter  A  net  income  determined 
without  reference  to  this  subsection  exceeds 
the  amount  which  could  be  distributed  on 
the  last  day  of  the  taxable  year  as  a  dividend 
( 1 )  without  violating  any  action,  regulation, 
rule,  order,  or  proclamation  taken,  promul¬ 
gated,  made,  or  issued  by,  or  pursuant  to 
the  direction  of,  the  President  or  any  agency 
that  he  may  designate,  under  the  Trading 
With  the  Enemy  Act  of  October  16,  1917,  as 
amended,  or  the  First  War  Powers  Act  of 
1941,  and  (2)  not  subject  to  a  lien  in  favor 
of  the  United  States. 

(Sec.  504  as  amended  by  sec.  228  (a),  Rev. 
Act  1939;  Pub.  Law  18  (77th  Cong.);  secs. 
132  (d),  184  (a).  186  (c),  Rev.  Act  1942;  sec. 
349,  Rev.  Act  1951] 

§  39.504-1  Undistributed  subchapter 
A  net  income.  The  term  “undistributed 
subchapter  A  net  income”  means  the 
subchapter  A  net  income  (as  defined  in 
section  505  and  §  39.505-1)  minus  (a) 
the  amount  of  the  dividends  paid  credit 
provided  in  section  27  (a)  (computed 
without  its  reduction,  under  section  27 
(b)  (1),  by  the  amount  of  the  credit 
provided  in  section  26  (a),  relating  to 
interest  on  certain  obligations  of  the 
United  States  and  Government  corpora¬ 
tions),  (b)  amounts  used  or  irrevocably 
set  aside  to  pay  or  to  retire  indebtedness 
of  any  kind  incurred  prior  to  January  1, 
1934,  if  such  amounts  are  reasonable 
with  reference  to  the  size  and  the  terms 
of  such  indebtedness  (see  §  39.504-2), 
and  (c)  dividends  paid  after  the  close  of 
the  taxable  year  and  before  the  15th  day 
of  the  third  month  thereafter,  if  claimed 
under  section  504  (c)  in  the  return,  but 
only  to  the  extent  and  subject  to  the 
limitations  contained  in  that  section. 
In  computing  the  dividends  paid  credit 
for  the  purposes  of  subchapter  A  of 
chapter  2,  the  amount  allowed  under 
section  504  (c)  in  the  computation  of 
the  tax  under  subchapter  A  for  any  pre¬ 
ceding  taxable  year  is  considered  a  divi¬ 
dend  paid  in  such  preceding  taxable 
year  and  not  in  the  year  of  distribution. 

§  39.504-2  Amounts  used  or  irrevoca¬ 
bly  set  aside  to  pay  or  to  retire  indebted¬ 
ness  of  any  kind  incurred  prior  to  Janu¬ 
ary  1,  1934 — (a)  Indebtedness.  (1)  The 
term  “indebtedness”  means  an  obliga¬ 
tion,  absolute  and  not  contingent,  to  pay, 
on  demand  or  within  a  given  time,  in 
cash  or  other  medium,  a  fixed  amount. 
The  term  “indebtedness”  does  not  in¬ 
clude  the  obligation  of  a  corporation  on 
its  capital  stock. 

(2)  The  indebtedness  must  have  been 
incurred  (or,  if  incurred  by  assumption, 
assumed)  by  the  taxpayer  before  Janu¬ 
ary  1,  1934.  An  indebtedness  evidenced 
by  bonds,  notes,  or  other  obligations  is¬ 
sued  by  a  corporation  is  ordinarily  in¬ 
curred  as  of  the  date  such  obligations 
are  issued  and  the  amount  of  such  in¬ 
debtedness  is  the  amount  represented  by 
the  face  value  of  the  obligations.  In  the 
case  of  refunding,  renewal,  or  other 
change  in  the  form  of  an  indebtedness, 
the  giving  of  a  new  promise  to  pay  by  the 
taxpayer  will  not  have  the  effect  of 
changing  the  date  the  indebtedness  was 
incurred. 

(b)  Amounts  used  or  irrevocably  set 
aside.  The  deduction  is  allowable,  in 
any  taxable  year,  only  for  amounts  used 
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or  irrevocably  set  aside  in  that  year. 
The  use  or  irrevocable  setting  aside  must 
be  to  effect  the  extinguishment  or  dis¬ 
charge  of  indebtedness.  In  the  case  of 
refunding,  renewal,  or  other  change  in 
the  form  of  an  indebtedness,  the  mere 
giving  of  a  new  promise  to  pay  by  the 
taxpayer  will  not  result  in  an  allowable 
deduction.  If  amounts  are  set  aside  in 
one  year,  no  deduction  is  allowable  for 
such  amounts  for  a  later  year  in  which 
actually  paid.  As  long  as  all  other  con¬ 
ditions  are  satisfied,  the  aggregate 
amount  allowable  as  a  deduction  for  any 
taxable  year  includes  all  amounts  (from 
whatever  source)  used  and,  as  well,  all 
amounts  (from  whatever  source)  irrev¬ 
ocably  set  aside,  irrespective  of  whether 
in  cash  or  other  medium.  Double  de¬ 
ductions  are  not  permitted. 

(c)  Reasonableness  of  the  amounts 
with  reference  to  the  size  and  terms  of 
the  indebtedness.  (1)  The  reasonable¬ 
ness  of  the  amounts  used  or  irrevocably 
set  aside  must  be  determined  by  refer¬ 
ence  to  the  size  and  terms  of  the  particu¬ 
lar  indebtedness.  Hence,  all  the  facts 
and  circumstances  with  respect  to  the 
nature,  scope,  conditions,  amount,  ma¬ 
turity,  and  other  terms  of  the  particular 
indebtedness  must  be  shown  in  each 
case. 

(2)  Ordinarily  an  amount  used  to  pay 
or  retire  an  indebtedness,  in  whole  or 
in  part,  at  or  prior  to  the  maturity  and 
in  accordance  with  the  terms  thereof 
will  be  considered  reasonable,  and  may 
be  allowable  as  a  deduction  for  the  year 
in  which  so  used,  if  no  adjustment  is 
required  by  reason  of  an  amount  set 
aside  in  a  prior  year  for  payment  or 
retirement  of  the  same  indebtedness. 

(3)  All  amounts  irrevocably  set  aside 
for  the  payment  or  retirement  of  an 
indebtedness  in  accordance  with  and 
pursuant  to  the  terms  of  the  obligation, 
for  example,  the  annual  contribution  to 
trustees  required  by  the  provisions  of 
a  mandatory  sinking  fund  agreement, 
will  be  considered  as  complying  with  the 
statutory  requirement  of  reasonableness. 
To  be  considered  reasonable  it  is  not  nec¬ 
essary  that  the  plan  of  retirement  pro¬ 
vide  for  a  retroactive  setting  aside  of 
amounts  for  years  prior  to  that  in  which 
the  plan  is  adopted.  However,  if  a  vol¬ 
untary  plan  was  adopted  before  1934,  no 
adjustment  is  allowable  in  respect  of 
the  amounts  set  aside  in  the  years  prior 
to  1934. 

/d)  General.  The  burden  of  proof 
will  rest  upon  the  taxpayer  to  sustain 
the  deduction  claimed.  Therefore,  the 
taxpayer  must  furnish  the  information 
required  by  the  return,  and  such  other 
information  as  the  Commissioner  may 
require  in  substantiation  of  the  deduc¬ 
tion  claimed. 

§  39.505  Statutory  provisions;  sub¬ 
chapter  A  net  income;  definition  for  the 
Purpose  of  this  subchapter. 

Sec.  505.  Subchapter  A  net  income.  For 
the  purposes  of  this  subchapter  the  term 
"Subchapter  A  Net  Income”  means  the  net 
Income  with  the  following  adjustments: 

(a)  Additional  deductions.  There  shall 
be  allowed  as  deductions — 

(1)  Federal  Income,  war-profits,  and  ex¬ 
cess-profits  taxes  paid  or  accrued  during  the 
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taxable  year  to  the  extent  not  allowed  as  a 
deduction  under  section  23;  but  not  includ¬ 
ing  the  tax  Imposed  by  section  102,  section 
500,  or  a  section  of  a  prior  income-tax  law 
corresponding  to  either  of  such  sections. 

(2)  In  lieu  of  the  deduction  allowed  by 
section  23  (q),  contributions  or  gifts,  pay¬ 
ment  of  which  is  made  within  the  taxable 
year  to  or  for  the  use  of  donees  described  In 
section  23  (q)  for  the  purposes  therein  spec¬ 
ified,  to  an  amount  which  does  not  exceed 
15  per  centum  of  the  taxpayer’s  net  income, 
computed  without  the  benefit  of  this  para¬ 
graph  and  section  23  (q),  and  without  the 
deduction  of  the  amount  disallowed  under 
subsection  (b)  of  this  section.  For  the  pur¬ 
poses  of  the  preceding  sentence,  payment  of 
any  contribution  or  gift  shall  be  considered 
as  made  within  the  taxable  year  if  and  only 
if  it  is  considered  for  the  purposes  of  section 
23  (q)  as  made  within  such  year.  For  dis¬ 
allowance  of  certain  charitable,  etc.,  deduc¬ 
tions  otherwise  allowable  under  this  para¬ 
graph,  see  sections  3813  and  162  (g)  (2). 

(3)  In  the  case  of  a  corporation  organized 
prior  to  January  1,  1936,  to  take  over  the 
assets  and  liabilities  of  the  estate  of  a  de¬ 
cedent,  amounts  paid  in  liquidation  of  any 
liability  of  the  corporation  based  on  the 
liability  of  the  decedent  to  make  contribu¬ 
tions  or  gifts  to  or  for  the  use  of  donees 
described  in  section  23  (o)  for  the  purposes 
therein  specified,  to  the  extent  such  liability 
of  the  decedent  existed  prior  to  January  1, 
1934.  No  deduction  shall  be  allowed  under 
paragraph  (2)  of  this  subsection  for  a  taxable 
year  for  which  a  deduction  is  allowed  under 
this  paragraph. 

(b)  Deductions  not  allowed.  The  aggre¬ 
gate  of  the  deductions  allowed  under  section 
23  (a),  relating  to  expenses,  and  section  23 

(1),  relating  to  depreciation,  which  are  al¬ 
locable  to  the  operation  and  maintenance 
of  property  owned  or  operated  by  the  cor¬ 
poration,  shall  be  allowed  only  in  an  amount 
equal  to  the  rent  or  other  compensation  re¬ 
ceived  for  the  use  of,  or  the  right  to  use,  the 
property,  unless  it  is  established  (under  regu¬ 
lations  prescribed  by  the  Commissioner  with 
the  approval  of  the  Secretary)  to  the  satis¬ 
faction  of  the  Commissioner: 

(1)  That  the  rent  or  other  compensation 
received  was  the  highest  obtainable,  or,  if 
none  was  received,  that  none  was  obtain¬ 
able; 

(2)  That  the  property  was  held  in  the 
course  of  a  business  carried  on  bona  fide  for 
profit;  and 

(3)  Either  that  there  was  reasonable  ex¬ 
pectation  that  the  operation  of  the  property 
would  result  in  a  profit,  or  that  the  prop¬ 
erty  was  necessary  to  the  conduct  of  the 
business. 

(c)  Net  loss  carry-over  disallowed.  The 
deduction  for  net  operating  losses  provided 
in  section  23  (s)  shall  not  be  allowed. 

(d)  1941  capital  loss  carry-over  denied. 

•  •  • 

(e)  Income  not  placed  on  annual  basis. 
The  net  income  shall  be  computed  without 
regard  to  section  47  (c). 

|Sec.  505  as  amended  by  secs.  211  (i),  212  (d). 
Rev.  Act  1939;  secs.  135  (b)  (4),  150  (i),  Rev. 
Act  1942;  sec.  3  (b).  Pub.  Law  378  (81st 
Cong.) ;  sec.  332  (d) ,  Rev.  Act  1950] 

Sec.  11.  Denial  of  tax  deductions  and  ex¬ 
emptions  \lnternal  Security  Act  of  1950]. 
(a)  Notwithstanding  any  other  provision  of 
law,  no  deduction  for  Federal  income-tax 
purposes  shall  be  allowed  in  the  case  of  a 
contribution  to  or  for  the  use  of  any  organi¬ 
zation  if  at  the  time  of  the  making  of  such 
contribution  (1)  such  organization  is  regis¬ 
tered  under  section  7,  or  (2)  there  is  in  effect 
a  final  order  of  the  Board  (the  Subversive 
Activities  Control  Board]  requiring  such 
organization  to  register  under  section  7. 

t  •  *  *  • 


§  39.505-1  Subchapter  A  net  income. 

(a)  The  term  “subchapter  A  net  income” 
means,  in  the  case  of  a  domestic  corpo¬ 
ration,  the  gross  income  as  defined  in 
section  22  less  the  deductions  provided 
in  section  23  subject  to  the  qualifica¬ 
tions,  limitations,  and  exceptions  pro¬ 
vided  in  section  505.  In  the  case  of  a 
foreign  corporation,  whether  resident  or 
nonresident,  which  files  or  causes  a  re¬ 
turn  to  be  filed,  the  “subchapter  A  net 
income”  means  the  net  income  from 
sources  within  the  United  States  (gross 
income  from  sources  within  the  United 
States  as  defined  in  section  119  and  the 
regulations  thereunder  less  statutory 
deductions)  subject  to  the  qualifications, 
limitations,  and  exceptions  provided  in 
section  505.  In  the  case  of  a  foreign 
corporation,  whether  resident  or  non¬ 
resident,  which  files  no  return  the  “sub¬ 
chapter  A  net  income”  means  the  gross 
income  from  sources  within  the  United 
States  as  defined  in  section  119  and  the 
regulations  thereunder  less  the  deduc¬ 
tions  enumerated  in  section  505  (a)  but 
without  the  benefit  of  any  deductions 
under  chapter  1  (see  section  233).  In 
the  case  of  a  taxable  year  of  less  than  12 
months  on  account  of  a  change  in  the 
accounting  period  of  the  corporation, 
the  subchapter  A  net  income  is  com¬ 
puted  on  the  basis  of  the  period  included 
in  the  taxable  year,  and  is  not  placed  on 
an  annual  basis  under  section  47  (c). 

(b)  The  “subchapter  A  net  income” 
includes  interest  upon  obligations  of  the 
United  States  and  obligations  of  a  cor¬ 
poration  organized  under  Act  of  Con¬ 
gress,  if  such  corporation  is  an  instru¬ 
mentality  of  the  United  States,  except  as 
provided  in  section  22  (b)  (4).  The 
“subchapter  A  net  income”  does  not  in¬ 
clude  interest  on  obligations  of  States  or 
Territories  of  the  United  States  or  any 
political  subdivision  thereof  or  of  the 
District  of  Columbia  or  of  the  posses¬ 
sions  of  the  United  States. 

(c)  The  foreign  tax  credit  permitted 
by  section  131  with  respect  to  the  taxes 
imposed  by  chapter  1  is  not  allowed  with 
respect  to  the  surtax  imposed  by  section 
500.  However,  the  deduction  of  foreign 
taxes  under  section  23  (c)  is  permitted 
for  the  purposes  of  the  surtax  even  if  for 
the  purposes  of  the  corporate  tax  im¬ 
posed  by  chapter  1  a  credit  for  such  taxes 
is  taken. 

(d)  In  addition  to  the  qualifications, 
limitations,  and  exceptions  provided  in 
section  505  (a),  a  personal  holding  com¬ 
pany  is  subject  to  the  provisions  of  sec¬ 
tion  505  (b)  and  (c)  in  the  computation 
of  its  subchapter  A  net  income.  Section 
505  (c)  provides  that  the  net  operating 
loss  deduction  provided  by  section  23  (s) 
6hall  not  be  allowed.  Under  section  505 

(b)  the  aggregate  of  the  deductions  al¬ 
lowed  under  section  23  (a),  relating  to 
expenses,  and  section  23  (1) ,  relating  to 
depreciation,  which  are  allocable  to  the 
operation  and  maintenance  of  property 
owned  or  operated  by  the  company  shall 
be  allowed  only  in  an  amount  equal  to 
the  rent  or  other  compensation  received 
for  the  use  of,  or  the  right  to  use,  the 
property,  unless  it  is  established  to  the 
satisfaction  of  the  Commissioner: 
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(1)  That  the  rent  or  other  compensa¬ 
tion  received  was  the  highest  obtainable, 
or  if  none  was  received,  that  none  was 
obtainable; 

(2)  That  the  property  wTas  held  in  the 
course  of  a  business  carried  on  bona  fide 
for  profit;  and 

(3)  Either  that  there  was  reasonable 
expectation  that  the  operation  of  the 
property  would  result  in  a  profit,  or  that 
the  property  was  necessary  to  the  con¬ 
duct  of  the  business. 

(e)  The  burden  of  proof  will  rest  upon 
the  taxpayer  to  sustain  the  deduction 
claimed.  If,  in  computing  its  subchap¬ 
ter  A  net  income,  a  personal  holding 
company  claims  deductions  for  expenses 
and  depreciation  allocable  to  the  opera¬ 
tion  and  maintenance  of  property  owned 
or  operated  by  the  company,  in  an  ag¬ 
gregate  amount  in  excess  of  the  rent  or 
other  compensation  received  for  the  use 
of.  or  the  right  to  use,  the  property,  it 
shall  attach  to  its  income  tax  return  a 
statement  setting  forth  its  claim  for  al¬ 
lowance  of  the  additional  deductions 
together  with  a  complete  statement  of 
the  facts  and  circumstances  pertinent 
to  its  claim  and  the  arguments  on  which 
it  relies.  Such  statement  shall  set  forth: 

(1)  A  description  of  the  property; 

(2)  The  cost  or  other  basis  to  the 
corporation  and  the  nature  and  value  of 
the  consideration  paid  for  the  property; 

(3)  The  name  and  address  of  the  per¬ 
son  from  whom  acquired  and  the  date 
thereof ; 

(4)  The  name  and  address  of  the  per¬ 
son  to  whom  leased  or  rented,  or  the 
person  permitted  to  use  the  property, 
and  the  number  of  shares  of  stock,  if 
any,  held  by  such  person  and  the  mem¬ 
bers  of  his  family; 

(5)  The  nature  and  gross  amount  of 
the  rent  or  other  compensation  received 
for  the  use  of,  or  the  right  to  use,  the 
property  during  the  taxable  year  and 
for  each  of  the  five  preceding  years  and 
the  amount  of  the  expenses  incurred 
with  respect  to,  and  the  depreciation 
sustained  on,  the  property  for  such 
years; 

(6)  Evidence  that  the  rent  or  other 
compensation  was  the  highest  obtainable 
and.  if  none  was  received,  a  statement 
of  the  reasons  therefor; 

(7)  A  copy  of  the  contract,  lease  or 
rental  agreement; 

(8)  The  purpose  for  which  the  prop¬ 
erty  was  used; 

(9)  The  business  carried  on  by  the 
corporation  with  respect  to  which  the 
property  was  held  and  the  gross  income, 
expenses,  and  net  income  derived  from 
the  conduct  of  such  business  for  the 
taxable  year  and  for  each  of  the  five 
preceding  years; 

( 10)  A  statement  of  any  reasons  which 
existed  for  expectation  that  the  opera¬ 
tion  of  the  property  would  be  profitable, 
or  a  statement  of  the  necessity  for  the 
use  of  the  property  in  the  business  of 
the  corporation,  and  the  reasons  why 
the  property  was  acquired ;  and 

(11)  Any  other  information  pertinent 
to  the  taxpayer’s  claim. 

§  39.505-2  Illustration  of  computa¬ 
tion  of  subchapter  A  net  income,  undis¬ 
tributed  subchapter  A  net  income,  and 
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surtax.  The  method  of  computation  of 
the  subchapter  A  net  income,  the  undis¬ 
tributed  subchapter  A  net  income,  and 
the  surtax  under  subchapter  A  of  chap¬ 
ter  2  may  be  illustrated  as  follows: 

(a)  The  following  facts  exist  with  respect 
to  the  O  Corporation,  a  personal  holding 
company  which  is  on  the  cash  receipts  and 
disbursements  basis,  for  the  calendar  year 
1952: 

(1)  The  net  income,  as  computed  under 
chapter  1,  amounts  to  $200,000. 

(2)  Federal  income  tax  imposed  by  sections 
13  and  15  (after  certain  credits  under  section 
26)  amounted  to  $73,300  and  was  paid  in 
Installments — $25,655  on  March  15,  1952; 
$25,655  on  June  15,  1952;  $10,995  on  Septem¬ 
ber  15,  1952;  $10,995  on  December  15,  1952. 

(3)  Contributions  or  gifts  payment  of 
which  is  made  to  or  for  the  use  of  donees 
described  in  section  23  (q)  for  the  purposes 
therein  specified  amount  to  $36,000,  of  which 
$10,000  is  deducted  in  arriving  at  the  net 
income  under  chapter  1. 

(4)  Rent  in  the  amount  of  $10,000  was 
received  from  the  principal  shareholder  of 
the  corporation  for  the  use  of  a  country 
estate  which  had  been  previously  acquired 
from  such  shareholder  in  exchange  for  its 
capital  stock.  The  expenses  of  the  corpora¬ 
tion  allocable  to  the  maintenance  and  opera¬ 
tion  of  the  country  estate  amount  to  $30,000. 
The  yearly  depreciation  on  the  depreciable 
property  of  the  estate  amounts  to  $5,000. 
The  corporation  has  not  established  its  right 
to  claim  the  entire  amount  of  the  expenses 
and  depreciation  applicable  to  the  estate  as 
provided  in  section  505  (b)  and  S  39.505-1. 

(5)  Dividends  paid  by  the  corporation  to 
Its  shareholders  during  the  taxable  year 
which  are  allowable  as  a  credit  under  sec¬ 
tion  27  (a)  amount  to  $80,000. 

(6)  The  amount  used  during  the  year  to 
pay  indebtedness  Incurred  by  the  corpora¬ 
tion  before  January  1,  1934,  is  $31,250. 

(7)  On  March  1,  1953,  the  corporation  paid 
Its  shareholders  a  taxable  dividend  of  $15,000 
and  in  its  return,  on  Form  1120H,  claimed  a 
deduction  under  section  504  (c)  of  $8,000, 
that  being  10  percent  of  the  dividends  paid 
during  the  taxable  year  1952. 

(b)  The  subchapter  A  net  income,  the 
undistributed  subchapter  A  net  income,  and 
the  surtax  are  computed  as  follows: 


Net  income  under  ch.  1 _ _ _ _ _ $200,  000 

Add: 

Contributions  deductible  in 
computing  net  income  un¬ 
der  sec.  21 _ .  10,  000 

Aggregate  of  expenses  and  de¬ 
preciation  relating  to  the 
country  estate  in  excess  of 
the  Income  derived  there¬ 
from  _ _ _ _ _ _ _ ...  25,  000 


Net  income  computed  without  the 
benefit  of  a  deduction  for  contri¬ 
butions  and  without  the  benefit 
of  the  amount  disallowed  under 

sec.  505  (b) . .  235,000 

Less: 

Federal  income  tax _ $73,  300 

Contributions  deduct¬ 
ible  under  sec.  505 
(a)  (2)  (15  percent 

of  $235,000) _  35,250 

-  108, 550 


Subchapter  A  net  income _  126, 450 

Less: 

Dividends  paid  credit-  $80,  000 
Amount  used  to  pay 

indebtedness _  31,  250 

-  111,250 


Undistributed  subchapter  A  net 
income  (before  applying  sec. 

604  (c) ) _  15,200 


Dividends  paid  March  1.  1953  (sub¬ 
ject  to  limitation  in  sec.  504 

(c)  (2)) -  $8,000 


Undistributed  subchapter  A  net 

Income _  7,  200 

Amount  taxable  at  75  percent  (not 

in  excess  of  $2,000) _  2,  000 

Amount  taxable  at  85  percent 

($7,200  minus  $2,000) _  5,200 

Surtax  on  $2,000  at  75  percent _ _  1,  500 

Surtax  on  $5,200  at  85  percent _  4,  420 


Total  surtax _ _ _ _ _ ...  5. 920 


§  39.506  Statutory  provisions;  credits 
and  refunds  for  deficiency  dividends. 

Sec.  506.  Deficiency  dividends — credits  and 
refunds — (a)  Credit  against  unpaid  defi¬ 
ciency.  If  the  amount  of  a  deficiency  with 
respect  to  the  tax  imposed  by  this  sub¬ 
chapter  for  any  taxable  year  has  been 
established — 

( 1 )  By  a  decision  of  the  Board  of  Tax  Ap¬ 
peals  which  has  become  final;  or 

(2)  By  a  closing  agreement  made  under 
section  3760;  or 

(3)  By  a  final  Judgment  In  a  suit  to  which 
the  United  States  is  a  party; 

then  a  deficiency  dividend  credit  shall  be 
allowed  against  the  amount  of  the  deficiency 
so  established  and  all  Interest,  additional 
amounts,  and  additions  to  the  tax  provided 
by  law  not  paid  on  or  before  the  date  when 
claim  for  a  deficiency  dividend  credit  is 
filed  under  subsection  (d).  The  amount 
of  such  credit  shall  be  65  per  centum  of 
the  amount  of  deficiency  dividends,  as  de¬ 
fined  in  subsection  (c),  not  in  excess  of 
$2,000,  plus  75  per  centum  of  the  amount 
of  such  dividends  in  excess  of  $2,000;  but 
such  credit  shall  not  exceed  the  portion 
of  the  deficiency  so  established  which  is  not 
paid  on  or  before  the  date  of  the  closing 
agreement,  or  the  date  the  decision  of  the 
Board  or  the  Judgment  becomes  final,  as 
the  case  may  be.  Such  credit  shall  be  al¬ 
lowed  as  of  the  date  the  claim  for  deficiency 
dividend  credit  is  filed. 

(b)  Credit  or  refund  of  deficiency  paid. 
When  the  Commissioner  has  determined  that 
there  is  a  deficiency  with  respect  to  the  tax 
Imposed  by  this  subchapter  and  the  corpora¬ 
tion  has  paid  any  portion  of  such  asserted 
deficiency  and  it  has  been  established — 

(1)  By  a  decision  of  the  Board  of  Tax 
Appeals  which  has  become  final;  or 

(2)  By  a  closing  agreement  made  under 
section  3760;  or 

(3)  By  a  final  Judgment  In  a  suit  against 
the  United  States  for  refund — 

(A)  If  such  suit  is  brought  within  six 
months  after  the  corporation  became  en¬ 
titled  to  bring  suit,  and 

(B)  If  claim  for  refund  was  filed  within 
six  months  after  the  payment  of  such 
amount; 

that  any  portion  of  the  amount  so  paid  was 
the  whole  or  a  part  of  a  deficiency  at  the  time 
when  paid,  then  there  shall  be  credited  or 
refunded  to  the  corporation  an  amount  equal 
to  65  per  centum  of  the  amount  of  deficiency 
dividends  not  in  excess  of  $2,000,  plus  75 
per  centum  of  the  amount  of  such  dividends 
In  excess  of  $2,000,  but  such  credit  or  refund 
shall  not  exceed  the  portion  so  paid  by  the 
corporation.  Such  credit  or  refund  shall  be 
made  as  provided  in  section  322  but  without 
regard  to  subsection  (b)  or  subsection  (c) 
thereof.  No  interest  shall  be  allowed  on 
such  credit  or  refund.  No  credit  or  refund 
shall  be  made  under  this  subsection  with 
respect  to  any  amount  of  tax  paid  after  th# 
date  of  the  closing  agreement,  or  the  date 
the  decision  of  the  Board  or  the  Judgment 
becomes  final,  as  the  case  may  be. 
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(c)  Deficiency  dividends — (1)  Definition. 
for  the  purposes  of  this  subchapter,  the  term 
•‘deficiency  dividends”  means  the  amount  of 
the  dividends  paid,  on  or  after  the  date  of 
the  closing  agreement  or  on  or  after  the  date 
the  decision  of  the  Board  or  the  Judgment 
becomes  final,  as  the  case  may  be,  and  prior 
to  filing  claim  under  subsection  (d),  which 
would  have  been  includible  in  the  computa¬ 
tion  of  the  basic  surtax  credit  for  the  taxable 
year  with  respect  to  which  the  deficiency 
was  asserted  if  distributed  during  such  taxa¬ 
ble  year.  No  dividends  shall  be  considered 
as  deficiency  dividends  for  the  purposes  of 
allowance  of  credit  under  subsection  (a)  un¬ 
less  (under  regulations  prescribed  by  the 
Commissioner  with  the  approval  of  the  Sec¬ 
retary)  the  corporation  files,  within  thirty 
days  after  the  date  of  the  closing  agreement, 
or  the  date  upon  which  the  decision  of  the 
Board  or  Judgment  becomes  final,  as  the  case 
may  be,  notification  (which  specifies  the 
amount  of  the  credit  intended  to  be  claimed) 
of  Its  intention  to  have  the  dividends  so  con- 
lidered. 

(2)  Effect  on  dividends  paid  credit — (A) 
For  taxable  year  in  which  paid.  Deficiency 
dividends  paid  in  any  taxable  year  (to  the  ex¬ 
tent  of  the  portion  thereof  with  respect  to 
which  the  credit  under  subsection  (a),  or 
the  credit  or  refund  under  subsection  (b), 
or  both,  of  this  section  or  section  407  of  the 
Revenue  Act  of  1938,  are  allowed)  shall  be 
subtracted  from  the  basic  surtax  credit  for 
such  year,  but  only  for  the  purpose  of  com¬ 
puting  the  tax  under  this  subchapter  for 
»uch  year  and  succeeding  years. 

(B)  For  prior  taxable  year.  Deficiency 
dividends  paid  in  any  taxable  year  (to  the 
extent  of  the  portion  thereof  with  respect  to 
which  the  credit  under  subsection  (a),  or 
the  credit  or  refund  under  subsection  (b), 
or  both,  of  this  section  or  section  407  of  the 
Revenue  Act  of  1938,  are  allowed)  shall  not 
be  allowed  under  section  604  (c)  in  the  com¬ 
putation  of  the  tax  under  this  subchapter 
for  any  taxable  year  preceding  the  taxable 
year  in  which  paid. 

(d)  Claim  required.  No  deficiency  divi¬ 
dends  credit  shall  be  allowed  under  subsec¬ 
tion  (a)  and  no  credit  or  refund  shall  be 
made  under  subsection  (b)  unless  (under 
regulations  prescribed  by  the  Commissioner 
with  the  approval  of  the  Secretary)  claim 
therefor  is  filed  within  sixty  days  after  the 
date  of  the  closing  agreement,  or  the  date 
upon  which  the  decision  of  the  Board  or 
Judgment  becomes  final,  as  the  case  may  be. 

(e)  Suspension  of  statute  of  limitations 
and  stay  of  collection — (1)  Suspension  of 
running  of  statute.  If  the  corporation  files 
»  notification,  as  provided  in  subsection  (c), 
to  have  dividends  considered  as  deficiency 
dividends,  the  running  of  the  statute  of  lim¬ 
itations  provided  in  section  275  or  276  on  the 
making  of  assessments  and  the  bringing  of 
distraint  or  a  proceeding  in  court  for  collec¬ 
tion,  in  respect  of  the  deficiency  and  all  in¬ 
terest,  additional  amounts,  and  additions  to 
the  tax  provided  by  law,  shall  be  suspended 
for  a  period  of  two  years  after  the  date  of  the 
filing  of  such  notification. 

(2)  Stay  of  collection.  In  the  case  of  any 
deficiency  with  respect  to  the  tax  imposed 
by  this  subchapter  established  as  provided  in 
subsection  (a)  — 

(A)  The  collection  of  the  deficiency  and 
all  Interest,  additional  amounts,  and  addi¬ 
tions  to  the  tax  provided  for  by  law  shall, 
except  in  cases  of  Jeopardy,  be  stayed  until 
the  expiration  of  thirty  days  after  the  date 
of  the  closing  agreement,  or  the  date  upon 
wbich  the  decision  of  the  Board  or  Judgment 
becomes  final,  as  the  case  may  be. 

(B)  If  notification  has  been  filed,  as  pro¬ 
dded  in  subsection  (c),  the  collection  of 
*uch  part  Qf  the  deficiency  as  is  not  in  excess 
of  either  the  credit  allowable  under  subsec¬ 
tion  (a)  or  the  amount  which,  in  the  noti¬ 
fication,  is  specified  as  intended  to  be 


claimed  as  credit,  shall,  except  In  cases  of 
Jeopardy,  be  stayed  until  the  expiration  of 
sixty  days  after  the  date  of  the  closing  agree¬ 
ment,  or  the  date  upon  which  the  decision  of 
the  Board  or  Judgment  becomes  final,  as 
the  case  may  be. 

(C)  If  claim  for  deficiency  dividend  credit 
Is  filed  under  subsection  (d),  the  collection 
of  such  part  of  the  deficiency  as  is  not  in 
excess  of  either  the  credit  allowable  under 
subsection  (a)  or  the  amount  claimed,  shall 
be  stayed  until  the  date  the  claim  for  credit 
is  disallowed  (in  whole  or  in  part),  and  if 
disallowed  in  part  collection  shall  be  made 
only  of  the  part  disallowed. 

No  distraint  or  proceeding  in  court  shall  be 
begun  for  the  collection  of  an  amount  the 
collection  of  which  is  stayed  under  subpara¬ 
graph  (A),  (B),  or  (C)  during  the  period  for 
Which  the  collection  of  such  amount  is 
stayed. 

(f)  Credit  or  refund  denied  if  fraud,  etc. 
No  deficiency  dividend  credit  shall  be  allowed 
under  subsection  (a)  and  no  credit  or  refund 
shall  be  made  under  subsection  (b)  if  the 
closing  agreement,  decision  of  the  Board,  or 
Judgment  contains  a  finding  that  any  part 
of  the  deficiency  is  due  to  fraud  with  intent 
to  evade  tax,  or  to  failure  to  file  the  return 
under  this  subchapter  within  the  time  pre¬ 
scribed  by  law  or  prescribed  by  the  Commis¬ 
sioner  in  pursuance  of  law,  unless  it  is  shown 
that  such  failure  to  file  is  due  to  reasonable 
cause  and  not  due  to  willful  neglect. 

(g)  Rate  for  taxable  years  1939,  1940,  and 

1941.  •  •  • 

(h)  Rate  for  taxable  yaars  after  1941.  If 
the  deficiency  is  established  or  determined 
for  a  taxable  year  which  begins  after  De¬ 
cember  31,  1941,  the  rates  under  subsections 
(a)  and  (b)  used  in  determining  the  amount 
of  the  credit  or  refund  shall  be  75  per  cen¬ 
tum  in  lieu  of  65  per  centum  and  85  per 
centum  In  lieu  of  75  per  centum. 

(J)  Additional  credit  or  refund  for  prior 
taxable  year.  •  •  •  (Not  applicable], 

[Sec.  506  as  amended  by  sec.  1,  Pub.  Law  18 
(77th  Cong.);  secs.  185,  186  (d)  (1),  (1), 
Rev.  Act  1942 J 

§  39.506-1  Purpose  and  scope  of  de¬ 
ficiency  dividend  credit.  (a)  Section  506 
provide  a  method  under  which,  by  virtue 
of  dividend  distributions,  a  corporation 
may,  under  certain  conditions  (see 
8  39.506-3 ) ,  be  relieved  from  the  payment 
of  a  deficiency  in  the  surtax  imposed  by 
subchapter  A  of  chapter  2,  or,  if  any 
portion  of  such  deficiency  has  been  paid, 
may  be  entitled,  under  certain  conditions 
(see  §  39.506-4),  to  a  credit  or  refund  of 
such  portion.  The  deficiency  must  be 
established  in  the  manner  specified  in 
section  506  (a)  (1),  (2),  or  (3)  or  section 
506  (b)  (1),  (2),  or  (3)  and  the  dividends 
must  be  paid  on  the  date  so  established 
or  within  60  days  thereafter.  For  what 
constitutes  payment  of  a  dividend,  see 
§  39.27  (b)-2. 

(b)  The  benefit  of  section  506  is  not 
extended  to  the  satisfaction  of  any  inter¬ 
est,  additional  amounts,  or  additions  to 
the  tax  provided  by  law  with  respect  to 
the  deficiency  and  such  amounts  remain 
payable  as  if  that  section  had  not  been 
enacted.  The  benefit  is  denied  if  the 
closing  agreement,  decision  of  The  Tax 
Court  of  the  United  States,  or  judgment 
contains  a  finding  that  any  part  of  the 
deficiency  is  due  to  fraud  with  intent  to 
evade  the  tax,  or  to  a  failure  to  file  a 
timely  return  without  reasonable  cause 
for  such  failure.  See  section  506  (f). 


§  39.506-2.  Date  when  decision  by 
Tax  Court  or  court  becomes  final  and 
date  of  closing  agreement,  (a)  The  date 
upon  which  a  decision  by  The  Tax  Court 
of  the  United  States  becomes  final  is 
prescribed  in  section  1140. 

(b)  The  date  upon  which  a  judgment 
of  a  court  becomes  final  must  be  deter¬ 
mined  upon  the  basis  of  the  facts  in  the 
particular  caee.  Ordinarily,  a  judgment 
of  a  United  States  district  court  becoihes 
final  upon  the  expiration  of  the  time 
allowed  for  taking  an  appeal,  if  no  such 
appeal  is  duly  taken  within  such  time; 
and  a  judgment  of  the  United  States 
Court  of  Claims  becomes  final  upon  the 
expiration  of  the  time  allowed  for  filing 
a  petition  for  certiorari  if  no  such  peti¬ 
tion  is  duly  filed  within  such  time. 

(c)  The  date  of  the  closing  agreement, 
made  under  section  3760,  is  the  date  ?uch 
agreement  is  approved  by  the  Secretary, 
the  Under  Secretary,  or  an  Assistant 
Secretary,  except  that  a  closing  agree¬ 
ment  with  respect  to  a  final  determina¬ 
tion  of  tax  liability  for  past  years 
becomes  final  on  the  date  of  its  approval 
by  the  Commissioner. 

§  39.5C6-3  Credit  against  unpaid  de¬ 
ficiency — (a)  In  general.  If  the  amount 
of  a  deficiency  with  respect  to  the  tax 
imposed  by  subchapter  A  of  chapter  2 
has  been  established  as  provided  in  sec¬ 
tion  506  (a)  (1),  (2),  or  (3),  the  corpo¬ 
ration,  under  certain  circumstances,  is 
entitled  to  a  deficiency  dividends  credit 
which,  though  it  may  not  exceed  the 
amount  of  the  deficiency,  is  to  be  ap¬ 
plied  against  the  amount  of  such  de¬ 
ficiency  and  all  interest,  additional 
amounts,  and  additions  to  the  tax  pro¬ 
vided  by  law  not  paid  on  or  before  the 
date  when  the  claim  for  a  deficiency 
dividends  credit  is  filed  under  section 
506  (d).  The  amount  of  the  deficiency 
dividends  credit  is  computed  at  the  rates 
prescribed  in  section  506  for  the  taxa¬ 
ble  year  for  which  the  deficiency  was 
established,  and  the  allowance  of  the 
credit  is  subject  to  the  following  con¬ 
ditions,  qualifications,  and  limitations: 

(1)  The  corporation  is  required  under 
section  506  (c),  within  30  days  after  the 
date  of  the  closing  agreement  or  the 
date  upon  which  the  decision  of  The 
Tax  Court  of  the  United  States  or  the 
judgment  becomes  final,  to  file  a  notice 
of  its  intention  to  claim  a  deficiency 
dividends  credit,  which  notice  shall 
specify  the  amount  of  the  credit  in¬ 
tended  to  be  claimed; 

(2)  The  corporation  Is  required  under 
section  506  (d),  within  60  days  after  the 
date  of  the  closing  agreement  or  the  date 
upon  which  the  decision  of  The  Tax 
Court  or  judgment  becomes  final,  to  file 
a  claim  with  respect  to  the  credit  for 
deficiency  dividends; 

(3)  The  deficiency  dividends  are  re¬ 
quired  under  section  506  (c)  to  be  paid 
prior  to  the  filing  of  the  claim  for  a  de¬ 
ficiency  dividends  credit  and  such  divi¬ 
dends  must  be  of  such  a  nature  as  to 
constitute  taxable  dividends  in  the  hands 
of  such  of  the  shareholders  as  are  sub¬ 
ject  to  taxation  under  chapter  1  for  the 
year  in  which  paid  (see  section  27  (i)) 
and  must  be  nonpreferential  (see  section 
27  (h) ) ;  and 


§  39.506-3 


61G4 


RULES  AND  REGULATIONS 


(4)  Under  section  506  (a)  the  defi¬ 
ciency  dividends  credit  shall  not  exceed 
the  portion  of  the  deficiency  (not  count¬ 
ing  the  interest,  additional  amounts,  and 
additions  to  the  tax,  provided  by  law) 
which  is  not  paid  on  or  before  the  date 
of  the  closing  agreement,  or  the  date 
the  decision  of  The  Tax  Court  or  the 
judgment  becomes  final,  as  the  case  may 
be. 

(b)  Form  of  notification.  The  notice 
of  intention  to  have  dividends  considered 
as  deficiency  dividends  for  the  purposes 
of  the  allowance  of  credit  under  section 
506  <a)  shall  be  made  with  the  requisite 
declaration  on  Form  975,  copies  of 
which,  upon  request,  may  be  procured 
from  any  district  director  of  internal 
revenue. 

(c)  Contents  of  notification.  The 
notification  shall,  in  accordance  with 
the  provisions  of  this  section  and  the 
instructions  on  the  form,  set  forth  the 
following  information: 

( 1 )  The  name  and  address  of  the  cor¬ 
poration; 

(2)  The  place  and  date  of  incorpora¬ 
tion; 

(3)  The  amount  of  the  unpaid  defi¬ 
ciency  with  respect  to  the  tax  imposed 
by  subchapter  A  of  chapter  2;  how  it 
was  established  (closing  agreement,  Tax 
Court  decision  or  court  judgment) ;  the 
date  thereof  and  the  taxable  year  or 
years  involved; 

(4)  The  amount  of  the  credit  in¬ 
tended  to  be  claimed  as  a  deficiency 
dividends  credit;  and 

(5)  Such  other  information  as  may 
be  required  by  the  notification  form. 

(d)  Time  and  place  of  filing  notifica¬ 
tion.  The  notification  required  by  sec¬ 
tion  506  (c)  (1)  and  this  section  shall  be 
filed  with  the  Commissioner  of  Internal 
Revenue,  Washington  25,  D.  C.,  atten¬ 
tion  Audit  Service  Branch,  Audit  Divi¬ 
sion,  within  30  days  after  the  date  of  the 
closing  agreement,  or  the  date  upon 
which  the  decision  of  The  Tax  Court  or 
Judgment  becomes  final,  as  the  case  may 
be. 

(e)  Claim  for  deficiency  dividends 
credit.  For  claims  for  deficiency  divi¬ 
dends  credits,  see  §  39.506-5. 

§  39.506-4  Credit  or  refund  of  defi¬ 
ciency  paid.  If  the  Commissioner  has 
determined  that  there  is  a  deficiency 
with  respect  to  the  tax  imposed  by  sub¬ 
chapter  A  of  chapter  2  and  the  corpora¬ 
tion  has  paid  any  portion  of  such 
asserted  deficiency,  the  corporation, 
under  certain  circumstances,  is  entitled 
to  a  credit  or  refund  of  such  deficiency. 
The  amount  of  the  credit  or  refund  is 
computed  at  the  rates  prescribed  in  sec¬ 
tion  506  for  the  taxable  year  for  which 
the  deficiency  was  established,  and  the 
allowance  of  the  credit  or  refund  is  sub¬ 
ject  to  the  following  conditions,  qualifi¬ 
cations.  and  limitations: 

(a)  It  must  be  established  that  the 
amount  for  which  credit  or  refund  is 
•ought  was  the  whole  or  a  part  of  a  defi¬ 
ciency  at  the  time  when  paid,  and  such 
fact  must  be  established  as  provided  in 
section  506  (b)  (1),  (2),  or  (3); 

(b)  The  corporation  is  required  under 
section  506  (d),  within  60  days  after  the 
date  of  the  closing  agreement  or  the  date 
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upon  which  the  decision  of  The  Tax 
Court  of  the  United  States  or  the  judg¬ 
ment  becomes  final,  to  file  a  claim  for 
credit  or  refund; 

(c)  The  “deficiency  dividends”  are  re¬ 
quired  under  section  506  (c)  to  be  paid 
prior  to  the  filing  of  the  claim  for  credit 
or  refund  and  such  dividends  must  be  of 
such  a  nature  as  to  constitute  taxable 
dividends  in  the  hands  of  such  of  the 
shareholders  as  are  subject  to  taxation 
under  chapter  1  for  the  year  in  which 
paid  (see  section  27  (i) ) ,  and  must  be 
nonpreferentia'i  (see  section  27  (h) ) ; 

(d)  The  credit  or  refund  shall  not  ex¬ 
ceed  the  portion  of  the  deficiency  (not 
counting  the  interest,  additional 
amounts,  and  additions  to  the  tax,  pro¬ 
vided  by  law)  which  was  paid  by  the 
corporation ; 

(e)  The  credit  or  refund  shall  be  made 
as  provided  in  section  322,  but  without 
regard  to  section  322  (b)  (relating  to 
the  limitations  on  the  allowance  of  re¬ 
funds  or  credits),  or  section  322  (c) 
(relating  to  the  effect  of  petitions  to  The 
Tax  Court  on  refunds  or  credits) ; 

(f)  No  credit  or  refund  shall  be  made 
under  section  506  (b)  with  respect  to  any 
amount  of  tax  paid  after  the  date  of  the 
closing  agreement,  or  the  date  the  deci¬ 
sion  of  The  Tax  Court  or  the  judgment 
becomes  final,  as  the  case  may  be;  and 

(g)  No  interest  shall  be  allowed  on 
the  credit  or  refund. 

§  39.506-5  Claim  for  deficiency  divi¬ 
dends  credit  or  credit  or  refund. — (a)  In 
general.  A  claim  for  a  deficiency  divi¬ 
dends  credit  under  section  506  (a) ,  relat¬ 
ing  to  credit  against  unpaid  deficiency, 
and  under  section  506  (b),  relating  to 
credit  or  refund  of  deficiency  paid,  must 
be  filed  within  60  days  after  the  date  of 
the  closing  agreement,  or  the  date  upon 
which  the  decision  of  The  Tax  Court  of 
the  United  States  or  judgment  becomes 
final,  as  the  case  may  be. 

(b)  Form  of  claim.  The  claim  for  a 
deficiency  dividends  credit,  or  credit  or 
refund,  shall  be  made  in  duplicate  with 
the  requisite  declaration  on  Form  976, 
copies  of  which,  upon  request,  may  be 
procured  from  any  district  director  of 
internal  revenue. 

(c)  Contents  of  claim.  There  shall  be 
attached  to  and  made  a  part  of  the  claim 
a  certified  copy  of  the  resolution  of  the 
board  of  directors,  or  other  authority, 
authorizing  the  payment  of  the  dividend 
with  respect  to  which  the  claim  is  filed. 
In  addition  the  claim  shall,  in  accordance 
with  the  provisions  of  this  section  and 
the  instructions  on  the  form,  set  forth 
the  following  information: 

(1)  The  name  and  address  of  the  cor¬ 
poration  ; 

(2)  The  place  and  date  of  incorpora¬ 
tion; 

(3)  The  amount  of  the  deficiency  de¬ 
termined  with  respect  to  the  tax  imposed 
by  subchapter  A  of  chapter  2  and  the 
taxable  year  or  years  involved;  the 
amount  of  the  unpaid  deficiency  or,  if  the 
deficiency  has  been  paid  in  whole  or  in 
part,  the  date  of  payment  and  the 
amount  thereof;  a  statement  as  to  how 
the  deficiency  was  established,  if  un¬ 
paid,  or  if  paid  in  whole  or  in  part,  how 
it  was  established  that  any  portion  of  the 


amount  paid  was  a  deficiency  at  the  time 
when  paid  and  in  either  case  whether  it 
was  by  closing  agreement.  Tax  Court  de¬ 
cision  or  court  judgment  and  the  date 
thereof;  if  established  by  a  final  judg¬ 
ment  in  a  suit  against  the  United  States 
for  refund,  the  date  of  payment  of  the 
deficiency,  the  date  claim  for  refund  was 
filed,  and  the  date  the  suit  was  brought; 
if  established  by  a  Tax  Court  decision  or 
court  judgment  a  copy  thereof  shall  be 
attached,  together  with  an  explanation  of 
how  the  decision  or  judgment  became 
final; 

(4)  The  amount  and  date  of  payment 
of  the  dividend  with  respect  to  which 
the  claim  for  deficiency  dividends  credit, 
or  credit  or  refund,  is  filed; 

(5)  A  statement  setting  forth  the  vari- 
ous  classes  of  stock  outstanding,  the 
name  and  address  of  each  shareholder, 
the  class  and  number  of  shares  held  by 
each  on  the  date  of  payment^  of  the 
dividend  with  respect  to  which  the  claim 
Is  filed,  and  the  amount  of  such  dividend 
paid  to  each  shareholder; 

(6)  The  amount  claimed  as  a  defi¬ 
ciency  dividends  credit;  and 

(7)  Such  other  information  as  may  be 
required  by  the  claim  form. 

(d)  Time  and  place  of  filing  claim. 
The  claim  required  by  section  506  (d> 
and  this  section  shall  be  filed  with  the 
Commissioner  of  Internal  Revenue, 
Washington  25,  D.  C.,  attention  Audit 
Service  Branch,  Audit  Division,  within 
60  days  after  the  date  of  the  closing 
agreement,  or  the  date  upon  which  the 
decision  of  The  Tax  Court  or  judgment 
becomes  final,  as  the  case  may  be. 

§  39.506-6  Effect  of  deficiency  divi¬ 
dends  on  dividends  paid  credit.  No  dupli¬ 
cation  of  credit  allowances  with  respect 
to  any  “deficiency  dividends”  is  per¬ 
mitted.  If  a  corporation  claims  and  re¬ 
ceives  the  benefit  of  the  provisions  of 
section  506  of  the  Internal  Revenue  Code 
or  section  407  of  the  Revenue  Act  of  1938 
based  upon  a  distribution  of  “deficiency 
dividends,”  that  distribution  does  not 
become  a  part  of  the  basic  surtax  credit 
for  the  purposes  of  subchapter  A  of  chap¬ 
ter  2;  nor  is  it  made  the  basis  of  the 
2  Vi -month  carry-back  credit  provided 
for  in  section  504  (c). 

§  39.506-7  Suspension  of  statute  of 
limitations  and  stay  of  collection—  (a) 
Suspension  of  running  of  statute.  If  a 
corporation  files  a  notification  of  its  in¬ 
tent  to  have  certain  dividends  considered 
as  “deficiency  dividends”  as  provided  in 
section  506  (c),  then  the  running  of  the 
statute  of  limitations  upon  the  assess¬ 
ment  and  collection  of  the  established 
deficiency  and  all  interest,  additional 
amounts,  and  additions  to  the  tax  pro¬ 
vided  by  law,  is  suspended  for  a  period 
of  two  years  after  the  date  of  the  filing 
of  such  notification. 

(b)  Stay  of  collection.  The  Internal 
Revenue  Code  provides  that,  except  in 
case  of  jeopardy,  the  collection  of  the 
established  deficiency  and  all  interest, 
additional  amounts,  and  additions  to  the 
tax  provided  by  law,  is  stayed  for  a  period 
of  30  days  subsequent  to  the  final  deter¬ 
mination  of  the  amount  thereof.  K 
within  such  30-day  period  the  corpora¬ 
tion  files  with  the  Commissioner  the 
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prescribed  notification  of  intention  to 
seek  the  benefit  of  section  506,  the  col¬ 
lection  of  the  established  deficiency,  to 
the  extent  of  the  amount  of  the  credit 
specified  by  the  corporation  in  such  no¬ 
tification  if  not  in  excess  of  the  amount 
allowable  under  section  506  (a),  is,  ex¬ 
cept  in  cases  of  jeopardy,  stayed  for  a 
period  of  60  days  subsequent  to  the  final 
determination  of  the  amount  thereof. 
The  filing  of  a  claim  for  a  deficiency 
dividends  credit  under  section  506  (d) 
effects  a  further  stay  of  collection  of  that 
portion  of  the  established  deficiency 
covered  by  the  claim  if  not  in  excess  of 
the  amount  allowable  under  section  506 
(a) ,  until  the  date  the  claim  is  disallowed 
(in  whole  or  in  part)  by  the  Commis¬ 
sioner.  The  Code  further  provides  that 
where  collection  has  been  stayed  as 
above  indicated  no  distraint  or  proceed¬ 
ing  in  court  shall  be  begun  for  the  collec¬ 
tion  of  the  amount  stayed  during  the 
period  for  which  it  is  stayed.  The  Com¬ 
missioner,  notwithstanding  the  provi¬ 
sions  of  section  272  (b),  may  refrain 
from  assessing  the  subchapter  A  de¬ 
ficiency  (plus  interest,  additional 
amounts,  and  additions  to  the  tax)  until 
the  claim  for  the  deficiency  dividends 
credit  is  disposed  of.  After  such  claim 
is  allowed  or  rejected,  either  in  whole 
or  in  part,  the  entire  amount  of  the 
deficiency  (plus  interest,  additional 
amounts,  and  additions  to  the  tax)  will 
be  assessed,  if  not  already  assessed.  The 
amount  of  the  claim  for  the  deficiency 
dividends  credit  to  the  extent  allowed 
will  be  credited  against  the  amount  so 
assessed,  and  the  remainder  of  the 
amount  assessed  will  be  collected  in  the 
usual  manner. 

§  39.507  Statutory  provisions;  mean¬ 
ing  of  terms  used. 

Sec.  507.  Meaning  of  terms  used — (a)  Gen¬ 
eral  rule.  Tiie  terms  used  in  this  subchapter 
shall  have  the  same  meaning  as  when  used 
in  chapter  1. 

(b)  Insurance  companies  other  than  life 
or  mutual.  Notwithstanding  subsection  (a), 
the  term  “gross  income”,  as  used  in  this  sub¬ 
chapter,  means,  in  the  case  of  an  insurance 
company  other  than  life  or  mutual,  the  gross 
income,  as  defined  in  section  204  (b)  (1), 
increased  by  the  amount  of  losses  incurred, 
as  defined  in  section  204  (b)  (6),  and  the 
amount  of  expenses  incurred,  as  defined  in 
section  204  (b)  (7),  and  decreased  by  the 
amount  deductible  under  section  204  (c)  (7) 
(relating  to  tax-free  Interest). 

[Sec.  507  as  amended  by  sec.  227  (a) ,  Rev.  Act 
1939] 

§  39.508  Statutory  provisions;  admin¬ 
istrative  provisions. 

Sec.  508.  Administrative  provisions.  All 
provisions  of  law  (including  penalties)  ap¬ 
plicable  in  respect  of  the  taxes  imposed  by 
chapter  1,  shall  insofar  as  not  inconsistent 
with  this  subchapter,  be  applicable  in  respect 
of  the  tax  imposed  by  this  subchapter,  except 
that  tl^e  provisions  of  section  131  shall  not 
be  applicable. 

§  39.508-1  Return  and  payment  of  tax. 
A  separate  return  is  required  for  the 
surtax  imposed  by  section  500.  Such 
returns  shall  be  made  on  Form  1120H. 
In  the  case  of  a  personal  holding  com¬ 
pany  which  is  a  domestic  corporation, 
the  return  is  required  to  be  made  within 
the  time  provided  by  section  53  and  in 


the  case  of  a  foreign  corporation  within 
the  time  provided  in  section  235.  The 
tax  shown  by  the  corporation  on  its  re¬ 
turn  must  be  paid  in  the  case  of  a  do¬ 
mestic  corporation  within  the  time 
provided  in  section  56  and  in  the  case 
of  a  foreign  corporation  within  the  time 
provided  in  section  236.  The  same  pro¬ 
visions  of  law  relating  to  the  period  of 
limitations  for  assessment  and  collection 
which  govern  the  taxes  imposed  by  chap¬ 
ter  1  also  apply  to  the  surtax  imposed 
under  subchapter  A  of  chapter  2.  How¬ 
ever,  since  the  surtax  imposed  under 
subchapter  A  of  chapter  2  is  a  distinct 
and  separate  tax  from  those  imposed 
under  chapter  1,  the  making  of  a  return 
under  chapter  1  will  not  start  the  period 
of  limitations  for  assessment  of  the  sur¬ 
tax  imposed  under  subchapter  A  of  chap¬ 
ter  2.  If  the  corporation  subject  to 
section  500  fails  to  file  a  return  the  tax 
may  be  assessed  at  any  time.  If  the  Com¬ 
missioner  finds  a  deficiency  in  respect  of 
the  tax  imposed  by  section  500,  he  is 
required  to  follow  the  same  procedure 
which  applies  to  deficiencies  in  income 
tax  under  chapter  1.  The  penalties  ap¬ 
plicable  to  the  income  taxes  imposed 
under  chapter  1,  as  well  as  the  provisions 
of  chapter  1  relating  to  interest  and  ad¬ 
ditions  to  the  tax,  also  apply  to  the 
surtax  imposed  by  section  500.  The 
administrative  provisions  applicable  to 
the  surtax  imposed  by  section  500  are 
not  confined  to  those  contained  in  chap¬ 
ter  1  but  embrace  all  administrative 
provisions  of  law  which  have  any  ap¬ 
plication  to  income  taxes. 

§  39.509-2  Determination  of  tax,  as¬ 
sessment,  collection.  The  determina¬ 
tion,  assessment,  and  collection  of  the 
tax  imposed  by  section  500,  and  the  ex¬ 
amination  of  returns  and  claims  in  con¬ 
nection  therewith,  will  be  made  under 
such  procedure  as  may  be  prescribed 
from  time  to  time  by  the  Commissioner. 

§  39.509-511  Statutory  provisions; 
improper  accumulation  of  surplus;  for¬ 
eign  personal  holding  companies;  pub¬ 
licity  of  returns;  cross  references. 

Sec.  509.  Improper  accumulation  of  sur¬ 
plus.  For  surtax  on  corporations  which 
accumulate  surplus  to  avoid  surtax  on  share¬ 
holders,  see  section  102. 

Sec.  510.  Foreign  personal  holding  compa¬ 
nies.  For  provisions  relating  to  foreign 
personal  holding  companies  and  their  share¬ 
holders.  see  Supplement  P  of  chapter  1. 

Sec.  511.  Publicity  of  returns.  For  provi¬ 
sions  with  respect  to  publicity  of  returns 
under  this  subchapter,  see  subsection  (a)  (2) 
of  section  55. 

Subpart  F — Administrative  Provisions 

DISCOVERY  OF  TAX  LIABILITY 

§  39.3604  Statutory  provisions;  re¬ 
turns  as  to  formation,  etc.,  of  foreign 
corporation. 

Sec.  3604.  Returns  as  to  formation,  etc.,  of 
foreign  corporations — (a)  Requirement. 
Under  regulations  prescribed  by  the  Commis¬ 
sioner,  with  the  approval  of  the  Secretary, 
any  attorney,  accountant,  fiduciary,  bank, 
trust  company,  financial  institution,  or  other 
person,  who  aids,  assists,  counsels,  or  advises 
in,  or  with  respect  to,  the  formation,  organ¬ 
ization,  or  reorganization  of  any  foreign  cor¬ 


poration,  shall,  within  30  days  thereafter,  file 
with  the  Commissioner  a  return. 

(b)  Form  and  contents  of  return.  Such 
return  shall  be  in  such  form,  and  shall  set 
forth,  under  oath,  in  respect  of  each  such 
corporation,  to  the  full  extent  of  the  informa¬ 
tion  within  the  possession  or  knowledge  or 
under  the  control  of  the  person  required  to 
file  the  return,  such  information  as  the  Com¬ 
missioner  with  the  approval  of  the  Secretary 
prescribes  by  regulations  as  necessary  for 
carrying  out  the  provisions  of  the  income  tax 
laws.  Nothing  in  this  section  shall  be  con¬ 
strued  to  require  the  filing  by  an  attorney- 
at-law  of  a  return  with  respect  to  any  advice 
given  or  information  obtained  through  the 
relationship  of  attorney  and  client. 

(c)  Penalty.  Any  person  required  under 
subsection  (a)  to  file  a  return,  or  to  supply 
any  information,  who  willfully  fails  to  file 
such  return,  or  supply  such  information,  at 
the  time  or  times  required  by  law  or  regula¬ 
tions,  shall,  in  lieu  of  other  penalties  provided 
by  law  for  such  offense,  be  guilty  of  a  mis¬ 
demeanor  and,  upon  conviction  thereof,  be 
fined  not  more  than  $2,000,  or  imprisoned  for 
not  more  than  one  year,  or  both. 

[Sec.  3604  as  amended  by  sec.  404,  Rev.  Act 
1939] 

§  39.3604-1  Information  returns — 
(a)  General.  (1)  Any  attorney  (except 
as  provided  in  paragraph  (b)  (4)  of  this 
section),  accountant,  fiduciary,  bank, 
trust  company,  financial  institution,  or 
other  person,  who  aids,  assists,  counsels, 
or  advises  in,  or  with  respect  to,  the 
formation,  organization,  or  reorganiza¬ 
tion  of  any  foreign  corporation  shall  file 
with  the  district  director  of  internal 
revenue  for  the  internal  revenue  district 
in  which  the  return  of  such  person  must 
be  filed  under  section  53  within  30  days 
after  giving  such  aid,  assistance,  counsel, 
or  advice,  an  information  return  as  pro¬ 
vided  in  this  section  and  section  3604  (a) . 
The  return  must  be  filed  in  every  such 
case  (i)  regardless  of  the  nature  of  the 
counsel  or  advice  given,  whether  for  or 
against  the  formation,  organization,  or 
reorganization  of  the  foreign  corpora¬ 
tion,  or  the  nature  of  the  aid  or  assistance 
rendered  and  (ii)  regardless  of  the  ac¬ 
tion  taken  upon  the  advice  or  counsel, 
that  is,  whether  the  foreign  corpora¬ 
tion  is  actually  formed,  organized,  or 
reorganized. 

(2)  If,  in  a  particular  case,  the  aid, 
assistance,  counsel,  or  advice  given  by 
any  person  extends  over  a  period  of 
more  than  one  day  and  not  for  more 
than  30  days,  such  person,  to  avoid  the 
multiple  filing  of  returns,  may  file  a 
single  return  for  the  entire  period.  In 
such  case,  the  return  shall  be  filed  within 
30  days  from  the  first  day  of  such  pe¬ 
riod.  If,  in  a  particular  case,  the  aid, 
assistance,  counsel,  or  advice  given  by 
any  person  extends  over  a  period  of 
more  than  30  days,  such  person  may  file 
a  return  at  the  end  of  each  30  days  in¬ 
cluded  within  such  period  and  at  the 
end  of  the  fractional  part  of  a  30-day 
period,  if  any,  extending  beyond  the  last 
full  30  days.  In  each  such  case,  the  re¬ 
turn  must  disclose  all  the  required  in¬ 
formation  which  was  not  reported  on  a 
prior  return. 

(b)  Special  provisions — (1)  Employ¬ 
ers.  In  the  case  of  aid,  assistance,  coun¬ 
sel,  or  advice  in  or  with  respect  to,  the 
formation,  organization,  or  reorganiza¬ 
tion  of  a  foreign  corporation  given  by  a 
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person  in  whole  or  in  part  through  the 
medium  of  subordinates  or  employees 
(including,  in  the  case  of  a  corporation, 
the  officers  thereof),  the  return  of  the 
employer  must  set  forth  to  the  full  ex¬ 
tent  all  information  prescribed  by  this 
section  and  §§  39.3604-2  and  39.3604-3, 
including  that  which,  as  an  incident  to 
such  employment,  is  within  the  posses¬ 
sion  or  knowledge  or  under  the  control 
of  such  subordinates  or  employees. 

(2)  Employees.  The  obligation  of  a 
subordinate  or  employee  (including,  in 
the  case  of  a  corporation,  the  officers 
thereof)  to  file  a  return  with  respect  to 
any  aid,  assistance,  counsel,  or  advice  in 
or  with  respect  to  the  formation,  organ¬ 
ization,  or  reorganization  of  a  foreign 
corporation,  given  as  an  incident  to  his 
employment,  will  be  satisfied  if  a  com¬ 
plete  and  accurate  return  as  prescribed 
by  this  section  and  §§  39.3604-2  and 
39.3604-3  is  duly  filed  by  the  employer 
setting  forth  all  of  the  information 
within  the  possession  or  knowledge  or 
under  the  control  of  such  subordinate  or 
employee.  Clerks,  stenographers,  and 
other  subordinates  or  employees,  render¬ 
ing  aid  or  assistance  solely  of  a  clerical 
or  mechanical  character  in  or  with  re¬ 
spect  to  the  formation,  organization,  or 
reorganization  of  a  foreign  corporation 
are  not  required  to  file  returns  by  reason 
of  such  services. 

(3)  Partners.  In  the  case  of  aid,  as¬ 
sistance,  counsel,  or  advice  in  or  with 
respect  to  the  formation,  organization, 
or  reorganization  of  a  foreign  corpora¬ 
tion  given  by  one  or  more  members  of 
a  partnership  in  the  course  of  its  busi¬ 
ness,  the  obligation  of  each  such  indivi¬ 
dual  member  to  file  a  return  will  be  sat¬ 
isfied  if  a  complete  and  accurate  return, 
as  prescribed  by  this  section  and 
§§  39.3604-2  and  39.3604-3,  is  duly  filed 
by  the  partnership,  executed  by  all  the 
members  of  the  firm  who  gave  any  such 
aid,  assistance,  counsel,  or  advice.  If, 
however,  the  partnership  has  been  dis¬ 
solved  at  the  time  the  return  is  due,  in¬ 
dividual  returns  must  be  filed  by  each 
member  of  the  former  partnership  who 
gave  any  such  aid,  assistance,  counsel,  or 
advice. 

(4)  Attorneys  at  law.  An  attorney  at 
law  is  not  required  to  file  a  return  with 
respect  to  any  advice  given  or  informa¬ 
tion  obtained  through  the  relationship 
of  attorney  and  client. 

(5)  Returns  jointly  made.  If  two  or 
more  persons  aid,  assist,  counsel,  or  ad¬ 
vise  in  or  with  respect  to  the  forma¬ 
tion,  organization,  or  reorganization  of 
a  particular  foreign  corporation,  any 
two  or  more  of  such  persons  may,  in  lieu 
of  filing  several  returns,  jointly  execute 
and  file  one  return. 

(c)  Penalties.  For  criminal  penalties 
for  failure  to  file  the  returns  required 
by  this  section,  §5  39.3604-2  and  39.3604- 
3,  and  by  section  3604  (a),  see  section 
3604  (c). 

§  39.3604-2  Form  of  return.  The  re¬ 
turns  under  §  39.3604-1  shall  be  made  on 
Form  959.  Such  forms  may,  upon  re¬ 
quest,  be  procured  from  any  district  di¬ 
rector  of  internal  revenue.  Each  person 
should  carefully  prepare  his  return  so  as 
to  set  forth  fully  and  clearly  the  infor- 
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mation  called  for  therein.  Returns 
which  have  not  been  so  prepared  will  not 
be  accepted  as  meeting  the  requirements 
of  the  Code. 

§  39.3604-3  Contents  of  returns  and 
verification,  (a)  The  return  shall,  in 
accordance  with  the  provisions  of 
§§  39.3604-1,  39.3604-2,  afid  this  section 
and  the  instructions  on  the  form,  set 
forth  the  following  information  to  the 
full  extent  such  information  is  within 
the  knowledge  or  possession  or  under  the 
control  of  the  person  required  to  file  the 
return: 

(1)  The  name  and  address  of  the  per¬ 
son  (or  persons)  to  whom  and  the  per¬ 
son  (or  persons)  for  whom  or  on  whose 
behalf  the  aid,  assistance,  counsel,  or 
advice  was  given; 

(2)  A  complete  statement  of  the  aid, 
assistance,  counsel,  or  advice  given; 

(3)  The  name  and  address  of  the  for¬ 
eign  corporation  and  the  country  under 
the  laws  of  which  it  was  formed,  organ¬ 
ized,  or  reorganized; 

(4)  The  month  and  year  when  the 
foreign  corporation  was  formed,  organ¬ 
ized,  or  reorganized; 

(5)  A  statement  of  the  manner  in 
which  the  formation,  organization,  or 
reorganization  of  the  foreign  corporation 
was  effected; 

(6)  A  complete  statement  of  the  rea¬ 
sons  for,  and  the  purposes  sought  to  be 
accomplished  by,  the  formation,  organi¬ 
zation,  or  reorganization  trf  the  foreign 
corporation; 

(7)  A  statement  showing  the  classes 
and  kinds  of  assets  transferred  to  the 
foreign  corporation  in  connection  with 
its  formation,  organization,  or  reorgan¬ 
ization,  including  a  detailed  list  of  any 
stock  or  securities  included  in  such  as¬ 
sets,  and  a  statement  showing  the  names 
and  addresses  of  the  persons  who  were 
the  owners  of  such  assets  immediately 
prior  to  the  transfer; 

(8)  The  names  and  addresses  of  the 
shareholders  of  the  foreign  corporation 
at  the  time  of  the  completion  of  its  for¬ 
mation,  organization,  or  reorganization, 
showing  the  classes  of  stock  and  number 
of  shares  held  by  each ; 

(9)  The  name  and  address  of  the  per¬ 
son  (or  persons)  having  custody  of  the 
books  of  account  and  records  of  the  for¬ 
eign  corporation;  and 

(10)  Such  other  information  as  may 
be  required  by  the  return  form. 

(b)  If  a  person  aids,  assists,  counsels, 
or  advises  in  or  with  respect  to  the  for¬ 
mation,  organization,  or  reorganization 
of  more  than  one  foreign  corporation,  a 
separate  return  must  be  filed  with  re¬ 
spect  to  each  foreign  corporation. 

(c)  Every  return  shall  contain  or  be 
verified  by  a  written  declaration  that  it 
is  made  under  the  penalties  of  perjury. 

DETERMINATION  OF  TAX  LIABILITY 

§  39.3612  Statutory  provisions ;  re¬ 
turns  executed  by  Commissioner  or 
district  director. 

Sec.  3612.  Returns  executed  by  Commis¬ 
sioner  or  collector — (a)  Authority  of  col¬ 
lector.  If  any  person  fails  to  make  and  file 
a  return  or  list  at  the  time  prescribed  by 
law  or  by  regulation  made  under  authority 
of  law,  or  makes,  willfully  or  otherwise,  a 


false  or  fraudulent  return  or  list,  the  col¬ 
lector  or  deputy  collector  shall  make  the 
return  or  list  from  his  own  knowledge  and 
from  such  information  as  he  can  obtain 
through  testimony  or  otherwise. 

(b)  Authority  of  Commissioner.  In  any 
such  case  the  Commissioner  may,  from  his 
own  knowledge  and  from  such  information 
as  he  can  obtain  through  testimony  or 
otherwise — 

(1)  To  make  return.  Make  a  return,  or 

(2)  To  amend  collector’s  return.  Amend 
any  return  made  by  a  collector  or  deputy 
collector. 

(c)  Legal  status  of  returns.  Any  return 
or  list  so  made  and  subscribed  by  the  Com¬ 
missioner,  or  by  a  collector  or  deputy  col¬ 
lector  and  approved  by  the  Commissioner, 
shall  be  prima  facie  good  and  sufficient  for 
all  legal  purposes. 

(d)  Additions  to  tax.  •  •  • 

(3)  Gross  reference.  For  additions  to  tax 
In  the  case  of  income  tax,  see  sections  291 
and  293  ••  • 

(e)  •  •  • 

(f)  Determination  and  assessment.  The 
Commissioner  shall  determine  and  assess 
all  taxes,  other  than  stamp  taxes,  as  to  which 
returns  or  lists  are  so  made  under  the  pro¬ 
visions  of  this  section. 

§  39.3614-3617  Statutory  provisions; 
examination  of  books  and  witnesses; 
summons  from  district  director  to  pro¬ 
duce  books  and  give  testimony;  penalties: 
penalties  and  awards  to  informers  with 
respect  to  illegally  produced  petroleum. 

Sec.  3614.  Examination  of  books  and  wit¬ 
nesses. — (a)  To  determine  liability  of  the 
taxpayer.  The  Commissioner,  for  the  pur¬ 
pose  of  ascertaining  the  correctness  of  any 
return  or  for  the  purpose  of  making  a  re¬ 
turn  where  none  has  been  made,  is  author¬ 
ized.  by  any  officer  or  employee  of  the  Bureau 
of  Internal  Revenue,  including  the  field 
service,  designated  by  him  for  that  purpose, 
to  examine  any  books,  papers,  records,  or 
memoranda  bearing  upon  the  matters  re¬ 
quired  to  be  included  in  the  return,  and  may 
require  the  attendance  of  the  person  render¬ 
ing  the  return  or  of  any  officer  or  employee 
of  such  person,  or  the  atteifdance  of  any 
other  person  having  knowledge  in  the  prem¬ 
ises,  and  may  take  his  testimony  with  ref¬ 
erence  to  the  matter  required  by  law  to  be 
included  in  such  return,  with  power  to  ad¬ 
minister  oaths  to  such  person  or  persons. 

(b)  To  determine  liability  of  a  transferee. 
The  Commissioner,  for  the  purpose  of  deter¬ 
mining  the  liability  at  law  or  in  equity  of  a 
transferee  of  the  property  of  any  person  with 
respect  to  any  Federal  taxes  imposed  upon 
such  person,  is  hereby  authorized,  by  any 
officer  or  employee  of  the  Bureau  of  Internal 
Revenue,  including  the  field  service,  desig¬ 
nated  by  him  for  that  purpose,  to  examine 
any  books,  papers,  records,  or  memoranda 
bearing  upon  such  liability,  and  may  require 
the  attendance  of  the  transferor  or  trans¬ 
feree,  or  of  any  officer  or  employee  of  such 
person,  or  the  attendance  of  any  other  per¬ 
son  having  knowledge  in  the  premises,  and 
may  take  his  testimony  with  reference  to 
the  matter,  with  power  to  administer  oaths 
to  such  person  or  persons. 

Sec.  3615.  Summons  from  collector  to  pro¬ 
duce  books  and  give  testimony — (a)  General 
authority.  It  shall  be  lawful  for  the  collec¬ 
tor,  subject  to  the  provisions  of  this  section 
to  summon  any  person  to  appear  before  him 
and  produce  books  at  a  time  and  place  named 
in  the  summons,  and  to  give  testimony  or 
answer  interrogatories,  under  oath,  respect¬ 
ing  any  objects  or  income  liable  to  tax  or 
the  returns  thereof.  The  collector  may 
summon  any  person  residing  or  found  within 
the  State  or  Territory  in  which  his  district 
lies;  and  when  the  person  Intended  to  be 
summoned  does  not  reside  and  can  not  be 
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found  within  such  State  or  Territory,  he 
may  enter  any  collection  district  where  such 
person  may  be  found  and  there  make  the 
examination  herein  authorized.  And  to  this 
end  he  may  there  exercise  all  the  authority 
which  he  might  lawfully  exercise  in  the 
district  for  which  he  was  commissioned. 

(b)  Acts  creating  liability.  Such  sum¬ 
mons  may  be  issued — 

(1)  Refusal  or  neglect  to  comply  with 
notice  requiring  return.  If  any  person,  on 
being  notified  or  required  as  provided  in 
section  3611  shall  refuse  or  neglect  to  render 
such  list  or  return  within  the  time  required, 
or 

(2)  Failure  to  render  return  on  time. 
Whenever  any  person  who  is  required  to 
deliver  a  monthly  or  other  return  of  objects 
subject  to  tax  fails  to  do  so  at  the  time 
required,  or 

(3)  Erroneous,  false,  or  fraudulent  return. 
Whenever  any  person  who  is  required  to  de¬ 
liver  a  monthly  or  other  return  of  objects 
subject  to  tax  delivers  any  return  which,  in 
the  opinion  of  the  collector,  is  erroneous, 
false,  or  fraudulent,  or  contains  any  under¬ 
valuation  or  understatement,  or 

(4)  Refusal  to  permit  examination  of 
books.  Whenever  any  person  who  is  required 
to  deliver  a  monthly  or  other  return  of 
objects  subject  to  tax  refuses  to  allow  any 
regularly  authorized  Government  officer  to 
examine  his  books. 

(c)  Persons  liable.  Such  summons  may 
be  issued  to — 

(1)  Persons  mentioned  in  subsection  (b). 
Any  person  mentioned  in  subsection  (b),  or 

(2)  Persons  having  books.  Any  other  per¬ 
son  having  possession,  custody,  or  care  of 
books  of  account  containing  entries  relating 
to  the  business  of  any  person  mentioned  in 
subsection  (b),  or 

(3)  Other  persons.  Any  other  person  the 
collector  may  deem  proper. 

(d)  Service.  Such  summons  shall  in  all 
cases  be  served  by  a  deputy  collector  of  the 
district  where  the  person  to  whom  it  is  di¬ 
rected  may  be  found,  by  an  attested  copy 
delivered  to  such  person  in  hand,  or  left  at 
his  last  and  usual  place  of  abode,  allowing 
such  person  one  day  for  each  twenty-five 
miles  he  may  be  required  to  travel,  com¬ 
puted  from  the  place  of  service  to  the  place 
of  examination;  and  the  certificate  of  serv¬ 
ice  signed  by  such  deputy  shall  be  evidence 
of  the  facts  it  states  on  the  hearing  of  an 
application  for  an  attachment.  When  the 
summons  requires  the  production  of  books, 
It  shall  be  sufficient  if  such  books  are  de¬ 
scribed  with  reasonable  certainty. 

(e)  Enforcement.  Whenever  any  person 
summoned  under  this  section  neglects  or 
refuses  to  obey  such  summons,  or  to  give 
testimony,  or  to  answer  interrogatories  as 
required,  the  collector  may  apply  to  the 
Judge  of  the  district  court  or  to  a  United 
States  commissioner  for  the  district  within 
which  the  person  so  summoned  resides  for 
an  attachment  against  him  as  for  a  con¬ 
tempt.  It  shall  be  the  duty  of  the  Judge 
or  commissioner  to  hear  the  application, 
and,  if  satisfactory  proof  is  made,  to  issue 
an  attachment,  directed  to  some  proper 
officer,  for  the  arrest  of  such  person,  and 
upon  his  being  brought  before  him  to  pro¬ 
ceed  to  a  hearing  of  the  case:  and  upon  such 
hearing  the  Judge  or  the  United  States  com¬ 
missioner  shall  have  power  to  make  such 
order  as  he  shall  deem  proper  not  incon¬ 
sistent  with  the  law  for  the  punishment  of 
contempts,  to  enforce  obedience  to  the  re¬ 
quirements  of  the  summons  and  to  punish 
such  person  for  his  default  or  disobedience. 

Sec.  2616.  Penalties.  Whenever  any  per¬ 
son — 

(a)  False  returns.  Delivers  or  discloses 
to  the  collector  or  deputy  any  false  or  fraud¬ 
ulent  list,  return,  accoun*,  or  statement, 
*ith  intent  to  defeat  or  evade  the  valuation. 


enumeration,  or  assessment  intended  to  be 
made;  or, 

(b)  Neglect  to  obey  summons.  Being  duly 
summoned  to  appear  to  testify,  or  to  appear 
and  produce  books  as  required  under  section 
3615,  neglects  to  appear  or  to  produce  said 
books — 

he  shall  be  fined  not  exceeding  $1,000,  or 
be  imprisoned  not  exceeding  one  year,  or 
both,  at  the  discretion  of  the  court,  with 
costs  of  prosecution. 

(c)  Cross  reference.  •  •  • 

Sec.  3617.  Penalties  and  awards  to  inform¬ 
ers  with  respect  to  illegally  produced  petro¬ 
leum — (a)  Failure  to  file  return.  Any  per¬ 
son  liable  for  tax  on  any  income  from  ille¬ 
gally  produced  petroleum,  who  willfully  fails 
to  make  return  showing  such  income  within 
the  time  prescribed  by  law  shall,  in  addition 
to  all  other  penalties  prescribed  by  law,  be 
liable  to  a  civil  penalty  of  $500  plus  $50  for 
each  day  during  which  such  failure  con¬ 
tinues. 

(b)  Reward  for  information.  Any  person 
not  an  officer  or  employee  of  the  United 
States  who  furnishes  to  the  Commissioner 
or  any  collector  original  information  leading 
to  the  recovery  from  any  other  person  of 
any  penalty  under  this  section  may  be 
awarded  and  paid  by  the  Commissioner  a 
compensation  of  one-half  the  penalty  so  re¬ 
covered,  as  determined  by  the  Commissioner. 

(c)  Income  defined.  As  used  in  this  sec¬ 
tion,  the  term  “income  from  illegally  pro¬ 
duced  petroleum”  means  any  income  (not 
shown  on  a  return  made  within  the  time 
prescribed  by  law)  arising  out  of  any  sale  or 
purchase  of  crude  petroleum  withdrawn 
from,  the  ground  subsequent  to  January  1, 
1932,  in  violation  of  any  State  or  Federal  law 
(not  including  illegal  withdrawal  the  pen¬ 
alties  for  which  have  been  mitigated  or  sat¬ 
isfied  in  pursuance  of  law  prior  to  May  10, 
1934) ,  or  arising  out  :  any  fee  derived  from 
acting  as  agent  for  any  seller  or  purchaser 
in  connection  with  a  sale  or  purchase  of 
such  petroleum  or  products  thereof,  or  any 
amount  illegally  received  by  any  person 
charged  with  the  enforcement  of  law  with 
respect  to  such  petroleum  or  products 
thereof. 

MISCELLANEOUS  PROVISIONS 

§  39.3631-3633  Statutory  provisions ; 
restriction  on  examination  of  taxpayers; 
authority  to  administer  oaths,  take  tes¬ 
timony,  and  certify;  jurisdiction  of  dis¬ 
trict  courts  to  enforce  summons,  etc. 

Sec.  3631.  Restrictions  on  examination  of 
taxpayers.  No  taxpayer  shall  be  subjected  to 
unnecessary  examinations  or  investigations, 
and  only  one  inspection  of  a  taxpayer's  books 
of  account  shall  be  made  for  each  taxable 
year  unless  the  taxpayer  requests  otherwise 
or  unless  the  Commissioner,  after  investiga¬ 
tion,  notifies  the  taxpayer  in  writing  that  an 
additional  inspection  is  necessary. 

Sec.  3632.  Authority  to  administer  oaths, 
take  testimony,  and  certify — (a)  Internal 
revenue  personnel — (1)  Persons  in  charge  of 
administration  of  internal  revenue  laws  gen¬ 
erally.  Every  collector,  deputy  collector,  in¬ 
ternal  revenue  agent,  and  internal  revenue 
officer  assigned  to  duty  under  an  internal 
revenue  agent,  is  authorized  to  administer 
oaths  and  to  take  evidence  touching  any 
part  of  the  administration  of  the  internal 
revenue  laws  with  which  he  is  charged,  or 
where  such  oaths  and  evidence  are  author¬ 
ized  by  law  or  regulation  authorized  by  law 
to  be  taken. 

(2)  Persons  in  charge  of  exports  and  draw¬ 
backs.  Every  collector  of  Internal  revenue 


and  every  superintendent  of  exports  and 
drawbacks  is  authorized  to  administer  such 
oaths  and  to  certify  to  such  papers  as  may 
be  necessary  under  any  regulation  prescribed 
under  the  authority  of  the  internal  revenue 
laws. 

(b)  Others.  Any  oath  or  affirmation  re¬ 
quired  or  authorized  by  any  internal  revenue 
law  or  by  any  regulations  made  under  author¬ 
ity  thereof  may  be  administered  by  any  per¬ 
son  authorized  to  administer  oaths  for 
general  purposes  by  the  law  of  the  United 
States,  or  of  any  State,  Territory,  or  posses¬ 
sion  of  the  United  States,  or  of  the  District  of 
Columbia,  wherein  such  oath  or  affirmation  is 
administered,  or  by  any  consular  officer  of  the 
United  States.  This  subsection  shall  not  be 
construed  as  an  exclusive  enumeration  of  the 
persons  who  may  administer  such  oaths  or 
affirmations. 

Sec.  3633.  Jurisdiction  of  district  courts — 
(a)  To  enforce  summons.  If  any  person  is 
summoned  under  the  internal  revenue  laws 
to  appear,  to  testify,  or  to  produce  books, 
papers,  or  other  data,  the  district  court  of  the 
United  States  for  the  district  in  which  such 
person  resides  shall  have  jurisdiction  by  ap¬ 
propriate  process  to  compel  such  attendance, 
testimony,  or  production  of  books,  papers,  or 
other  data. 

(b)  To  issue  orders,  processes,  and  judg¬ 
ments.  For  authority  of  district  courts  to 
issue  orders,  processes,  and  Judgments  for 
enforcement  of  internal  revenue  laws,  see 
section  3799  [  3800]. 

GENERAL  COLLECTION  PROVISIONS 

§  39.3653  Statutory  provisions;  prohi¬ 
bition  of  suits  to  restrain  assessment  or 
collection  of  tax. 

Sec.  3653.  Prohibition  of  suits  to  restrain 
assessment  or  collection — (a)  Tax.  Except 
as  provided  in  sections  272  (a),  871  (a),  and 
1012  (a),  no  suit  for  the  purpose  of  restrain¬ 
ing  the  assessment  or  collection  of  any  tax 
shall  be  maintained  in  any  court. 

(b)  Liability  of  transferee  or  fiduciary. 
No  suit  shall  be  maintained  in  any  court  for 
the  purpose  of  restraining  the  assessment  or 
collection  of  (1)  the  amount  of  the  liability, 
at  law  or  in  equity,  of  a  transferee  of  prop¬ 
erty  of  a  taxpayer  in  respect  of  any  income, 
war-profits,  excess-profits,  or  estate  tax,  (2) 
the  amount  of  the  liability,  at  law  or  in 
equity,  of  a  transferee  of  property  of  a  donor 
in  respect  of  any  gift  tax,  or  (3)  the  amount 
of  the  liability  of  a  fiduciary  under  section 
3467  of  the  Revised  Statutes  (U.  S.  C.,  Title 
31,  sec.  192)  in  respect  of  any  such  tax. 

§  39.3656  Statutory  provisions;  pay¬ 
ment  by  check  and  money  orders. 

Sec.  3656.  Payment  by  check  and  money 
orders — (a)  Certified,  cashiers’,  and  treas¬ 
urers’  checks  and  money  order — (1)  Author¬ 
ity  to  receive.  It  shall  be  lawful  for  col¬ 
lectors  to  receive  for  internal  revenue  taxes 
or  in  payment  of  sta.-ips  to  be  used  in  pay¬ 
ment  of  Internal  revenue  taxes  certified, 
cashiers’,  and  treasurers’  checks  drawn  on 
National  and  State  banks  and  trust  com¬ 
panies,  and  United  States  postal,  bank,  ex¬ 
press,  and  telegraph  money  orders,  during 
such  time  and  under  such  regulations  as  the 
Commissioner,  with  the  approval  of  the 
Secretary,  may  prescribe. 

(2)  Discharge  of  liability — (A)  Check  duly 
paid.  No  person  who  may  be  indebted  to 
the  United  States  on  account  of  internal 
revenue  taxes  or  stamps  used  or  to  be  used 
in  payment  of  internal  revenue  taxes  who 
shall  have  tendered  a  certified,  cashier’s,  or 
treasurer’s  check  or  money  order  as  provi¬ 
sional  payment  therefor,  in  accordance  with 
the  terms  of  this  subsection,  shall  be  re¬ 
leased  from  the  obligation  to  make  ultimate 
payment  thereof  until  such  certified, 
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cashier's,  or  treasurer’s  check  or  money  order 
so  received  has  been  duly  paid. 

(B)  Check  unpaid.  If  any  such  check  or 
money  order  so  received  Is  not  duly  paid  the 
United  States  shall,  in  addition  to  its  right 
to  exact  payment  from  the  party  originally 
indebted  therefor,  have  a  lien  for  the 
amount  of  such  check  upon  all  the  assets  of 
the  bank  on  which  drawn  or  for  the  amount 
of  such  money  order  upon  all  the  assets  of 
the  issuer  thereof;  and  such  amount  shall 
be  paid  out  of  its  assets  in  preference  to 
any  or  all  other  claims  whatsoever  against 
said  bank  or  issuer  except  the  necessary  costs 
and  expenses  of  administration  and  the  reim¬ 
bursement  of  the  United  States  for  the 
amount  expended  in  the  redemption  of  the 
circulating  notes  of  such  bank. 

(b)  Other  checks — (1)  Authority  to  re¬ 
ceive.  Collectors  may  receive  checks  in  ad¬ 
dition  to  those  specified  in  subsection  (a) 
in  payment  of  taxes  other  than  those  pay¬ 
able  by  stamp  during  such  time  and  under 
such  rules  and  regulations  as  the  Commis¬ 
sioner,  with  the  approval  of  the  Secretary, 
shall  prescribe. 

(2)  Ultimate  liability.  If  a  check  so  re¬ 
ceived  is  not  paid  by  the  bank  on  which  it 
is  drawn  the  person  by  whom  such  check 
has  been  tendered  shall  remain  liable  for 
the  payment  of  the  tax  and  for  all  legal 
penalties  and  additions  to  the  same  extent 
as  if  such  check  had  not  been  tendered. 

[Sec.  3656  as  amended  by  Pub.  Law  541  (78th 
Cong.)  J 

§  39  3656-1  Tax  paid  by  check.  Dis¬ 
trict  directors  of  internal  revenue  may 
accept  uncertified  checks  in  payment  of 
income,  war-profits,  and  excess-profits 
taxes,  provided  such  checks  are  collect¬ 
ible  at  par.  that  is,  for  their  full 
amount,  without  any  deduction  for  ex¬ 
change  or  ether  charges.  The  district 
director  will  stamp  on  the  face  of  each 
check  before  deposit  the  words  “This 
check  is  in  payment  of  an  obligation  to 
the  United  States  and  must  be  paid  at 
par.  No  protest,”  with  his  name  and 
title.  The  day  on  which  the  district  di¬ 
rector  receives  the  check  will  be  con¬ 
sidered  the  date  of  payment,  so  far  as 
the  taxpayer  is  concerned,  unless  the 
check  is  returned  dishonored.  If  one 
check  is  remitted  to  cover  two  or  more 
persons’  taxes,  the  remittance  must  be 
accompanied  by  a  letter  of  transmittal 
stating — 

(a)  The  name  of  the  drawer  of  the 
check; 

(b>  The  amount  of  the  check; 

(c)  The  amount  of  any  cash,  money 
order,  or  other  instrument  included  in 
the  same  remittance; 

(d)  The  name  of  each  person  whose 
tax  is  to  be  paid  by  the  remittance; 

(e)  The  amount  of  the  payment  on 
account  of  each  person;  and 

(f)  The  kind  of  tax  paid. 

5  39.3657  Statutory  provisions;  pay¬ 
ment  of  tax  by  United  States  notes  and 
certificates  of  indebtedness. 

Sec.  3657.  Payment  by  United  States  notes 
and  certificates  of  indebtedness.  Collectors 
may  receive,  at  par  with  an  adjustment  for 
accrued  interest,  notes  or  certificates  of  in¬ 
debtedness  issued  by  the  United  States  in 
payment  of  income,  war  profits,  and  excess 
profits  taxes,  and  any  other  taxes  payable 
other  than  by  stamp,  during  such  time  and 
under  such  rules  and  regulations  as  the  Com¬ 
missioner,  with  the  approval  of  the  Secretary, 
shall  prescribe. 


§  39.3657-1  Treasury  certificates  of  in¬ 
debtedness,  Treasury  notes,  and  Treasury 
bills  in  payment  of  income  and  profits 
taxes,  (a)  Treasury  certificates  of  in¬ 
debtedness,  Treasury  notes,  or  Treasury 
bills  of  any  series  (not  including  interim 
receipts  issued  by  Federal  reserve  banks 
in  lieu  of  definitive  certificates,  notes,  or 
bills)  may  be  tendered  at  or  before  ma¬ 
turity  in  payment  of  income  or  profits 
taxes  payable  under  the  provisions  of 
the  Internal  Revenue  Code,  due  on  the 
date  on  which  the  certificates,  notes,  or 
bills  mature  or  a  specified  prior  date,  but 
only  if  such  certificates,  notes,  or  bills, 
according  to  the  express  terms  of  their 
issue,  are  made  acceptable  in  payment 
of  such  income  or  profits  taxes.  If  the 
taxes  for  which  the  certificates,  notes,  or 
bills  are  tendered  in  payment  become  due 
on  the  same  date  as  that  on  which  such 
certificates,  notes,  or  bills  mature,  they 
will  be  accepted  at  par  plus  accrued  in¬ 
terest,  if  any,  payable  with  the  principal 
(not  represented  by  coupons  attached) 
in  payment  of  such  taxes.  If  the  taxes 
for  which  the  certificates,  notes,  or  bills 
are  tendered  in  payment  become  due  on 
a  date  prior  to  that  on  which  the  cer¬ 
tificates,  notes,  or  bills  mature,  they  will 
be  accepted  at  the  value  specified  in  the 
terms  under  which  such  certificates, 
notes,  or  bills  were  issued.  All  interest 
coupons  attached  to  Treasury  certificates 
of  indebtedness  or  Treasury  notes  shall 
be  detached  by  the  taxpayer  before  such 
certificates  or  notes  are  tendered  in  pay¬ 
ment  of  taxes. 

(b)  Receipts  given  by  a  district  direc¬ 
tor  of  internal  revenue  for  Treasury  cer¬ 
tificates  of  indebtedness,  Treasury  notes, 
or  Treasury  bills  received  in  payment  of 
income  or  profits  taxes  as  provided  in 
this  section  shall  contain  an  adequate 
description  of  such  certificates,  notes,  or 
bills,  and  a  statement  of  the  value,  in¬ 
cluding  accrued  interest,  if  any,  payable 
with  the  principal  (not  represented  by 
coupons  attached*  at  which  accepted, 
and  shall  show  that  the  certificates, 
notes,  or  bills  are  tendered  by  the  tax¬ 
payer  and  received  by  the  district  direc¬ 
tor,  subject  to  no  condition,  qualifica¬ 
tion,  or  reservation  whatsoever,  in  pay¬ 
ment  of  an  amount  of  taxes  no  greater 
than  such  value.  Any  certificate,  note, 
or  bill  offered  in  payment  of  income  or 
profits  taxes  under  the  provisions  of  the 
Internal  Revenue  Code  subject  to  any 
condition,  qualification,  or  reservation, 
or  for  any  greater  amount  than  the 
value  at  which  acceptable  in  payment 
of  taxes,  as  specified  in  the  terms  under 
which  such  certificate,  note,  or  bill  was 
issued,  shall  not  be  deemed  to  be  duly 
tendered  and  shall  be  returned  to  the 
taxpayer. 

(c)  For  the  purpose  of  saving  taxpay¬ 
ers  the  expense  of  transmitting  such 
Treasury  certificates  of  indebtedness. 
Treasury  notes,  or  Treasury  bills  to  the 
office  of  the  district  director  of  internal 
revenue  in  whose  district  the  taxes  are 
payable,  taxpayers  desiring  to  pay  in¬ 
come  or  profits  taxes  with  such  certifi¬ 
cates,  notes,  or  bills  acceptable  in  pay¬ 
ment  of  trxes  may  deposit  such  certifi¬ 
cates,  notes,  or  bills  with  a  Federal  re¬ 
serve  bank  or  branch,  subject  to  the  con¬ 
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dition  that  the  Federal  reserve  bank  or 
branch  shall  issue  a  receipt  in  the  name 
of  the  district  director  of  internal  reve¬ 
nue,  describing  the  certificates,  notes,  or 
bills  by  par  or  dollar  face  amount  and 
stating  on  the  face  of  the  receipt  that 
the  certificates,  notes,  or  bills  repre¬ 
sented  thereby  are  held  by  the  bank  or 
branch  for  redemption  at  the  value  speci¬ 
fied  in  the  terms  under  which  the  cer¬ 
tificates,  notes,  or  bills  were  issued,  and 
application  of  the  proceeds  in  payment 
of  income  or  profits  taxes  due  on  a  speci¬ 
fied  date  by  the  taxpayer  named  therein. 

§  39.3657-2  Acceptance  of  Treasury 
Savings  Notes,  Scries  A,  Series  B,  and 
Series  D,  in  payment  of  income  (includ¬ 
ing  excess  profits)  taxes.  (a>  (1)  Notes 
of  the  United  States  designated  as  Treas¬ 
ury  Savings  Notes,  Series  A,  Series  B,  and 
Series  D,  may  be  accepted  in  payment  of 
income  taxes  (current  and  back  personal 
and  corporation  taxes,  and  excess  profits 
taxes*,  at  par  and  accrued  interest  (but 
no  accrual  beyond  the  maturity  date). 
In  the  case  of  Treasury  Savings  Notes, 
Series  D,  interest  will  be  accrued  to  the 
month,  inclusive,  in  which  presented. 
In  the  case  of  Treasury  Savings  Notes, 
Series  A  and  Series  B,  interest  will  be 
accrued  to  the  day  when  the  taxes  are 
due,  if  such  day  falls  on  the  fifteenth  day 
of  a  calendar  month,  whether  the  notes 
are  received  on  or  before  that  day;  if  the 
taxes  are  due  on  any  other  day  of  the 
month  than  the  fifteenth,  accrued  in¬ 
terest  will  be  credited  tc  the  accrual  date 
next  preceding  the  day  when  the  taxes 
are  due.  District  directors  of  internal 
revenue  are  authorized  and  directed  to 
accept  Treasury  Savings  Notes,  Series  A 
and  Series  D,  at  any  time  and  to  accept 
Treasury  Savings  Notes,  Series  B,  at 
any  time  after  two  months  from  the  issue 
date.  For  example,  a  Treasury  Savings 
Note,  Series  B,  dated  July  15.  1953,  may 
be  presented  for  credit  against  taxes  due 
September  15,  1953,  but  a  note  dated 
August  15,  1953,  may  not  be  accepted  for 
credit  against  taxes  due  before  October 
15.  1953. 

(2)  Such  notes  may  be  accepted  only 
in  payment  of  income  (including  excess 
profits)  taxes  (current  and  back*  due 
from  the  original  purchaser  thereof  or 
his  estate.  Such  notes  shall  be  in  the 
name  of  the  taxpayer  (individual,  cor¬ 
poration,  or  other  entity)  and  may  be 
presented  for  tax  payment  by  only  the 
taxpayer,  his  agent,  or  his  estate.  There 
is  no  limit  upon  the  amount  of  such  notes 
which  may  be  accepted  in  payment  of 
income  (including  excess  profits*  taxes. 

(3)  Such  notes,  inscribed  in  the  name 
of  a  taxpayer,  may  be  accepted  in  pay¬ 
ment  of  income  tax  withheld  at  the 
source  by  such  taxpayer  and  such  notes 
inscribed  in  the  name  of  a  taxpayer  may 
be  accepted  in  payment  of  transferee 
liability  assessed  against  such  taxpayer 
for  income  (including  excess  profits' 
taxes. 

(b*  District  directors  of  internal  reve¬ 
nue  shall  not  in  any  case  allow  credit  to 
a  taxpayer  on  account  of  such  notes,  or 
accept  such  notes,  for  an  amount  greater 
than  their  principal  amount  plus  accrued 
interest,  nor  shall  such  notes  be  accepted 
in  an  amount  (including  accrued  in* 
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terest)  greater  than  the  unpaid  liability 
of  the  taxpayer.  Such  notes  shall  be 
forwarded  to  the  district  director  of  in¬ 
ternal  revenue  with  whom  the  tax  return 
is  filed,  at  the  risk  and  expense  of  the 
taxpayer,  and,  for  the  taxpayer’s  protec¬ 
tion,  should  be  forwarded  by  registered 
mail,  if  not  presented  in  person. 

§  39.3658  Statutory  provisions;  frac- 
tional  parts  of  a  cent. 

Sec.  3658.  Fractional  parts  of  a  cent.  In 
the  payment  of  any  tax  under  this  title  not 
payable  by  stamp  a  fractional  part  of  a  cent 
shall  be  disregarded  unless  it  amounts  to 
one-half  cent  or  more,  in  which  case  if  shall 
be  increased  to  1  cent. 

§  39.3661  Statutory  provisions;  en¬ 
forcement  of  liability  for  taxes  collected 
or  withheld. 

Sec.  3661.  Enforcement  of  liability  for  taxes 
collected.  Whenever  any  person  is  required 
to  collect  or  withhold  any  internal-revenue 
tax  from  any  other  person  and  to  pay  such 
tax  over  to  the  United  States,  the  amount  of 
tax  so  collected  or  withheld  shall  be  held  to 
be  a  special  fund  in  trust  for  the  United 
States.  The  amount  of  such  fund  shall  be 
assessed,  collected,  and  paid  in  the  same 
manner  and  subject  to  the  same  provisions 
and  limitations  (including  penalties)  as  are 
applicable  with  respect  to  the  taxes  from 
which  such  fund  arose. 

LIEN  FOR  TAXES 

§  39.3670-3673  Statutory  provisions ; 
property  subject  to  lien;  period  of  lien; 
validity  against  mortgagees,  pledgees, 
purchasers,  and  judgment  creditors; 
release  of  lien. 

Sec.  3670.  Property  subject  to  lien.  If  any 
person  liable  to  pay  any  tax  neglects  or  re¬ 
fuses  to  pay  the  same  after  demand,  the 
amount  (including  any  interest,  penalty,  ad¬ 
ditional  amount,  or  addition  to  such  tax, 
together  with  any  costs  that  may  accrue  in 
addition  thereto)  shall  be  a  lien  in  favor  of 
the  United  States  upon  all  property  and 
rights  to  property,  whether  real  or  personal, 
belonging  to  such  person. 

Sec.  3671.  Period  of  lien.  Unless  another 
date  is  specifically  fixed  by  law,  the  lien  shall 
arise  at  the  time  the  assessment  list  was 
received  by  the  collector  and  shall  continue 
until  the  liability  for  such  amount  is  sat¬ 
isfied  or  becomes  unenforceable  by  reason  of 
lapse  of  time. 

Sec.  3672.  Validity  against  mortgagees, 
pledgees,  purchasers,  and  judgment  credi¬ 
tors — (a)  Invalidity  of  lien  without  notice. 
Such  lien  shall  not  be  valid  as  against  any 
mortgagee,  pledgee,  purchaser,  or  Judgment 
creditor  until  notice  thereof  has  been  filed 
by  the  collector — 

(1)  Under  State  or  Territorial  laws.  In 
the  office  in  which  the  filing  of  such  notice 
Is  authorized  by  the  law  of  the  State  or 
Territory  in  which  the  property  subject  to 
the  lien  is  situated,  whenever  the  State  or 
Territory  has  by  law  authorized  the  filing  of 
such  notice  in  an  office  within  the  State  or 
Territory;  or 

(2)  With  clerk  of  district  court.  In  the 
office  of  the  clerk  of  the  United  States  district 
court  for  the  Judicial  district  in  which  the 
Property  subject  to  the  lien  is  situated,  when¬ 
ever  the  State  or  Territory  has  not  by  law 
authorized  the  filing  of  such  notice  in  an 
office  within  the  State  or  Territory;  or 

(3)  With  clerk  of  District  Court  of  the 
United  States  for  the  District  of  Columbia. 
In  the  office  of  the  clerk  of  the  District  Court 
of  the  United  States  for  the  District  of  Co¬ 
lumbia,  if  the  property  subject  to  the  lien  is 
situated  in  the  District  of  Columbia. 
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(b)  (1)  Exception  in  case  of  securities. 
Even  though  notice  of  a  lien  provided  in 
section  3670  has  been  filed  in  the  manner 
prescribed  in  subsection  (a)  of  this  section, 
or  notice  of  a  lien  provided  in  section  3186 
of  the  Revised  Statutes,  as  amended,  has  been 
filed  in  the  manner  prescribed  in  such  sec¬ 
tion  or  subsection  (a)  of  this  section’,  the 
lien  shall  not  be  valid  with  respect  to  a 
security,  as  defined  in  paragraph  (2)  of  this 
subsection,  as  against  any  mortgagee, 
pledgee,  or  purchaser,  of  such  security,  for 
an  adequate  and  full  consideration  in  money 
or  money’s  worth,  if  at  the  time  of  such 
mortgage,  pledge,  or  purchase  such  mort¬ 
gagee,  pledgee,  or  purchaser  is  without  notice 
or  knowledge  of  the  existence  of  such  lien. 

(2)  Definition  of  security.  As  used  in  this 
subsection  the  term  “security”  means  any 
bond,  debenture,  note,  or  certificate,  or  other 
evidence  of  indebtedness.  Issued  by  any  cor¬ 
poration  (Including  one  Issued  by  a  govern¬ 
ment  or  political  subdivision  thereof),  with 
interest  coupons  or  in  registered  form,  share 
of  stock,  voting  trust  certificate,  or  any  cer¬ 
tificate  of  interest  or  participation  in,  cer¬ 
tificate  of  deposit  or  receipt  for,  temporary 
or  interim  certificate  for,  or  warrant  or  right 
to  subscribe  to  or  purchase,  any  of  the  fore¬ 
going;  negotiable  instrument;  or  money. 

(3)  Applicability  of  subsection.  Except 
where  the  lien  has  been  enforced  by  a  pro¬ 
ceeding,  suit,  or  civil  action  which  has  be¬ 
come  final  before  the  date  of  enactment  of 
the  Revenue  Act  of  1939,  this  subsection 
shall  apply  regardless  of  the  time  when  the 
mortgage,  pledge,  or  purchase  was  made  or 
the  lien  arose. 

[Sec.  3672  as  amended  by  sec.  401,  Rev.  Act 
1939;  sec.  505,  Rev.  Act  1942] 

Sec.  3673.  Release  of  lien.  Subject  to  such 
regulations  as  the  Commissioner,  with  the 
approval  of  the  Secretary,  may  prescribe,  the 
collector  charged  with  an  assessment  in  re¬ 
spect  of  any  tax,  may  issue  a  certificate  of 
release  of  the  lien  if — 

(a)  Liability  satisfied  or  unenforceable. 
The  collector  finds  that  the  liability  for  the 
amount  assessed,  together  with  all  Interest 
in  respect  thereof,  has  been  satisfied  or  has 
become  unenforceable  by  reason  of  lapse  of 
time;  or 

(b)  Bond  accepted.  There  is  furnished  to 
the  collector  and  accepted  by  him  a  bond 
that  is  conditioned  upon  the  payment  of 
the  amount  assessed,  together  with  all  in¬ 
terest  in  respect  thereof,  within  the  time 
prescribed  by  law  (including  any  extension 
of  such  time) ,  and  that  is  in  accordance  with 
such  requirements  relating  to  terms,  con¬ 
ditions.  and  form  of  the  bond  and  sureties 
thereon,  as  may  be  specified  in  the  regula¬ 
tions. 

§  39.3673-1  Release  of  liens — (a) 
Liability  satisfied  or  unenforceable.  The 
district  director  of  internal  revenue  to 
whom  is  charged  an  assessment  in  re¬ 
spect  of  any  internal  revenue  tax  shall 
issue  a  certificate  of  release  of  the  tax 
lien  whenever  he  finds  that  the  liability 
for  the  amount  assessed  (together  with 
all  interest  in  respect  thereof)  has  been 
satisfied  or  has  become  unenforceable. 
The  word  “unenforceable”  as  here  used 
means  unenforceable  as  a  matter  of  law, 
and  not  merely  uncollectible  or  unen¬ 
forceable  as  a  matter  of  fact.  Tax  lia¬ 
bilities  frequently  are  unenforceable  in 
fact  for  the  time  being,  due  to  the  tem¬ 
porary  nonpossession  by  the  taxpayer 
of  discoverable  property  or  property 
rights.  In  all  cases  the  liability  for  the 
payment  of  the  tax  continues  until 
satisfaction  of  the  tax  in  full  or  until 
the  expiration  of  the  statutory  period 
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for  collection,  including  such  period  as 
the  taxpayer  by  consent  in  writing  may 
agree  with  the  Commissioner  shall  con¬ 
stitute  the  time  within  which  the  tax 
assessed  may  lawfully  be  collected.  Dis¬ 
trict  directors  should  continue  to  investi¬ 
gate  carefully  all  cases  of  delinquent 
taxpayers  where  notice  of  lien  has  been 
filed  with  a  view  of  obtaining,  before 
the  expiration  of  the  collection  period, 
such  written  consent  for  the  extension  of 
the  collection  period,  whenever  it  is 
reasonably  possible  that  the  taxpayer 
may,  in  the  future,  acquire  property  or 
property  rights  from  which  the  tax 
liability  may  be  satisfied. 

(b)  Bond  accepted.  The  district  di¬ 
rector  may  in  his  discretion  issue  a  cer¬ 
tificate  of  release  of  the  tax  lien  if  he  is 
furnished  and  accepts  a  bond  that  is 
conditioned  upon  the  payment  of  the 
amount  assessed  (together  with  all  in¬ 
terest  in  respect  thereof)  within  the  time 
agreed  upon  in  the  bond,  but  not  later 
than  6  months  before  the  expiration  of 
the  statutory  period  for  collection,  in¬ 
cluding  any  period  for  collection  agreed 
upon  in  writing  by  the  Commissioner 
and  the  taxpayer.  The  form  of  any  bond 
so  furnished  shall  be  the  standard  form 
(Form  1131),. entitled  “Bonds  for  Release 
of  Federal  Tax  Lien.”  Such  bond  shall 
be  executed  by  a  surety  company  holding 
a  certificate  of  authority  from  the  Sec¬ 
retary  of  the  Treasury  as  an  acceptable 
surety  on  Federal  bonds,  except  that, 
when  specifically  authorized  by  the  Com¬ 
missioner,  such  bond  may  be  executed 
by  a  surety  or  sureties,  individual  or  cor¬ 
porate,  other  than  a  surety  company. 

§  39.3674  Statutory  provisions;  par¬ 
tial  discharge  of  property. 

Sec.  3674.  Partial  discharge  of  property — 
(a)  Property  double  the  amount  of  the  lia¬ 
bility.  Subject  to  such  regulations  as  the 
Oommissioner,  with  the  approval  of  the  Sec¬ 
retary,  may  prescribe,  the  collector  charged 
with  an  assessment  in  respect  of  any  tax 
may  issue  a  certificate  of  partial  discharge 
of  any  part  of  the  property  subject  to  the 
lien  if  the  collector  finds  that  the  fair  mar¬ 
ket  value  of  that  part  of  such  property  re¬ 
maining  subject  to  the  lien  is  at  least  double 
the  amount  of  the  liability  remaining  un¬ 
satisfied  in  respect  of  such  tax  and  the 
amount  of  all  prior  liens  upon  such  property. 

(b)  Part  payment.  Subject  to  such  regu¬ 
lations  as  the  Commissioner,  with  the  ap¬ 
proval  of  the  Secretary,  may  prescribe,  the 
collector  charged  with  an  assessment  in  re¬ 
spect  of  any  tax  may  issue  a  certificate  of 
discharge  of  any  part  of  the  property  subject 
to  the  lien  if  there  is  paid  over  to  the  collec¬ 
tor  in  part  satisfaction  of  the  liability  in 
respect  of  such  tax  an  amount  determined 
by  the  Commissioner,  which  shall  not  be  less 
than  the  value,  as  determined  by  him,  of 
the  interest  of  the  United  States  in  the  part 
to  be  so  discharged.  In  determining  such 
value  the  Commissioner  shall  give  considera¬ 
tion  to  the  fair  market  value  of  the  part  to 
be  so  discharged  and  to  such  liens  thereon 
as  have  priority  to  the  lien  of  the  United 
States. 

§  39.3674-1  Partial  discharge  of  prop¬ 
erty — (a)  Remaining  property  double 
the  amount  of  liability.  The  district  di¬ 
rector  may  in  his  discretion  issue  a  cer¬ 
tificate  of  discharge  of  any  part  of  the 
property  subject  to  the  tax  lien  if  he 
finds  that  the  fair  market  value  of  the 
part  of  the  property  not  released  from 
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such  lien  is  at  least  double  the  amount 
of  the  existing  liability  in  respect  of  such 
tax  plus  double  the  amount  of  all  liens 
prior  to  that  of  the  tax  lien.  In  general, 
fair  market  value  is  that  amount  which 
one  ready  and  willing  but  not  compelled 
to  buy  would  pay  to  another  ready  and 
willing  but  not  compelled  to  sell  the 
property.  District  directors  must  be 
conservative  in  determining  property 
values  and  should  make  careful  inquiry 
with  respect  thereto. 

(b)  Part  payment  of  liability.  (1)  In 
no  case  shall  a  certificate  discharging 
property  from  a  Federal  tax  lien  be  is¬ 
sued  under  the  provisions  of  section 
3674  (b),  unless  there  is  first  made  a 
payment  in  such  amount  as  the  Com¬ 
missioner  has  determined,  to  be  applied 
towards  satisfaction  of  the  tax  liability 
which  gave  rise  to  the  Federal  lien.  In 
determining  the  amount  to  be  paid,  the 
Commissioner  will  take  into  considera¬ 
tion  all  the  facts  and  circumstances  of 
the  case,  including  the  expenses  to  which 
the  Government  has  been  put  in  the 
matter.  In  no  case  shall  the  amount  to 
be  paid  be  less  than  the  value  of  the 
interest  of  the  United  States  in  the  prop¬ 
erty  with  respect  to  w’hich  the  certificate 
of  discharge  is  issued,  as  such  value  has 
been  determined  by  the  Commissioner 
in  the  light  of  the  fair  market  value  of 
the  property  and  the  amount  of  all  liens 
and  encumbrances  thereon  having  pri¬ 
ority  over  the  Federal  tax  lien. 

(2)  Any  person  desiring  that  a  certifi¬ 
cate  discharging  property  from  a  Fed¬ 
eral  tax  lien  be  issued  under  the  pro¬ 
visions  of  section  3674  (b),  should  pre¬ 
sent  to  the  district  director  of  internal 
revenue  charged  with  the  assessment  in 
respect  of  the  tax,  a  written  application 
requesting  that  the  certificate  be  issued. 
Such  application  should  give  the  reasons 
for  the  request,  and  should  clearly  de¬ 
scribe  the  property  with  respect  to  which 
the  discharge  is  desired.  In  support  of 
the  request,  the  applicant  must  furnish 
the  district  director  with  proof  sufficient 
to  establish  satisfactorily  the  fair  market 
value  of  the  property,  the  amounts, 
character,  and  dates  (both  of  execution 
and  of  record)  of  all  encumbrances  of 
record  prior  to  the  Federal  lien,  as  well 
as  the  amount  and  character  of  any  un¬ 
recorded  encumbrances  believed  to  be 
prior  to  the  Federal  lien  (including  in¬ 
formation  as  to  how  and  when  all  such 
encumbrances  arose).  Appropriate 
references  must  be  made  to  the  pages 
and  volumes  of  the  recording  books  in 
which  any  such  encumbrances  have  been 
recorded. 

(3)  The  district  director  should  review 
the  proof,  check  the  accuracy  of  all  ma¬ 
terial  statements  made  and  forward  to 
the  Commissioner  a  report  of  the  case 
together  with  his  recommendation.  The 
district  director’s  report  should  include 
a  statement  of  the  expenses  of  his  office 
incident  to  the  placing  and  discharging 
of  the  lien  as  w’ell  as  his  conclusions  with 
respect  to  the  fair  market  value  of  the 
property  involved  and  the  value  of  the 
Government’s  interest  therein,  viewed  in 
the  light  of  such  fair  market  value  and 
the  amount  of  liens  and  encumbrances 
on  the  property  believed  to  have  priority 


over  the  lien  of  the  United  States.  In¬ 
formation  as  to  the  nature  and  amount 
of  such  encumbrances  sufficient  to 
enable  a  determination  to  be  made 
whether,  as  a  matter  of  law,  they  actu¬ 
ally  have  priority  over  the  Government’s 
lien,  should  be  included  in  the  report. 

(4)  The  report  of  the  district  director 
should  also  show  the  year  or  years  and 
the  dates  of  all  assessments  involved, 
the  lists  on  which  such  assessments  ap¬ 
pear  and  the  amounts  thereof,  the  office 
or  offices  in  which,  and  the  dates  when, 
notices  of  the  Federal  tax  lien  or  liens 
were  filed,  and  any  payments  made  in 
partial  satisfaction  of  the  tax  liability. 
In  his  discretion,  the  district  director 
may  submit  with  his  report  whatever 
documentary  evidence  he  deems  to  be 
relevant.  Upon  receipt  of  the  district 
director’s  report  and  recommendation, 
the  question  whether  a  certificate  of  dis¬ 
charge  may  be  issued  and  the  amount  to 
be  paid  as  a  prerequisite  to  its  issuance, 
will  be  considered. 

(5)  When  so  authorized  by  the  Com¬ 
missioner,  the  district  director  may 
issue  a  certificate  discharging  from  the 
Federal  tax  lien  such  property  as  the 
Commissioner  has  authorized  to  be  dis¬ 
charged,  provided  the  amount  deter¬ 
mined  by  the  Commissioner  as  a 
prerequisite  to  the  issuance  of  the  cer¬ 
tificate  is  first  paid  to  the  district  direc¬ 
tor  to  be  applied  by  him  towards 
satisfaction  of  the  tax. 

§  39.3675-3676  Statutory  provisions ; 
effect  of  certificates  of  release  or  partial 
discharge;  single  bond  covering  release 
of  lien  and  payment  of  income  tax  defi¬ 
ciency. 

Sec.  3675.  Effect  of  certificates  of  release  or 
partial  discharge.  A  certificate  of  release 
or  of  partial  discharge  Issued  under  this  sub¬ 
chapter  [subchapter  B  of  chapter  36]  shall 
be  held  conclusive  that  the  lien  upon  the 
property  covered  by  the  certificate  is  extin¬ 
guished. 

Sec.  3676.  Single  bond  covering  release  of 
lien  and  payment  of  income  tax  deficiency. 
The  Commissioner,  with  the  approval  of 
the  Secretary,  may  by  regulation  provide 
for  the  acceptance  of  a  single  bond  comply¬ 
ing  both  with  the  requirements  of  section 
272  (j)  (relating  to  the  extension  of  time 
for  the  payment  of  a  deficiency)  and  the 
requirements  of  subsection  (b)  of  section 
3673. 

§  39.3676-1  Single  bond  covering  re¬ 
lease  of  lien  and  payment  of  deficiency. 
In  cases  where  the  district  director 
issues  a  certificate  of  release  of  tax  lien 
and  at  the  same  time  an  extension  of 
time  is  granted  for  the  payment  of  the 
deficiency  in  tax  pursuant  to  the  provi¬ 
sions  of  section  272  (j),  a  single  bond 
may  be  accepted  by  the  district  director 
conditioned  upon  the  payment  of  the 
amount  assessed  (together  with  all  in¬ 
terest  in  respect  thereof)  in  accordance 
wdth  the  terms  of  the  extension  and  not 
later  than  6  months  prior  to  the  expira¬ 
tion  of  the  statutory  period  for  collection 
including  any  period  for  collection  agreed 
upon  in  writing  by  the  Commissioner  and 
the  taxpayer.  Form  1131  shall  be  used 
in  these  cases  and  shall  be  modified  to 
meet  the  circumstances.  Where  a  cer¬ 
tificate  of  release  of  the  tax  lien  has  been 


issued  by  the  district  director  and  the 
bond  furnished  to  and  accepted  by  the 
district  director  fully  protects  the  inter¬ 
ests  of  the  United  States  with  respect  to 
the  tax  assessed,  no  additional  bond  will 
be  required  by  the  Commissioner  as  a 
condition  to  the  granting  of  an  exten¬ 
sion  of  time  for  the  payment  of  the 
deficiency  in  tax  under  the  provisions  of 
section  272  (j). 

§  39.3677-3680  Statutory  provi¬ 
sions;  extended  application  of  provisions 
relating  to  release  or  partial  discharge ; 
civil  fiction  to  enforce  lien  on  property; 
civil  action  to  clear  title  to  realty;  cross 
references. 

Sec.  3677.  Extended  application  of  provi¬ 
sions  relating  to  release  or  partial  discharge. 
Sections  3673,  3674.  3675,  and  3676  shall  apply 
to  a  lien  in  respect  of  any  internal  revenue 
tax,  whether  or  not  the  lien  is  imposed  by 
this  subchapter  [subchapter  B  of  chapter 
36]. 

Sec.  3678.  Civil  action  to  enforce  lien  on 
property — (a)  Filing.  In  any  case  where 
there  has  been  a  refusal  or  neglect  to  pay 
any  tax,  and  it  has  become  necessary  to 
seize  and  sell  property  and  rights  to  property, 
whether  real  or  personal,  to  satisfy  the  same, 
whether  distraint  proceedings  have  been 
commenced  or  not,  the  Attorney  General  at 
the  request  of  the  Commissioner  may  direct 
a  civil  action  to  be  filed,  in  a  district  court 
of  the  United  States,  to  enforce  the  lien  ot 
the  United  States  for  tax  upon  any  property 
and  rights  to  property,  whether  real  or 
personal,  or  to  subject  any  such  property  and 
rights  to  property  owned  by  the  delinquent, 
or  in  which  he  has  any  right,  title,  or  inter¬ 
est,  to  the  payment  of  such  tax. 

(b)  Parties  to  proceedings.  All  persons 
having  liens  upon  or  claiming  any  interest 
in  the  property  or  rights  to  property  sought 
to  be  subjected  as  aforesaid  shall  be  made 
parties  to  such  proceedings  and  be  brought 
into  court. 

(c)  Adjudication  and  decree.  The  said 
court  shall,  at  the  term  next  after  the  par¬ 
ties  have  been  duly  notified  of  the  proceed-  j 
ings,  unless  otherwise  ordered  by  the  court, 
proceed  to  adjudicate  all  matters  involved 
therein  and  finally  determine  the  merits  of 
all  claims  to  and  liens  upon  the  property  and 
rights  to  property  in  question,  and,  in  all 
cases  where  a  claim  or  interest  of  the  United 
States  therein  is  established,  may  decree  » 
sale  of  such  property  and  rights  to  property, 
by  the  proper  officer  of  the  court,  and  a  dis¬ 
tribution  of  the  proceeds  of  such  sale  ac¬ 
cording  to  the  findings  of  the  court  in  re¬ 
spect  to  the  interests  of  the  parties  and  of 
the  United  States. 

(d)  Receivership.  In  any  such  proceed¬ 
ing,  at  the  instance  of  the  United  States,  the 
court  may  appoint  a  receiver  to  enforce  the 
lien,  or,  upon  certification  by  the  Commis¬ 
sioner  during  the  pendency  of  such  proceed¬ 
ings  that  it  is  in  the  public  interest,  may 
appoint  a  receiver  with  all  the  powers  of  a 
receiver  in  equity. 

Sec.  3679.  Civil  action  to  clear  title  to  re¬ 
alty — (a)  Obtaining  leave  to  file — (1) 
quest  for  institution  of  proceedings  by 
United  States.  Any  person  having  a  lien 
upon  or  any  interest  in  the  real  estate  re¬ 
ferred  to  in  section  3678.  notice  of  which 
has  been  duly  filed  of  record  in  the  jurisdic¬ 
tion  in  which  the  real  estate  is  located,  prior 
to  the  filing  of  notice  of  the  lien  of  tM 
United  States  as  provided  in  section  3672,  or 
any  person  purchasing  the  real  estate  at  s 
sale  to  satisfy  such  prior  lien  or  interest,  may 
make  written  request  to  the  Commissioner  to  I 
authorize  the  filing  of  a  civil  action  a* 
provided  in  section  3678.  I 
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(2)  Petition  to  court.  It  the  Commis¬ 
sioner  fails  to  authorize  the  filing  of  such 
civil  action  within  six  months  after  receipt 
of  such  written  request,  such  person  or  pur¬ 
chaser  may,  after  giving  notice  to  the  Com¬ 
missioner,  file  a  petition  in  the  district  court 
of  the  United  States  for  the  district  in  which 
the  real  estate  is  located,  praying  leave  to  file 
a  civil  action  for  a  final  determination  of  all 
claims  to  or  liens  upon  the  real  estate  in 

|  question. 

(3)  Court  order.  After  a  full  hearing  in 
open  court,  the  district  court  may  in  its  dis¬ 
cretion  enter  an  order  granting  leave  to  file 
such  civil  action,  in  which  the  United  States 
and  all  persons  having  liens  upon  or  claiming 
any  interest  in  the  real  estate  shall  be  made 
parties. 

(b)  Service  on  United  States.  Service  on 
the  United  States  shall  be  had  in  the  manner 
provided  by  sections  5  and  6  of  the  Act  of 
March  3,  1887,  entitled  “An  Act  to  provide  for 
the  bringing  of  suits  against  the  Government 
of  the  United  States,"  c.  359,  24  Stat.  506 
(U.  S.  C..  Title  28,  secs.  762,  763) ,  as  amended. 

(c)  Adjudication.  Upon  the  filing  of  such 
civil  action  the  district  court  shall  proceed 

I  to  adjudicate  the  matters  involved  therein, 
in  the  same  manner  as  in  the  case  of  civil 
actions  filed  under  section  3678.  For  the 
purpose  of  such  adjudication,  the  assessment 
of  the  tax  upon  which  the  lien  of  the  United 
States  is  based  shall  be  conclusively  presumed 
to  be  valid. 

(d)  Costs.  All  costs  of  the  proceedings  on 
the  petition  and  the  civil  action  shall  be 
borne  by  the  person  filing  the  civil  action. 

Sec.  3680.  Cross  references.  •  •  •  For 
provisions  permitting  the  United  States  to 
be  made  party  defendant  in  a  proceeding  in 
a  State  court  for  the  foreclosure  of  a  lien 
upon  real  estate  where  the  United  States  may 
have  a  claim  upon  the  premises  involved,  see 
Act  of  March  4,  1931,  c.  515,  46  Stat.  1528 
IU.  S.  C..  Title  28,  secs.  901-906). 

DISTRAINT 

§  39.3690-3695  Statutory  provisions; 
authority  to  distrain;  property  exempt 
from  distraint;  levy;  proceedings  on 
distraint;  priority  of  specific  tax  lia¬ 
bility  on  distrained  property;  purchase 
and  sale  of  property  for  account  of  the 
United  States. 

Sec.  3690,  Authority  to  distrain.  If  any 
person  liable  to  pay  any  taxes  neglects  or 
refuses  to  pay  the  same  within  ten  days  after 
notice  and  demand,  it  shall  be  lawful  for 
the  collector  or  his  deputy  to  collect  the 
said  taxes,  with  such  Interest  and  other 
additional  amounts  as  are  required  by  law, 
by  distraint  and  sale,  in  the  manner  pro¬ 
vided  in  this  subchapter  |  subchapter  C  of 
chapter  36],  of  the  goods,  chattels,  or  effects, 
Including  stocks,  securities,  bank  accounts, 
and  evidences  of  debt,  of  the  person  delin¬ 
quent  as  aforesaid. 

Sec.  3691.  Property  exempt  from  distraint — 

(a)  Enumeration.  There  shall  be  exempt 
from  distraint  and  sale,  if  belonging  to  the 
bead  of  a  family — 

(1)  School  books  and  wearing  apparel. 
I  The  school  books  and  wearing  apparel  neces- 
I  sary  for  such  family;  also 
f  I  (2)  Arms.  Arms  for  personal  use; 

i  I  (3)  Livestock.  One  cow,  2  hogs,  5  sheep 

I  and  the  wool  thereof,  provided  the  aggre- 
i  I  gate  market  value  of  said  sheep  shall  not 
•  I  exceed  $50; 

(4)  Fodder.  The  necessary  food  for  such 
cow,  hogs,  and  sheep,  for  a  period  not  ex¬ 
ceeding  thirty  days; 

(5)  Fuel.  Fuel  to  an  amount  not  greater 
In  value  than  $25; 

(6)  Provisions.  Provisions  to  an  amount 

15  I  not  greater  than  $50; 


(7)  Household  furniture.  Household  fur¬ 
niture  kept  for  use  to  an  amount  not  greater 
than  $300;  and 

(8)  Books  and  tools  of  trade  or  profession. 
The  books,  tools,  or  implements,  of  a  trade 
or  profession,  to  an  amount  not  greater 
than  $100. 

(b)  Appraisal.  The  officer  making  the 
distraint  shall  summon  three  distinterested 
householders  of  the  vicinity,  who  shall  ap¬ 
praise  and  set  apart  to  the  owner  the  amount 
of  property  herein  declared  to  be  exempt. 

Sec.  3692.  Levy.  In  case  of  neglect  or  re¬ 
fusal  under  section  3690,  the  collector  may 
levy,  or  by  warrant  may  authorize  a  deputy 
collector  to  levy,  upon  all  property  and 
rights  to  property,  except  such  as  are  exempt 
by  the  preceding  section,  belonging  to  such 
person,  or  on  which  the  lien  provided  in  sec¬ 
tion  3670  exists,  for  the  payment  of  the  sum 
due,  with  interest  and  penalty  for  nonpay¬ 
ment,  and  also  of  such  further  sum  as  shall 
be  sufficient  for  the  fees,  costs,  and  expenses 
of  such  levy. 

Sec.  3693.  Proceedings  on  distraint. 
When  distraint  is  made,  as  provided  in  sec¬ 
tion  3690 — 

(a)  Account  and  notice  to  owner.  The 
officer  charged  with  the  collection  shall  make 
or  cause  to  be  made  an  account  of  the  goods 
or  effects  distrained,  a  copy  of  which,  signed 
by  the  officer  making  such  distraint,  shall  be 
left  with  the  owner  or  possessor  of  such 
goods  or  effects,  or  at  his  dwelling  or  usual 
place  of  business,  with  some  person  of  suit¬ 
able  age  and  discretion,  if  any  such  can  be 
found,  with  a  note  of  the  sum  demanded 
and  the  time  and  place  of  sale;  and 

(b)  Public  notice.  Forthwith  cause  a  no¬ 
tification  to  be  published  in  some  newspa¬ 
per  within  the  county  wherein  said  distraint 
is  made,  if  a  newspaper  is  published  in  said 
county,  or  to  be  publicly  posted  at  the  post 
office,  if  there  be  one  within  five  miles  near¬ 
est  to  the  residence  of  the  person  whose 
property  shall  be  distrained,  and  in  not  less 
than  two  other  public  places.  Such  notice 
shall  specify  the  articles  distrained,  and  the 
time  and  place  for  the  sale  thereof. 

(c)  Time  and  place  of  sale.  The  time  of 
sale  shall  not  be  less  than  ten  nor  more  than 
twenty  days  from  the  date  of  such  notifica¬ 
tion  to  the  owner  or  possesor  of  the  prop¬ 
erty  and  the  publication  or  posting  of  such 
notice  as  provided  in  subsection  (b)  and  the 
place  proposed  for  the  sale  shall  not  be  more 
than  five  miles  distant  from  the  place  of 
making  such  distraint. 

(d)  Adjournment  of  sale.  Said  sale  may 
be  adjourned  from  time  to  time  by  said  of¬ 
ficer,  if  he  deems  it  advisable,  but  not  for  a 
time  to  exceed  in  all  thirty  days. 

Sec.  3694.  Priority  of  specific  tax  liability 
on  distrained  property.  When  property  sub¬ 
ject  to  tax,  but  upon  which  the  tax  has  not 
been  paid,  is  seized  upon  distraint  and  sold, 
the  amount  of  such  tax  shall,  after  deducting 
the  expenses  of  such  sale,  be  first  appropri¬ 
ated  out  of  the  proceeds  thereof  to  the  pay¬ 
ment  of  the  tax.  And  if  no  assessment  of 
such  tax  has  been  made  upon  such  property, 
the  collector  shall  make  a  return  thereof  in 
the  form  required  by  law,  and  the  Commis¬ 
sioner  shall  assess  the  tax  thereon. 

Sec.  3695.  Property  for  account  of  the 
United  States — (a)  Purchase.  When  any 
personal  property  is  advertised  for  sale  under 
distraint  as  aforesaid,  the  officer  making  the 
seizure  shall  proceed  to  sell  such  property 
at  a  public  auction,  offering  the  same  at  a 
minimum  price,  including  the  expenses  of 
making  the  levy  and  of  advertising  the  sale, 
and  if  the  amount  bid  for  such  property  at 
the  sale  is  not  equal  to  the  minimum  price 
so  fixed,  the  officer  conducting  the  sale  may 
declare  the  same  to  be  purchased  by  him 
for  the  United  States. 


(b)  Sale.  The  property  so  purchased  may 
be  sold  by  the  collector  within  whose  district 
the  sale  was  made  under  such  regulations 
as  may  be  prescribed  by  the  Commissioner, 
with  the  approval  of  the  Secretary. 

(c)  Accounting.  The  collector  shall 
render  to  the  Commissioner  a  distinct  ac¬ 
count  of  all  charges  incurred  in  such  sales, 
and,  in  case  of  resale,  shall  pay  into  the 
Treasury  the  proceeds  as  provided  in  section 
3971. 

§  39.3695-1  Disposition  of  distrained 
property — (a)  Sale  of  personal  property 
seized  under  distraint.  (1)  when  per¬ 
sonal  property  is  seized  by  an  internal 
revenue  officer  under  a  warrant  of  dis¬ 
traint,  and  is  to  be  offered  for  sale  at 
public  auction,  such  officer  shall  fix  a 
minimum  price  for  the  property,  includ¬ 
ing  the  expenses  of  levy  and  the  cost  of 
advertising,  and  shall  not  accept  a  bid  at 
such  sale  less  than  such  minimum  price. 
If  the  amount  bid  for  the  property  at  the 
sale  is  not  equal  to  such  minimum  price 
the  officer  conducting  the  sale  may,  in 
his  discretion,  declare  the  property  to  be 
purchased  for  the  United  States  at  such 
minimum  price,  or  may  adjourn  the  sale 
in  accordance  with  section  3693.  If  at 
such  sale,  or  adjourned  sale,  the  property 
be  neither  sold  to  a  bidder,  nor  pur¬ 
chased  for  the  United  States,  it  may 
again  be  offered  for  sale  in  accordance 
with  the  procedure  outlined  in  section 
3693,  in  which  event  the  officer  holding 
the  sale  may  fix  a  new  minimum  price 
for  the  property. 

(2)  In  fixing  the  minimum  price,  the 
officer  charged  with  this  duty  must  ex¬ 
ercise  the  greatest  care  in  order  that  a 
loss  may  be  avoided  if  the  property 
should  be  purchased  for  the  United 
States  and  resold.  The  officer  making 
the  sale  should  likewise  use  extreme  cau¬ 
tion  in  declaring  the  property  purchased 
for  the  United  States.  Only  such  prop¬ 
erty  as  appears  to  have  a  resale  value 
at  or  above  the  minimum  price  fixed 
should  be  bid  in  for  the  United  States. 

(b)  Resale  after  purchase  for  the 
United  States.  (1)  When  such  personal 
property  has  been  declared  purchased 
for  the  United  States,  the  district  direc¬ 
tor  for  the  internal  revenue  district  in 
which  the  property  was  seized  should 
make  every  effort  to  sell  it  at  public  sale. 
Tentative  and  informal  bids  from  pros¬ 
pective  purchasers  may  be  procured. 
When  the  property  is  offered  for  resale, 
the  highest  of  such  bids  should  be  used 
as  an  opening  bid  at  the  sale.  If  no 
such  tentative  bid  can  be  procured,  it 
is  unlikely  that  the  property  would  find 
a  purchaser  at  a  public  sale.  Whether 
under  such  circumstances  the  sale  should 
be  made  rests  in  the  discretion  of  the 
district  director.  If  the  property  pur¬ 
chased  for  the  United  States  consists  of 
bonds  or  other  securities  of  the  Federal 
Government,  these  securities  should  not 
be  sold  but  must  be  transmitted  to  the 
Commissioner  of  Internal  Revenue  for 
proper  disposition  immediately  after 
they  have  been  purchased  for  the  United 
States. 

(2)  Ordinarily  the  resale  of  personal 
property  so  purchased  for  the  United 
States  should  be  advertised  merely  by 
public  posting,  that  is,  by  display  of  no¬ 
tice  at  the  district  director’s  office,  at  tne 
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postoffice  nearest  the  place  where  the 
resale  is  to  take  place,  and  at  the  place 
of  resale.  If  the  property  is  purchased 
for  the  United  States  at  a  price  con¬ 
siderably  less  than  its  real  market  value, 
the  district  director  may  in  his  discre¬ 
tion  insert  an  advertisement  6f  resale 
in  a  newspaper.  The  selection  of  the 
place  for  such  resale  rests  with  the  dis¬ 
trict  director.  If  the  place  selected  by 
the  district  director  for  resale  is  outside 
of  the  internal  revenue  district  where  the 
property  was  seized  the  approval  of  the 
Commissioner  of  Internal  Revenue  must 
first  be  obtained.  In  making  the  request 
for  the  Commissioner’s  approval  in  such 
case  the  district  director  should  state, 
with  full  details,  the  reasons  for  his  re¬ 
quest,  and  the  procedure  he  expects  to 
follow  if  the  approval  of  the  Commis¬ 
sioner  be  obtained.  If  it  appears  for 
the  best  interests  of  the  United  States, 
the  Commissioner  may  approve  the  se¬ 
lection  of  the  place  for  resale,  but  may 
alter  or  modify  the  proposed  procedure. 

§  39.3696-3697  Statutory  provisions ; 
redemption  of  property;  certificates  of 
sale. 

Sec.  3696.  Redemption  of  property.  In  any 
case  of  distraint  for  the  payment  of  taxes, 
the  goods,  chattels,  or  effects  so  distrained 
shall  be  restored  to  the  owner  or  possessor, 
If,  prior  to  the  sale,  payment  of  the  amount 
due  is  made  to  the  proper  officer  charged 
with  the  collection,  together  with  the  fees 
and  other  charges;  but  in  case  of  nonpay¬ 
ment,  the  said  officer  shall  proceed  to  sell 
the  said  goods,  chattels,  or  effects  at  public 
auction. 

Sec.  3697.  Certificates  of  sale.  In  all  cases 
of  sale,  as  aforesaid,  the  certificate  of  such 
sale — 

(a)  Xs  evidence.  Shall  be  prima  facie 
evidence  of  the  right  of  the  officer  to  make 
such  sale,  and  conclusive  evidence  of  the 
regularity  of  his  proceedings  in  making  the 
sale;  and 

(b)  As  conveyances.  Shall  transfer  to  the 
purchaser  all  right,  title,  and  interest  of  such 
delinquent  in  and  to  the  property  sold;  and 

(c)  As  authority  for  transfer  of  corporate 
stock.  Where  such  property  consists  of 
stocks,  shall  be  notice,  when  received,  to  any 
corporation,  company,  or  association  of  said 
transfer,  and  shall  be  authority  to  such  cor¬ 
poration,  company,  or  association  to  record 
the  transfer  on  their  books  and  records  in 
the  same  manner  as  if  the  stocks  were  trans¬ 
ferred  or  assigned  by  the  party  holding  the 
same,  in  lieu  of  any  original  or  prior  certifi¬ 
cates.  which  shall  be  void,  whether  canceled 
or  not;  and 

(d)  As  receipts.  Where  the  subject  of  sale 
is  securities  or  other  evidences  of  debt,  shall 
be  a  good  and  valid  receipt  to  the  person 
holding  the  same,  as  against  any  person  hold¬ 
ing,  or  claiming  to  hold,  possession  of  such 
securities  or  other  evidences  of  debt. 

§  39.3700-3706  Statutory  provisiotis; 
authority  to  distrain  real  estate;  pro¬ 
ceedings  on  distraint;  redemption  of 
real  estate;  certificates  of  purchase; 
deeds  of  sale;  transmission  of  certificates 
and  deeds  to  Commissioner;  records  of 
sale. 

Sec.  3700.  Authority  to  distrain.  When 
goods,  chattels,  or  effects  sufficient  to  satisfy 
the  taxes  imposed  upon  any  person  are  not 
found  by  the  collector  or  deputy  collector, 
he  is  authorized  to  collect  the  same  by 
seizure  and  sale  of  real  estate. 

Sec.  3701.  Proceedings  on  distraint — (a) 
Notice  to  owner.  The  officer  making  the 


seizure  mentioned  in  the  preceding  section 
shall  give  notice  to  the  person  whose  estate 
it  is  proposed  to  sell  by  giving  him  in  hand, 
or  leaving  at  his  last  or  usual  place  of  abode, 
if  he  has  any  such  within  the  collection  dis¬ 
trict  where  said  estate  is  situated,  a  notice, 
in  writing,  stating  what  particular  estate  is 
to  be  sold,  describing  the  same  with  reason¬ 
able  certainty,  and  the  time  when  and  place 
where  said  officer  proposes  to  sell  the  same. 

(b)  Public  notice.  The  said  officer  shall 
also  cause  a  notification  to  the  same  effect 
to  be  published  in  some  newspaper  within 
the  county  where  such  seizure  is  made,  if 
any  such  there  be,  and  Bhall  also  cause  a  like 
notice  to  be  posted  at  the  post  office  nearest 
to  the  estate  seized,  and  in  two  other  public 
places  within  the  county. 

(c)  Time  and  place  of  sale.  The  time  of 
sale  shall  not  be  less  than  twenty  nor  more 
than  forty  days  from  the  time  of  giving  said 
notice.  The  place  of  said  sale  shall  not  be 
more  than  five  miles  distant  from  the  estate 
seized,  except  by  special  order  of  the  Com¬ 
missioner. 

(d)  Manner  of  sale.  At  the  time  and 
place  appointed,  the  officer  making  such 
seizure  shall  proceed  to  sell  the  said  estate 
at  public  auction,  offering  the  same .  at  a 
minimum  price,  Including  the  expense  of 
making  such  levy,  and  all  charges  for  adver¬ 
tising.  When  the  real  estate  so  seized  con¬ 
sists  of  several  distinct  tracts  or  parcels,  the 
officer  making  sale  thereof  shall  offer  each 
tract  or  parcel  for  sale  separately,  and  shall, 
if  he  deem  it  advisable,  apportion  the  ex¬ 
penses  and  charges  aforesaid  to  such  several 
tracts  or  parcels,  or  to  any  of  them,  in  esti¬ 
mating  the  minimum  price. 

(e)  Purchasers.  If  no  person  offers  for  said 
estate  the  amount  of  said  minimum  price, 
the  officer  shall  declare  the  same  to  be  pur¬ 
chased  by  him  for  the  United  States;  other¬ 
wise  the  same  shall  be  declared  to  be  sold 
to  the  highest  bidder. 

(f)  Adjournment  of  sale.  The  said  sale 
may  be  adjourned  from  time  to  time  by  said 
officer  for  not  exceeding  thirty  days  in  all, 
if  he  shall  think  it  advisable  so  to  do.  If 
the  amount  bid  shall  not  be  then  and  there 
paid,  the  officer  shall  forthwith  proceed  to 
again  sell  said  estate  in  the  same  manner. 

Sec.  3702.  Redemption  of  real  estate — 
(at  Before  sale.  Any  person  whose  estate 
may  be  proceeded  against  as  aforesaid  shall 
have  the  right  to  pay  the  amount  due,  to¬ 
gether  with  the  costs  and  charges  thereon, 
to  the  collector  or  deputy  collector  at  any 
time  prior  to  the  sale  thereof,  and  all  further 
proceedings  shall  cease  from  the  time  of  such 
payment. 

(b)  After  sale — (1)  Period.  The  owners 
of  any  real  estate  sold  as  aforesaid,  their 
heirs,  executors,  or  administrators,  or  any 
person  having  any  interest  therein,  or  a  lien 
thereon,  or  any  person  in  their  behalf,  shall 
be  permitted  to  redeem  the  land  sold,  or  any 
particular  tract  thereof,  at  any  time  within 
one  year  after  the  sale  thereof. 

(2)  Price.  The  land  or  tract  aforesaid 
shall  be  permitted  to  be  redeemed  upon  pay¬ 
ment  to  the  purchaser,  or  in  case  he  can 
not  be  found  in  the  county  in  which  the  land 
to  be  redeemed  is  situated,  then  to  the  col¬ 
lector  of  the  district  in  which  the  land  is 
situated,  for  the  use  of  the  purchaser,  his 
heirs,  or  assigns,  the  amount  paid  by  the 
said  purchaser  and  Interest  thereon  at  the 
rate  of  20  per  centum  per  annum. 

(c)  Record.  When  any  lands  sold  are  re¬ 
deemed  as  provided  in  this  section,  the  col¬ 
lector  shall  make  entry  of  the  fact  upon  the 
record  mentioned  in  section  3706,  and  the 
said  entry  shall  be  evidence  of  such  re¬ 
demption. 

Sec.  3703.  Certificates  of  purchase — (a) 
Real  estate  purchased  by  the  United  States. 
In  case  the  real  estate  sold  under  section 
3701  shall  be  declared  to  be  purchased  for 


the  United  States,  the  officer  shall  Immedi¬ 
ately  transmit  a  certificate  of  the  purchase 
to  the  Commissioner. 

(b)  Real  estate  purchased  by  others.  Upon 
any  sale  of  real  estate,  as  provided  in  section 
3701,  and  the  payment  of  the  purchase 
money,  the  officer  making  the  seizure  and 
sale  shall  give  to  the  purchaser  a  certificate 
of  purchase,  which  shall  set  forth  the  real 
estate  purchased,  for  whose  taxes  the  same 
was  sold,  the  name  of  the  purchaser,  and  the 
price  paid  therefor. 

Sec.  3704.  Deeds  of  sale — (a)  Real  estate 
purchased  by  the  United  States.  In  case  real 
estate  shall  be  declared  under  section  3701 

(e)  to  be  purchased  for  the  United  States, 
the  officer  shall — 

(1)  Execution.  At  the  proper  time,  as 
provided  in  subsection  (b),  execute  a  deed 
therefor  after  its  preparation  and  the  en¬ 
dorsement  of  approval  as  to  its  form  by  the 
United  States  district  attorney  for  the  dis¬ 
trict  in  which  the  property  is  situate,  and 

(2)  Record  and  transmission.  Without 
delay  cause  the  same  to  be  duly  recorded  in  j 
the  proper  registry  of  deeds,  and  immediately  ! 
thereafter  transmit  such  deed  to  the  Com-  I 
missioner. 

(b)  Real  estate  purchased  by  others.  If 
the  said  real  estate  be  not  redeemed  in  the 
manner  and  within  the  time  provided  in 
section  3702,  the  said  collector  or  deputy  col-  I 
lector  shall  execute  to  the  said  purchaser,  I 
upon  his  surrender  of  said  certificate,  a  deed  j 
of  the  real  estate  purchased  by  him  as  afore¬ 
said,  reciting  the  facts  set  forth  in  said  cer¬ 
tificate,  and  in  accordance  with  the  laws  of 
the  State  in  which  such  real  estate  is  situate 
upon  the  subject  of  sales  of  real  estate  under 
execution. 

(c)  Legal  effect — (1)  As  evidence.  The 
deed  of  sale  given  in  pursuance  of  this  sec¬ 
tion  shall  be  prima  facie  evidence  of  the  facts 
therein  stated;  and 

(2)  As  conveyance  of  title.  If  the  pro¬ 
ceedings  of  the  officer  as  set  forth  have  been 
substantially  in  accordance  with  the  provi¬ 
sions  of  law,  such  deed  shall  be  considered 
and  operate  as  a  conveyance  of  all  the  right, 
title,  and  Interest  the  party  delinquent  had 
in  and  to  the  real  estate  thus  sold  at  the 
time  the  lien  of  the  United  States  attached 
thereto. 

Sec.  3705.  Transmission  of  certificates  and 
deeds  to  Commissioner.  All  certificates  of 
purchase,  and  deeds  of  property  purchased 
by  the  United  States  under  the  internal  rev¬ 
enue  laws,  on  sales  for  taxes,  or  under  execu¬ 
tions  issued  from  United  States  courts, 
which  may  be  found  in  the  office  of  any  col¬ 
lector,  shall  be  immediately  transmitted  by 
such  officer  to  the  Commissioner. 

Sec.  3706.  Records  of  sale — (a)  Require¬ 
ment.  It  shall  be  the  duty  of  every  collector 
to  keep  a  record  of  all  sales  of  land  made 
in  his  collection  district,  whether  by  himself 
or  his  deputies,  or  by  another  collector.  And 
it  shall  be  the  duty  of  every  deputy  making 
sale,  as  aforesaid,  to  return  a  statement  of 
all  his  proceedings  to  the  collector,  and  to 
certify  the  record  thereof. 

(b)  Contents.  The  record  shall  set  forth 

the  tax  for  which  any  such  sale  was  made, 
the  dates  of  seizure  and  sale,  the  name  of 
the  party  assessed  and  all  proceedings  in 
making  said  sale,  the  amount  of  fees  and 
expenses,  the  name  of  the  purchaser,  and 
the  date  of  the  deed.  J 

(c)  Certification.  The  said  record  shall  ■ 
be  certified  by  the  officer  making  the  sale.  I 

(d>  Copy  to  Commissioner.  On  or  before  ■ 
the  5th  day  of  each  succeeding  month,  the  ■ 
collector  shall  transmit  a  copy  of  such  record  ■ 
of  the  preceding  month  to  the  Commissioner.  ■ 

(e)  Delivery  by  collector  to  successor.  In  ■ 
case  of  the  death  or  removal  of  the  collector,  ■ 
or  the  expiration  of  his  term  of  offTe  from  ■ 
any  other  cause,  said  record  shall  be  deli*'  ■ 
ered  to  his  successor  in  office.  I 
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(f)  Copy  as  evidence.  A  copy  of  every 
such  record,  certified  by  the  collector,  shall 
be  evidence  in  any  court  of  the  truth  of  the 
facts  therein  stated. 

§  39.3710-3716  Statutory  provisions; 
surrender  of  property  subject  to  dis¬ 
traint;  production  of  books;  sale  of  in¬ 
divisible  property;  distraint  by  district 
director  outside  his  district;  period  of 
limitation  upon  distraint;  successive 
seizures;  fees  and  charges  in  distraint 
and  seizure  cases. 

Sec.  3710.  Surrender  of  property  subject 
to  distraint — (a)  Requirement.  Any  person 
in  possession  of  property,  or  rights  to  prop¬ 
erty,  subject  to  distraint,  upon  which  a  levy 
has  been  made,  shall,  upon  demand  by  the 
collector  or  deputy  collector  making  such 
levy,  surrender  such  property  or  rights  to 
such  collector  or  deputy,  unless  such  prop¬ 
erty  or  right  Is,  at  the  time  of  such  demand, 
subject  to  an  attachment  or  execution  under 
any  Judicial  process. 

(b)  Penalty  for  Violation.  Any  person 
who  fails  or  refuses  to  so  surrender  any  of 
such  property  or  rights  shall  be  liable  in 
his  own  person  and  estate  to  the  United 
States  in  a  sum  equal  to  the  value  of  the 
property  or  rights  not  so  surrendered,  but 
not  exceeding  the  amount  of  the  taxes  (in¬ 
cluding  penalties  and  interest)  for  the  col¬ 
lection  of  which  such  levy  has  been  made, 
together  with  costs  and  interest  from  the 
date  of  such  levy. 

(c)  Person  defined.  The  term  “person"  as 
used  in  this  section  Includes  an  officer  or 
employee  of  a  corporation  or  a  member  or 
employee  of  a  partnership,  who  as  such  offi¬ 
cer,  employee,  or  member  is  under  a  duty 
to  perform  the  act  in  respect  of  which  the 
violation  occurs. 

Sec.  3711.  Production  of  books.  All  per¬ 
sons,  and  officers  of  companies  or  corpora¬ 
tions,  are  required,  on  demand  of  a  collector 
or  deputy  collector  about  to  distrain  or  hav¬ 
ing  distrained  on  any  property,  or  rights  of 
property,  to  exhibit  all  books  containing  evi¬ 
dence  or  statements  relating  to  the  subject 
of  distraint,  or  the  property  or  rights  of  prop¬ 
erty  liable  to  distraint  for  the  tax  due. 

Sec.  3712.  Sale  of  indivisible  property. 
When  any  property  liable  to  distraint  for 
taxes  is  not  divisible,  so  as  to  enable  the 
collector  by  sale  of  a  part  thereof  to  raise 
the  whole  amount  of  the  tax,  with  all  costs 
and  charges,  the  whole  of  such  property  shall 
be  sold,  and  the  surplus  of  the  proceeds  of 
the  sale,  after  making  allowance  for  the 
amount  of  the  tax,  interest,  penalties,  and 
additions  thereto,  and  for  the  costs  and 
charges  of  the  distraint  and  sale,  shall  be 
deposited  with  the  Treasurer  of  the  United 
6tates  as  provided  in  section  3971. 

Sec.  3713.  Distraint  by  collector  outside  his 
iistrict.  Any  collector  or  deputy  collector 
®ay,  for  the  collection  of  taxes  imposed  upon 
&ny  person,  and  committed  to  him  for  col¬ 
lection,  seize  and  sell  any  of  the  property, 
real  or  personal  (except  property  exempt 
from  distraint  and  sale  under  section  3691), 
or  any  right  or  interest  therein,  of  such 
person  situated  in  any  other  collection  dis¬ 
trict  within  the  State  in  which  such  officer 
resides,  notwithstanding  the  provisions  of 
subsection  (b)  of  section  3651;  and  his  pro- 
o^lngs  in  relation  thereto  shall  have  the 
effect  as  if  the  same  were  had  in  his 
proper  collection  district. 

8sc.  3714.  Period  of  limitation  upon  dis- 

raint — (a)  Length  of  period.  For  period 
Wthin  which  distraint  may  be  begun  in 
case  of _ 

Irrcome  tax,  see  sections  276  (c)  and  277. 


(b)  Date  of  beginning  distraint.  In  de¬ 
termining  the  running  of  any  period  of  limi¬ 
tation  in  respect  of  distraint,  the  distraint 
shall  be  held  to  have  been  begun — 

(1)  Personal  property.  In  the  case  of 
personal  property,  on  the  date  on  which  the 
levy  upon  such  property  is  made;  or 

(2)  Real  property.  In  the  case  of  real 
property,  on  the  date  on  which  notice  of  the 
time  and  place  of  sale  is  given  to  the  person 
whose  estate  it  is  proposed  to  sell. 

[Sec.  3714  as  amended  by  sec.  207  (b)  (4), 
Social  Security  Act  Amendment  1950] 

Sec.  3715.  Successive  seizures.  Whenever 
any  property,  personal  or  real,  which  is 
seized  and  sold  by  virtue  of  the  foregoing 
provisions,  is  not  sufficient  to  satisfy  the 
claim  of  the  United  States  for  which  distraint 
or  seizure  is  made,  the  collector  may,  there¬ 
after,  and  as  often  as  the  same  may  be  neces¬ 
sary,  proceed  to  seize  and  sell  in  like  manner, 
any  other  property  liable  to  seizure  of  the 
person  against  whom  such  claim  exists,  until 
the  amount  due  from  him,  together  with  all 
expenses,  is  fully  paid. 

Sec.  3716.  Fees  and  charges  in  distraint 
and  seizure  cases.  The  Commissioner  shall 
by  regulation  determine  the  fees  and  charges 
to  be  allowed  in  all  cases  of  distraint  and 
other  seizures;  and  shall  have  power  to  de¬ 
termine  whether  any  expense  incurred  in 
making  any  distraint  or  seizure  was  neces¬ 
sary. 

§  39.3725  Statutory  provisions;  stamp¬ 
ing,  marking,  and  branding  seized  goods. 

Sec.  3725.  Stamping,  marking,  and  brand¬ 
ing  seized  goods.  Where  any  whisky  or  to¬ 
bacco,  or  other  article  of  manufacture  or 
produce,  requiring  brands,  stamps,  or  marks 
of  whatever  kind  to  be  placed  thereon  shall 
be  sold  upon  distraint,  forfeiture  (except  as 
provided  in  section  2805  with  respect  to  dis¬ 
tilled  spirits),  or  other  process  provided  by 
law,  the  same  not  having  been  branded, 
stamped,  or  marked,  as  required  by  law,  the 
officer  selling  the  same  shall,  upon  sale  there¬ 
of,  fix  or  cause  to  be  affixed  the  brands, 
stamps,  or  marks,  so  required. 

SUITS  BY  UNITED  STATES 

§  39.3740  Statutory  provisions;  au¬ 
thorization  to  commence  suit. 

Sec.  3740.  Authorization  to  commence 
suit.  No  suit  for  the  recovery  of  taxes,  or 
of  any  fine,  penalty,  or  forfeiture,  shall  be 
commenced  unless  the  Commissioner  au¬ 
thorizes  or  sanctions  the  proceedings  and 
the  Attorney  General  directs  that  the  suit 
be  commenced. 

§  39.3743  Statutory  provisions;  au¬ 
thorization  for  regulations. 

Sec.  3743.  Regulations.  It  shall  be  the 
duty  of  the  Commissioner,  with  the  ap¬ 
proval  of  the  Secretary,  to  establish  such 
regulations,  not  inconsistent  with  law,  for 
the  observance  of  revenue  officers,  respecting 
suits  arising  under  the  internal  revenue  laws 
in  which  the  United  States  is  a  party,  as 
may  be  deemed  necessary  for  the  Just  re¬ 
sponsibility  of  those  officers  and  the  prompt 
collection  of  all  revenues  and  debts  due  and 
accruing  to  the  United  States  under  such 
laws. 

§  39.3745-3748  Statutory  provisions; 
district  director’s  report  to  district  at¬ 
torney  of  willful  violation  of  law;  suits 
for  recovery  of  erroneous  refunds;  dispo¬ 
sition  of  judgments  and  moneys  recov¬ 
ered;  periods  of  limitation. 

Sec.  3745.  Suits  for  fines,  penalties,  and 
forfeitures — (a)  Collector’s  reports  to  dis¬ 
trict  attorney.  It  shall  be  the  duty  of  every 
collector  of  internal  revenue  having  knowl¬ 


edge  of  any  willful  violation  of  any  law  of 
the  United  States  relating  to  the  revenue, 
within  thirty  days  after  coming  into  pos¬ 
session  of  such  knowledge,  to  file  with  the 
district  attorney  of  the  district  in  which 
any  fine,  penalty,  or  forfeiture  may  be  in¬ 
curred,  a  statement  of  all  the  facts  and  cir¬ 
cumstances  of  the  case  within  his  knowl¬ 
edge,  together  with  the  names  of  the  wit¬ 
nesses,  setting  forth  the  provisions  of  law 
believed  to  be  so  violated  on  which  reliance 
may  be  had  for  condemnation  or  convic¬ 
tion. 

[Sec.  3745  as  amended  by  sec.  142,  Pub.  Law 
72  (81st  Cong.)  J 

Sec.  3746.  Suits  for  recovery  of  erroneous 
refunds — (a)  Refunds  after  limitation  pe¬ 
riod.  Any  portion  of  an  internal  revenue 
tax  (or  any  interest,  penalty,  additional 
amount,  or  addition  to  such  tax)  refund  of 
which  is  erroneously  made,  within  the  mean¬ 
ing  of  section  3774,  may  be  recovered  by  suit 
brought  in  the  name  of  the  United  States, 
but  only  if  such  suit  is  begun  within  two 
years  after  the  making  of  such  refund. 

(b)  Refunds  otherivise  erroneous.  Any 
portion  of  an  internal  revenue  tax  (or  any 
interest,  penalty,  additional  amount,  or  ad¬ 
dition  to  such  tax)  which  has  been  erro¬ 
neously  refunded  (if  such' refund  would  not 
be  considered  as  erroneous  under  section 
3774)  may  be  recovered  by  suit  brought  in 
the  name  of  the  United  States,  but  only  if 
such  suit  is  begun  before  the  expiration  of 
two  years  after  the  making  of  such  refund. 

(c)  Refunds  based  on  fraud  or  misrepre¬ 
sentation.  Despite  the  provisions  of  subsec¬ 
tions  (a)  and  (b)  such  suit  may  be  brought 
at  any  time  within  five  years  from  the  mak¬ 
ing  of  the  refund  if  it  appears  that  any  part 
of  the  refund  was  induced  by  fraud  or  the 
misrepresentation  of  a  material  fact. 

(d)  Interest.  Erroneous  refunds  recov¬ 
erable  by  suit  under  this  section  shall  bear 
interest  at  the  rate  of  6  per  centum  per  an¬ 
num  from  the  date  of  the  payment  of  the 
refund. 

Sec.  3747.  Disposition  of  judgments  and 
moneys  recovered.  All  Judgments  and 
moneys  recovered  or  received  for  taxes,  costs, 
forfeitures,  and  penalties,  shall  be  paid  to 
collectors  as  internal  revenue  taxes  are  re¬ 
quired  to  be  paid. 

Sec.  3748.  Periods  of  limitation — (a)  Crim¬ 
inal  prosecutions.  No  person  shall  be  prose¬ 
cuted,  tried,  or  punished,  for  any  of  the 
various  offenses  arising  under  the  internal 
revenue  laws  of  the  United  States  unless  the 
indictment  is  found  or  the  information  in¬ 
stituted  within  three  years  next  after  the 
commission  of  the  offense,  except  that  the 
period  of  limitation  shall  be  six  years — 

(1)  For  offenses  involving  the  defrauding 
or  attempting  to  defraud  the  United  States 
or  any  agency  thereof,  whether  by  conspiracy 
or  not,  and  in  any  manner, 

(2)  For  the  offense  of  willfully  attempt¬ 
ing  in  any  manner  to  evade  or  defeat  any 
tax  or  the  payment  thereof,  and 

(3)  For  the  offense  of  willfully  aiding  or 
assisting  in,  or  procuring,  counseling,  or 
advising,  the  preparation  or  presentation 
under,  or  in  connection  with  any  matter 
arising  under,  the  internal  revenue  laws,  of 
a  false  or  fraudulent  return,  affidavit,  claim, 
or  document  (whether  or  not  such  falsity 
or  fraud  is  with  the  knowledge  or  consent 
of  the  person  authorized  or  required  to 
present  such  return,  affidavit,  claim,  or 
document). 

For  offenses  arising  under  section  37  of  the 
Criminal  Code,  March  4,  1909,  35  Stat.  1090 
(U.  S.  C.  Title  18,  sec.  88  [  now  sec.  371  ] )  where 
the  object  of  the  conspiracy  is  to  attempt 
in  any  manner  to  evade  or  defeat  any  tax  or 
the  payment  thereof,  the  period  of  limitation 
shall  also  be  six  years.  The  time  during 
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which  the  person  committing  any  of  the 
offenses  above  mentioned  Is  absent  from  the 
district  wherein  the  same  Is  committed  shall 
not  be  taken  as  any  part  of  the  time  limited 
by  law  for  the  commencement  of  such  pro¬ 
ceedings.  Where  a  complaint  is  instituted 
before  a  commissioner  of  the  United  States 
within  the  period  above  limited,  the  time 
shall  be  extended  until  the  discharge  of  the 
grand  Jury  at  its  next  session  within  the 
district. 

(b)  Scope  of  limitations.  Subsection  (a) 
of  this  section  shall  apply  to  offenses  when¬ 
ever  committed;  except  that  it  shall  not  ap¬ 
ply  to  offenses  the  prosecution  of  which  was 
barred  before  June  6,  1932. 

(c)  Civil  suits.  For  period  of  limitation 
in  respect  of — 

Suits  for  fines,  penalties,  and  forfeitures, 
see  section  1047  of  the  Revised  Statutes 
(U.  S.  C.,  Title  28,  sec.  791  [now  sec.  2462]). 

Suits  for  erroneous  refunds,  see  section 
3746. 

CLOSING  AGREEMENTS  AND  COMPROMISES 

§  39.3760  Statutory  provisions;  clos¬ 
ing  agreements. 

Sec.  3760.  Closing  agreements — (a)  Au- 
thorization.  The  Commissioner  (or  any  of¬ 
ficer  or  employee  of  the  Bureau  of  Internal 
Revenue,  Including  the  field  service,  author¬ 
ized  in  writing  by  the  Commissioner)  is 
authorized  to  enter  into  an  agreement  in 
writing  with  any  person  relating  to  the  li¬ 
ability  of  such  person  (or  of  the  person  or 
estate  for  whom  he  acts)  in  respect  of  any 
internal  revenue  tax  for  any  taxable  period. 

(b)  Finality.  If  such  agreement  is  ap¬ 
proved  by  the  Secretary,  the  Under  Secretary, 
or  an  Assistant  Secretary,  within  6uch  time 
as  may  be  stated  in  such  agreement,  or  later 
agreed  to,  such  agreement  shall  be  final  and 
conclusive,  and,  except  upon  a  showing  of 
fraud  or  malfeasance,  or  misrepresentation 
of  a  material  fact — 

(1)  The  case  shall  not  be  reopened  as  to 
the  matters  agreed  upon  or  the  agreement 
modified,  by  any  officer,  employee,  or  agent 
of  the  United  States,  and 

(2)  In  any  suit,  action,  or  proceeding, 
such  agreement,  or  any  determination,  as¬ 
sessment,  collection,  payment,  abatement, 
refund,  or  credit  made  in  accordance  there¬ 
with,  shall  not  be  annulled,  modified,  set 
aside,  or  disregarded. 

§  39.3760-1  Closing  agreements  relat¬ 
ing  to  tax  liability  in  respect  of  internal 
revenue  taxes,  (a)  Closing  agreements 
provided  for  in  section  3760  of  the  In¬ 
ternal  Revenue  Code  may  relate  to  any 
taxable  period  ending  prior  or  subse¬ 
quent  to  the  date  of  the  agreement. 
With  respect  to  taxable  periods  ending 
prior  to  the  date  of  the  agreement,  the 
master  agreed  upon  may  relate  to  the 
total  tax  liability  of  the  taxpayer  or  it 
may  relate  to  one  or  more  separate  items 
affecting  the  tax  liability  of  the  taxpayer, 
as  for  example,  the  amount  of  gross  in¬ 
come,  deductions  for  losses,  depreciation 
or  depletion,  or  the  year  for  which  an 
item  of  income  is  to  be  included  in  gross 
income  or  the  year  for  which  an  item 
of  loss  is  to  be  deducted,  or  the  value  of 
property  on  a  specified  date.  A  closing 
agreement  may  also  be  entered  into  in 
order  to  provide  a  “determination  under 
the  income  tax  laws”  as  defined  in  sec¬ 
tion  3801  (a)  (1)  (A)  of  the  Internal 
Revenue  Code.  With  respect  to  taxable 
periods  ending  subsequent  to  the  date  of 
the  agreement,  the  matter  agreed  upon 
may  relate  only  to  one  or  more  separate 
items  affecting  the  tax  liability  of  the 


taxpayer.  The  following,  among  others, 
are  examples  of  the  latter  type  of  closing 
agreement:  (1)  A  taxpayer  may  sell  a 
portion  of  his  holdings  in  a  particular 
stock.  A  closing  agreement  may  be  en¬ 
tered  into  fixing  the  cost  or  other  legal 
factor  determining  the  basis  for  com¬ 
puting  gain  or  loss  on  such  sale,  and,  at 
the  same  time  fixing  the  cost  or  other 
legal  factor  determining  the  basis  (unless 
or  until  the  statute  is  changed  to  require 
the  use  of  some  other  factor  to  determine 
basis)  of  the  remaining  portion  of  the 
stock  still  held  ,  by  the  taxpayer  upon 
which  gain  or  loss  will  be  computed  when 
the  taxpayer  sells  such  stock  in  a  later 
year;  (2)  if  the  taxpayer  is  undecided 
whether  to  sell  property  or  hold  it,  or  as 
to  the  price  at  which  to  sell  it,  a  closing 
agreement  may  be  entered  into  deter¬ 
mining  the  market  value  of  the  property 
as  of  March  1,  1913,  for  future  taxable 
periods,  prior  to  the  consummation  of 
the  sale  by  the  taxpayer.  A  closing 
agreement  with  respect  to  any  taxable 
period  ending  subsequent  to  the  date  of 
the  agreement  is  subject  to  any  change 
in  or  modification  of  the  law  enacted 
subsequent  to  the  date  of  the  agreement 
and  applicable  to  such  taxable  period, 
and  each  closing  agreement  shall  so  re¬ 
cite.  Closing  agreements  may  be  exe¬ 
cuted  even  though  under  the  agreement 
the  taxpayer  is  not  liable  for  any  tax  for 
the  period  to  which  the  agreement  re¬ 
lates.  There  may  be  a  series  of  agree¬ 
ments  relating  to  the  tax  liability  for  a 
single  period.  Any  tax  or  deficiency  in 
tax  determined  pursuant  to  a  closing 
agreement  shall  be  assessed  and  col¬ 
lected,  and  any  overpayment  determined 
pursuant  thereto  shall  be  credited  or  re¬ 
funded  in  accordance  with  the  applicable 
provisions  of  law. 

(b)  The  procedure  in  the  Internal 
Revenue  Service  with  respect  to  appli¬ 
cations  for  entering  into  closing  agree¬ 
ments  in  accordance  with  the  regula¬ 
tions  under  section  3760  will  be  under 
such  rules  as  may  be  prescribed  from 
time  to  time  by  the  Commissioner. 

§  39.3761-3762  Statutory  provisions; 
compromises;  penalties  for  concealment 
of  property  or  withholding,  etc.,  of 
records. 

Sec.  3761.  Compromises — (a)  Authoriza¬ 
tion.  The  Commissioner,  with  the  approval 
of  the  Secretary,  or  of  the  Under  Secretary 
of  the  Treasury,  or  of  an  Assistant  Secretary 
of  the  Treasury,  may  compromise  any  civil 
or  criminal  case  arising  under  the  Internal 
revenue  laws  prior  to  reference  to  the  De¬ 
partment  of  Justice  for  prosecution  or 
defense;  and  the  Attorney  General  may  com¬ 
promise  any  such  case  after  reference  to  the 
Department  of  Justice  for  prosecution  or 
defense. 

(b)  Record.  Whenever  a  compromise  is 
made  by  the  Commissioner  In  any  case  there 
shall  be  placed  on  file  in  the  office  of  the 
Commissioner  the  opinion  of  the  General 
Counsel  for  the  Department  of  the  Treasury, 
or  of  the  officer  acting  as  such,  with  his 
reasons  therefor,  with  a  statement  of — 

(1)  The  amount  of  tax  assessed, 

(2)  The  amount  of  additional  tax  or  pen¬ 
alty  imposed  by  law  In  consequence  of  the 
neglect  or  delinquency  of  the  person  against 
whom  the  tax  Is  assessed,  and 

(3)  The  amount  actually  paid  In  accord¬ 
ance  with  the  terms  of  the  compromise. 


(e)  Cross  reference.  For  compromises 
tfter  Judgment,  see  R.  S.  sec.  3469  (U.  S.  C., 
Title  31,  sec.  194). 

Sec.  3762.  Penalties.  Any  person  who,  in 
connection  with  any  compromise  under  sec¬ 
tion  3761,  cw  offer  of  such  compromise,  or 
in  connection  with  any  closing  agreement 
under  section  3760,  or  offer  to  enter  into 
any  such  agreement,  willfully — 

(a)  Concealment  of  property.  Conceals 
from  any  officer  or  employee  of  the  United 
States  any  property  belonging  to  the  estate 
of  a  taxpayer  or  other  person  liable  in  respect 
of  the  tax,  or 

(b)  Withholding,  falsifying,  and  destroy¬ 
ing  records.  Receives,  destroys,  mutilates, 
or  falsifies  any  book,  document,  or  record, 
or  makes  under  oath  any  false  statement, 
relating  to  the  estate  or  financial  condition 
of  the  taxpayer  or  other  person  liable  in 
respect  of  the  tax — 

Shall,  upon  conviction  thereof,  be  fined 
not  more  than  $10,000  or  Imprisoned  for 
not  more  than  one  year,  or  both. 

ABATEMENTS,  CREDITS,  AND  REFUNDS 

§  39.3770-3775  Statutory  provisions; 
authority  to  make  abatements,  credits, 
and  refunds;  interest  on  overpayments; 
suits  for  refund;  interest  on  judgments; 
refunds  after  periods  of  limitation; 
credits  after  periods  of  limitation. 

Sec.  3770.  Authority  to  make  abatements, 
credits,  and  refunds — (a)  To  taxpayers— 
(1)  Assessments  and  collections  generally. 
Except  as  otherwise  provided  by  law  in 
the  case  of  income  war-profits,  excess-profits, 
estate,  and  gift  taxes,  the  Commissioner,  sub¬ 
ject  to  regulations  prescribed  by  the  Secre¬ 
tary,  is  authorized  to  remit,  refund,  and  pay 
back  all  taxes  erroneously  or  illegally  assessed 
or  collected,  all  penalties  collected  without 
authority,  and  all  taxes  that  appear  to  be 
unjustly  assessed  or  excessive  in  amount,  or 
in  any  manner  wrongfully  collected. 

(2)  Assessments  and  collections  after 
limitation  period.  Any  tax  (or  any  interest, 
penalty,  additional  amount,  or  addition 
to  such  tax)  assessed  or  paid  after  the  ex¬ 
piration  of  the  period  of  limitation  properly 
applicable  thereto  shall  be  considered  an 
overpayment  and  shall  be  credited  or  re¬ 
funded  to  the  taxpayer  if  claim  therefor 
is  filed  within  the  period  of  limitation  for 
filing  such  claim. 

(3)  Date  of  allowance.  Where  the  Com¬ 
missioner  has  signed  a  schedule  of  over¬ 
assessments  in  respect  of  any  internal  reve¬ 
nue  tax  imposed  by  this  title,  the  Revenue 
Act  of  1932,  or  any  prior  revenue  Act,  the 
date  on  which  he  first  signed  such  schedule 
(if  after  May  28,  1928)  shall  be  considered 
as  the  date  of  allowance  of  refund  or  credit 
in  respect  of  such  tax. 

(4)  Credit  of  overpayment  of  one  class 
of  tax  against  another  class  of  tax  due.  Not¬ 
withstanding  any  provision  of  law  to  the 
contrary,  the  Commissioner  may,  in  his  dis¬ 
cretion,  in  lieu  of  refunding  an  overpayment 
of  tax  imposed  by  any  provision  of  this  title, 
credit  such  overpayment  against  any  tax 
due  from  the  taxpayer  under  any  other  pro¬ 
vision  of  this  title. 

(6)  Delegation  of  authority  to  collectors 
to  make  refunds.  The  Commissioner,  with 
the  approval  of  the  Secretary,  is  authorized 
to  delegate  to  collectors  any  authority,  duty, 
or  function  which  the  Commissioner  is 
authorized  or  required  to  exercise  or  per¬ 
form  under  paragraph  (1),  (2),  (3),  or  (4) 
of  this  subsection,  or  under  section  322  or 
1027,  where  the  amount  involved  (exclusive 
of  Interest,  penalties,  additions  to  the  tax. 
and  additional  amounts)  does  not  exceed 
$10,000. 

(6)  Cross  references.  For  limitations  0* 
refunds  and  credits  in  case  of — 
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Income  tax.  see  section  322. 

•  *  •  •  • 

(b)  To  collectors  and  officers.  The  Com¬ 
missioner,  subject  to  regulations  prescribed 
by  the  Secretary,  is  authorized  to  repay — 

(1)  Collections  recovered.  To  any  col¬ 
lector  or  deputy  collector  the  full  amount  of 
such  sums  of  money  as  may  be  recovered 
against  him  in  any  court,  for  any  internal 
revenue  taxes  collected  by  him,  with  the 
cost  and  expense  of  suit;  also 

(2)  Damages  and  costs.  All  damages  and 
costs  recovered  against  any  collector,  deputy 
collector,  agent,  or  inspector,  in  any  suit 
brought  against  him  by  reason  of  anything 
done  in  the  due  performance  of  his  official 
duty. 

(c)  Rule  where  no  tax  liability.  An 
amount  paid  as  tax  shall  not  be  considered 
not  to  constitute  an  overpayment  solely  by 
reason  of  the  fact  that  there  was  no  tax 
liability  in  respect  of  which  such  amount 
was  paid. 

[Sec.  3770  as  amended  by  sec.  508  (b),  Sec¬ 
ond  Rev.  Act  1940;  sec.  4  (c)  and  (d)  Current 
Tax  Payment  Act  1943;  sec.  9  (a).  Pub.  Law 
271  (81st  Cong.);  sec.  207  (b)  (5),  Social 
Security  Act  Amendments  1950] 

Sec.  3771.  Interest  on  overpayments — (a) 
Rate.  Interest  shall  be  allowed  and  paid 
upon  any  overpayment  in  respect  of  any  in¬ 
ternal  revenue  tax  at  the  rate  of  6  per 
centum  per  annum. 

(b)  Period.  Such  interest  shall  be  al¬ 
lowed  and  paid  as  follows : 

(1)  Credits.  In  the  case  of  a  credit,  from 
the  date  of  the  overpayment  to  the  due  date 
of  the  amount  against  which  the  credit  is 
taken,  but  if  the  amount  against  which  the 
credit  is  taken  is  an  additional  assessment 
of  a  tax  imposed  by  the  Revenue  Act  of  1921, 
42  Stat.  227,  or  any  subsequent  Revenue  Act, 
then  to  the  date  of  the  assessment  of  that 
amount. 

(2)  Refunds.  In  the  case  of  a  refund, 
from  the  date  of  the  overpayment  to  a  date 
preceding  the  date  of  the  refund  check  by 
not  more  than  thirty  days,  such  date  to  be 
determined  by  the  Commissioner,  whether  or 
nor  such  refund  check  is  accepted  by  the 
taxpayer  after  tender  of  such  check  to  the 
taxpayer.  The  acceptance  of  such  check 
ahall  be  without  prejudice  to  any  right  of 
the  taxpayer  to  claim  any  additional  over¬ 
payment  and  interest  thereon. 

(c)  Additional  assessment  defined.  As 
used  in  this  section  the  term  “additional  as¬ 
sessment"  means  a  further  assessment  for 
a  tax  of  the  same  character  previously  paid 
In  part,  and  includes  the  assessment  of  a 
deficiency  of  any  Income  or  estate  tax  im¬ 
posed  by  the  Revenue  Act  of  1924,  43  Stat. 
253,  or  by  any  subsequent  Revenue  Act. 

(d)  Claims  based  on  deduction  for  bad 
debts  or  worthless  securities.  If  credit  or 
refund  of  any  part  of  an  overpayment  would 
be  barred  under  section  322  (b),  except  for 
paragraph  (5)  thereof,  or  under  section  322 

(d),  except  for  clause  (2)  thereof,  no  interest 
shall  be  allowed  or  paid  with  respect  to  such 
part  of  the  overpayment  for  any  period  be¬ 
ginning  after  the  expiration  of  the  period 
of  limitation  provided  in  section  322  (b)  (1) 
for  filing  claim  for  credit  refund  of  such 
part  of  the  overpayment  and  ending  at  the 
expiration  of  six  months  after  the  date  on 
*hich  the  claim  was  filed  or,  in  case  no 
claim  was  filed  and  the  overpayment  was 
found  by  the  Board,  ending  at  the  time  the 
petition  was  filed  with  the  Board. 

(e)  Claims  based  on  carry-back  of  loss  or 
credit.  If  the  Commissioner  determines  that 
eny  part  of  an  overpayment  is  attributable 
w  the  Inclusion  in  computing  the  net  oper- 
ating  loss  deduction  for  the  taxable  year  of 
auy  part  of  the  net  operating  loss  for  a 
succeeding  taxable  year  or  to  the  Inclusion 

computing  the  unused  excess  profits  credit 
adjustment  for  the  taxable  year  of  any  part 


of  the  unused  excess  profits  credit  for  a  suc¬ 
ceeding  taxable  year,  no  interest  shall  be 
allowed  or  paid  with  respect  to  such  part 
of  the  overpayment  for  any  period  before 
the  filing  of  a  claim  for  credit  or  refund 
of  such  part  of  the  overpayment  or  the  filing 
of  a  petition  with  the  Board,  whichever  is 
earlier;  nor  for  any  period  beginning  with 
the  date  of  filing  of  an  application  under  sec¬ 
tion  3780  (a)  relating  to  such  part  of  the 
overpayment  and  ending  with  the  last  date 
the  Commissioner’s  determination  is  re¬ 
quired  to  be  made  under  section  3780  (b); 
nor,  in  case  an  application  is  made  under 
section  3780  (a),  for  any  period  before  the 
first  day  of  the  month  immediately  follow¬ 
ing  the  month  in  which  falls  the  last  date 
prescribed  by  law  (including  any  extension 
of  time  granted  the  taxpayer)  for  filing  the 
return  for  the  taxable  year  of  the  net  operat¬ 
ing  loss  or  unused  excess  profits  credit,  or 
before  the  date  on  which  the  return  is  filed, 
whichever  is  later. 

(f)  Estimated  tax  and  tax  withheld  at 
source.  For  date  of  payment  in  respect  of 
estimated  tax  and  of  tax  withheld  at  source 
on  wages,  see  section  322  (e). 

(g)  Claims  based  upon  relief  under  sec¬ 
tion  722.  *  •  •  [No  longer  applicable.] 

[Sec.  3771  as  amended  by  secs.  124  (c),  153 
(d).  172  (f)  (5),  Rev.  Act  1942;  sec.  4  (e). 
Current  Tax  Payment  Act  1943;  sec.  2  (b). 
Pub.  Law  201  (78th  Cong.);  sec.  6  (b).  Tax 
Adjustment  Act  1945] 

Sec.  3772.  Suits  for  refund — (a)  Limita¬ 
tions — (1)  Claim.  No  suit  or  proceeding 
shall  be  maintained  in  any  court  for  the 
recovery  of  any  internal  revenue  tax  alleged 
to  have  been  erroneously  or  illegally  assessed 
or  collected,  or  of  any  penalty  claimed  to 
have  been  collected  without  authority,  or 
of  any  sum  alleged  to  have  been  excessive 
or  in  any  manner  wrongfully  collected  until 
a  claim  for  refund  or  credit  has  been  duly 
filed  with  the  Commissioner,  according  to 
the  provisions  of  law  in  that  regard,  and 
the  regulations  of  the  Secretary  established 
in  pursuance  thereof. 

(2)  Time.  No  such  suit  or  proceeding 
shall  be  begun  before  the  expiration  of  six 
months  from  the  date  of  filing  such  claim 
unless  the  Commissioner  renders  a  decision 
thereon  within  that  time,  nor  after  the  ex¬ 
piration  of  two  years  from  the  date  of  mail¬ 
ing  by  registered  mail  by  the  Commissioner 
to  the  taxpayer  of  a  notice  of  the  disallow¬ 
ance  of  the  part  of  the  claim  to  which  such 
suit  or  proceeding  relates. 

(3)  Reconsideration  after  mailing  of 
notice.  Any  consideration,  reconsideration, 
or  action  by  the  Commissioner  with  respect 
to  such  claim  following  the  mailing  of  a 
notice  by  registered  mail  of  disallowance 
shall  not  operate  to  extend  the  period  within 
which  suit  may  be  begun.  This  paragraph 
shall  not  operate  (A)  to  bar  a  suit  or  pro¬ 
ceeding  in  respect  of  a  claim  reopened  prior 
to  June  22,  1936,  if  such  suit  or  proceeding 
was  not  barred  under  the  law  in  effect  prior 
to  that  date,  or  (B)  to  prevent  the  suspen¬ 
sion  of  the  statute  of  limitations  for  filing 
suit  under  section  3774  (b)  (2). 

(b)  Protests  or  duress.  Such  suit  or  pro¬ 
ceeding  may  be  maintained,  whether  or  not 
such  tax,  penalty,  or  sum  has  been  paid 
under  protest  or  duress. 

(c)  Cross  references.  For  provisions  re¬ 
lating  to  claims  for  refund  or  credit  filed 
with  the  Commissioner  in  respect  of — 

Income  tax,  see  section  322.  •  *  • 

(d)  Suits  against  collector  a  bar.  A  suit 
against  a  collector  (or  former  collector)  or 
his  personal  representative  for  the  recovery 
of  any  internal  revenue  tax  alleged  to  have 
been  erroneously  or  illegally  assessed  or  col¬ 
lected,  or  of  any  penalty  claimed  to  have 
been  collected  without  authority,  or  of  any 
sum  alleged  to  have  been  excessive  or  in  any 
manner  wrongfully  collected  shall  be  treated 


as  if  the  United  States  had  been  a  party  to 
such  suit  in  applying  the  doctrine  of  res 
Judicata  in  all  suits  instituted  after  June 
15,  1942,  in  respect  of  any  internal  revenue 
tax,  and  in  all  proceedings  in  the  Board  and 
on  review  of  decisions  of  the  Board  where 
the  petition  to  the  Board  was  filed  after 
such  date. 

(e)  Credit  treated  as  payment.  The  credit 
of  an  overpayment  of  any  tax  in  satisfaction 
of  any  tax  liability  shall,  for  the  purpose  of 
any  suit  for  refund  of  such  tax  liability 
so  satisfied,  be  deemed  to  be  a  payment  in 
respect  of  such  tax  liability  to  the  collector 
in  office  at  the  time  such  credit  is  allowed. 

[Sec.  3772  as  amended  by  sec.  503,  Rev.  Act 
1942;  sec.  9  (b),  Pub.  Law  271  (81st  Cong.); 
sec.  207  (b)  (6),  Social  Security  Act  Amend¬ 
ments  1950] 

Sec.  3773.  Interest  on  judgments.  For  in¬ 
terest  on  Judgments,  see  section  177  of  the 
Judicial  Code  as  amended  by  act  of  May  29, 
1928,  c.  852,  section  615,  45  Stat.  877  (U.  S.  C.. 
Title  28,  section  284  [now  sec.  2516  (a)]). 

Sec.  3774.  Refunds  after  periods  of  limita¬ 
tion.  A  refund  of  any  portion  of  an  internal 
revenue  tax  (or  any  interest,  penalty,  addi¬ 
tional  amount,  or  addition  to  such  tax)  shall 
be  considered  erroneous — 

(a)  Expiration  of  period  for  filing  claim. 
If  made  after  the  expiration  of  the  period  of 
limitation  for  filing  claim  therefor,  unless 
within  such  period  claim  was  filed;  or 

(b)  Disallowance  of  claim  and  expiration 
of  period  for  filing  suit.  In  the  case  of  a 
claim  filed  within  the  proper  time  and  dis¬ 
allowed  by  the  Commissioner  if  the  refund 
was  made  after  the  expiration  of  the  period 
of  limitation  for  filing  suits,  unless — 

( 1 )  Within  such  period  suit  was  begun  by 
the  taxpayer,  or 

(2)  Within  such  period,  the  taxpayer  and 
the  Commissioner  agreed  in  writing  to  sus¬ 
pend  the  running  of  the  statute  of  limita¬ 
tions  for  filing  suit  from  the  date  of  the 
agreement  to  the  date  of  final  decision  in  one 
or  more  named  cases  then  pending  before  the 
Board  of  Tax  Appeals  or  the  courts.  If  such 
agreement  has  been  entered  into,  the  running 
of  such  statute  of  limitations  shall  be  sus¬ 
pended  in  accordance  with  the  terms  of  the 
agreement. 

(c)  Cross  reference.  For  procedure  by  the 
United  States  to  recover  erroneous  refunds, 
see  section  3746. 

Sec.  3775.  Credits  after  periods  of  limita¬ 
tion — (a)  Period  against  United  States.  Any 
credit  against  a  liability  in  respect  of  any 
taxable  year  shall  be  void  if  any  payment  in 
respect  of  such  liability  would  be  considered 
an  overpayment  under  section  3770  (a)  (2). 

(b)  Period  against  taxpayer.  A  credit  of 
an  overpayment  in  respect  of  any  tax  shall 
be  void  if  a  refund  of  such  overpayment 
would  be  considered  erroneous  under  section 
3774. 

§  39.3777  Statutory  provisions ;  re¬ 
ports  of  refunds  and  credits  in  excess  of 
$200,000. 

Sec.  3777.  Reports  of  refunds  and  credits 
in  excess  of  $200,000 — (a)  By  Commissioner 
to  Joint  Committee.  No  refund  or  credit  of 
any  income,  war-profits,  excess-profits, 
estate,  or  gift  tax  in  excess  of  $200,000  shall 
be  made  until  after  the  expiration  of  thirty 
days  from  the  date  upon  which  a  report 
giving  the  name  of  the  person  to  whom  the 
refund  or  credit  is  to  be  made,  the  amount  of 
such  refund  or  credit,  and  a  summary  of  the 
facts  and  the  decision  of  the  Commissioner 
is  submitted  to  the  Joint  Committee  on  In¬ 
ternal  Revenue  Taxation. 

(b)  By  Joint  Committee  to  Congress.  A 
report  to  Congress  shall  be  made  annually  by 
such  committee  of  such  refunds  and  credits, 
Including  the  names  of  all  persons  and  cor- 
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poratlons  to  whom  amounts  are  credited  or 
payments  are  made,  together  with  the 
amounts  credited  or  paid  to  each. 

(c)  Tentative  adjustments.  Any  credit  or 
refund  allowed  or  made  under  section  3780 

(b)  or  under  section  124  (k)  shall  be  made 
without  regard  to  the  provisions  of  subsec¬ 
tion  (a).  In  any  such  case,  if  the  credit  or 
refund,  reduced  by  any  deficiency  in  such  tax 
thereafter  assessed  and  by  deficiencies  in  any 
other  tax  resulting  from  adjustments  re¬ 
flected  in  the  determination  of  the  credit  or 
refund,  is  in  excess  of  $200,000,  there  shall 
be  submitted  to  such  committee  a  report 
containing  the  matter  specified  in  subsection 

(a)  at  such  time  after  the  making  of  the 
credit  or  refund  as  the  Commissioner  shall 
determine  the  correct  amount  of  the  tax. 

|Sec.  3777  as  amended  by  sec.  4  (c),  Tax 
Adjustment  Act  1945;  sec.  151,  Rev.  Act  1945; 
6ec.  10  (b) ,  Pub.  Law  271  (81st  Cong. )  ] 

§  39.3779  Statutory  previsions ;  ex¬ 
tensions  of  time  for  payment  of  taxes 
by  corporations  expecting  carry-backs. 

Sec.  3779.  Extensions  of  time  for  payment 
of  taxes  by  corporations  expecting  carry¬ 
backs — (a)  In  general.  If  a  corporation, 
in  any  taxable  year  ending  on  or  after 
September  30,  1945,  files  with  the  collector 
a  statement,  as  provided  in  subsection  (b), 
with  respect  to  an  expected  net  operating 
loss  carry-back  or  unused  excess  profits 
credit  carry-back  from  such  taxable  year,  the 
time  for  payment  of  all  or  part  of  any  tax 
imposed  by  chapter  1  or  2  for  the  taxable  year 
immediately  preceding  such  taxable  year 
shall  be  extended,  to  the  extent  and  subject 
to  the  conditions  and  limitations  herein¬ 
after  provided  in  this  section. 

(b)  Contents  of  statement.  The  state¬ 
ment  with  respect  to  an  expected  carry-back 
referred  to  in  subsection  (a)  of  this  section 
shall  be  sworn  to  in  the  manner  prescribed 
by  section  52  in  the  case  of  a  return  and 
shall  be  filed  at  such  time  and  in  such  man- 
ni«  and  form  as  the  Commissioner,  with  the 
approval  of  the  Secretary,  may  by  regula¬ 
tions  prescribe.  Such  statement  shall  set 
forth  that  the  corporation  expects  to  have 
a  net  operating  loss  carry-back,  as  provided 
in  section  122  (b) ,  or  an  unused  excess  profits 
credit  carry-back,  as  provided  in  section  432 

(c) ,  from  the  taxable  year  in  which  such 
statement  is  made,  and  shall  set  forth,  in 
such  detail  and  with  such  supporting  data 
and  explanation  as  such  regulations  shall 
require — 

(1)  The  estimated  amount  of  the  expected 
net  operating  loss  or  unused  excess  profits 
credit; 

(2)  The  reasons,  facts,  and  circumstances 
which  cause  the  corporation  to  expect  such 
net  operating  loss  or  unused  excess  profits 
credit; 

(3)  The  amount  of  the  reduction,  attrib¬ 
utable  to  the  expected  carry-back,  in  the 
aggregate  of  the  taxes  previously  determined 
for  all  taxable  years  affected  by  the  carry¬ 
back  prior  to  the  taxable  year  of  the  expected 
loss  or  unused  credit;  such  taxes  previously 
determined  being  ascertained  in  accordance 
with  the  method  prescribed  in  section  3801 

(d)  ;  and  such  reduction  being  determined  by 
applying  the  expected  carry-back  in  the 
manner  provided  by  law  to  the  items  on  the 
basis  of  which  such  taxes  were  determined 
but  such  reduction  being  decreased  by  the 
amount  of  any  credits  under  section  780 
properly  allocable  to  6uch  reduction; 

(4)  The  tax  or  taxes  and  the  amount 
thereof  the  time  for  payment  of  which  is  to 
be  extended;  and 

(5)  Such  other  Information  for  the  pur¬ 
pose  of  carrying  out  the  provisions  of  this 
section  as  may  be  required  by  such 
regulations. 
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The  collector  shall,  upon  request,  furnish  a 
receipt  for  any  statement  filed,  which  shall 
set  forth  the  date  of  such  filing. 

(c)  Amount  to  which  extension  relates 
and  installment  payments.  The  amount  the 
time  for  payment  of  which  may  be  extended 
under  subsection  (a)  with  respect  to  any 
tax  shall  not  exceed  the  amount  of  such  tax 
shown  on  the  return,  increased  by  any 
amount  assessed  as  a  deficiency  (or  as  in¬ 
terest  or  additions  to  the  tax)  prior  to  the 
date  of  filing  the  statement  and  decreased 
by  any  amount  paid  or  required  to  be  paid 
prior  to  the  date  of  such  filing,  and  the  total 
amount  of  the  taxes  the  time  for  payment 
of  which  may  be  extended  shall  not  exceed 
the  amount  stated  under  clause  (3)  of  sub¬ 
section  (b).  For  the  purposes  of  this  sub¬ 
section,  an  amount  shall  not  be  considered 
as  required  to  be  paid  unless  shown  on  the 
return  or  assessed  as  a  deficiency  (or  as  in¬ 
terest  or  additions  to  the  tax),  and  an 
amount  assessed  as  a  deficiency  (or  as  in¬ 
terest  or  addition  to  the  tax)  shall  be  con¬ 
sidered  to  be  required  to  be  paid  prior  to  the 
date  of  filing  of  the  statement  if  the  tenth 
day  after  notice  and  demand  for  its  payment 
occurs  prior  to  such  date.  If  an  extension  of 
time  under  this  section  relates  to  only  a  part 
of  a  tax,  the  time  for  payment  of  the  re¬ 
mainder  shall  be  considered  to  be  the  dates 
on  which  payments  would  have  been  re¬ 
quired  if  such  remainder  had  been  the  tax 
and  the  taxpayer  had  elected  to  pay  the  tax 
in  installments  as  provided  in  section  56  (b). 

(d)  Period  of  extension.  The  extension 
of  time  for  payment  provided  in  this  section 
shall  expire — 

( 1 )  On  the  last  day  of  the  month  in  which 
falls  the  last  date  prescribed  by  law  (in¬ 
cluding  any  extension  of  time  granted  the 
taxpayer)  for  the  filing  of  the  return  for  the 
taxable  year  of  the  expected  net  operating 
loss  or  unused  excess  profits  credit,  or 

(2)  If  an  application  for  tentative  carry¬ 
back  adjustment  provided  in  section  3780 
with  respect  to  such  loss  or  unused  credit  is 
filed  before  the  expiration  of  the  period  pre¬ 
scribed  in  clause  (1),  on  the  date  on  which 
notice  is  mailed  by  registered  mail  by  the 
Commissioner  to  the  taxpayer  that  such  ap¬ 
plication  is  allowed  or  disallowed  in  whole 
or  in  part. 

(e)  Revised  statements.  Each  statement 
filed  under  subsection  (a)  with  respect  to 
any  taxable  year  shall  be  in  lieu  of  the  last 
statement  previously  filed  with  respect  to 
such  year.  If  the  amount  the  time  for  pay¬ 
ment  of  which  is  extended  under  a  state¬ 
ment  filed  is  less  than  the  amount  under 
the  last  statement  previously  filed  the  ex¬ 
tension  of  time  shall  be  terminated  as  to  the 
difference  between  the  two  amounts. 

(f)  Termination  by  Commissioner.  The 
Commissioner  is  not  required  to  make  any 
examination  of  the  statement,  but  he  may 
make  such  examination  thereof  as  he  deems 
necessary  and  practicable.  The  Commis¬ 
sioner  shall  terminate  the  extension  as  to 
any  part  of  the  amount  to  which  it  relates 
which  he  deems  should  be  terminated  be¬ 
cause,  upon  such  examination,  he  believes 
that,  as  of  the  time  such  examination  is 
made,  all  or  any  part  of  the  statement  clearly 
is  in  a  material  respect  erroneous  or  un¬ 
reasonable. 

(g)  Payments  on  termination.  If  an  ex¬ 
tension  of  time  is  terminated  under  sub¬ 
section  (e)  or  (f)  with  respect  to  any 
amount,  then — 

(1)  No  further  extension  of  time  shall  be 
made  under  this  section  with  respect  to  such 
amount,  and 

(2)  The  time  for  payment  of  such  amount 
shall  be  considered  to  be  the  dates  on  which 
payments  would  have  been  required  if  there 
had  been  no  extension  with  respect  to  such 
amount  and  the  taxpayer  had  elected  to  pay 
the  tax  in  installments  as  provided  in  section 
66  (b). 


(h)  Jeopardy.  If  the  Commissioner  be¬ 
lieves  that  collection  of  the  amount  to  which 
an  extension  under  this  section  relates  is  in 
Jeopardy,  he  shall  immediately  terminate 
such  extension  and  notice  and  demand  shall 
be  made  by  the  collector  for  payment  of  such 
amount. 

(1)  Interest.  In  the  case  of  an  amount  the 
time  for  payment  of  which  has  been  ex¬ 
tended,  there  shall  be  collected  as  part  of 
such  amount  interest  from  the  dates  on 
which  payments  would  have  been  required 
if  there  had  been  no  extension  and  the  tax¬ 
payer  had  elected  to  pay  the  tax  in  install¬ 
ments  as  provided  in  section  56  (b)  — 

(1)  Upon  so  much  of  such  amount  as  is 
satisfied  under  section  3780  (b)  by  applying 
or  crediting  thereto,  within  the  period  of 
extension,  a  decrease  in  tax  determined  in 
connection  with  an  application  under  section 
3780  (a) ,  interest  at  the  rate  of  3  per  centum 
per  annum  to  the  date  of  such  satisfaction, 
except  that  on  so  much  of  such  satisfied 
amount  as  is  not  in  excess  of  the  amount  of 
the  deficiencies  assessed  under  section  3780 
(b)  and  which  is  not  so  satisfied,  the  rate 
shall  be  6  per  centum  per  annum;  and 

(2)  Upon  the  remainder  of  the  amount  the 
time  for  payment  of  which  has  been  ex¬ 
tended,  Interest  at  the  rate  of  6  per  centum 
per  annum  to  the  date  such  amount  is  paid. 

If  the  Commissioner  determines  that  during 
the  period  of  extension  credit  or  refund  of 
an  overpayment  has  been  allowed  or  made, 
or  a  deficiency  assessed,  affecting  the  amount 
to  which  the  extension  relates  and  that  the 
taxpayer  could  not  have  taken  such  overpay¬ 
ment  or  deficiency  into  account  in  the  state¬ 
ment  or  a  revised  statement,  appropriate  ad¬ 
justment  shall  be  made  in  the  interest. 

[Sec.  3779  as  added  by  sec.  4  (a) ,  Tax  Adjust¬ 
ment  Act  1945;  amended  by  sec.  304  (a), 
Excess  Profits  Tax  Act  1950] 

§  39.3779-1  Extensions  of  time  for 
payment  of  taxes  by  corporations  ex¬ 
pecting  carry-backs,  (a)  If  a  corpora¬ 
tion  files  a  statement  with  respect  to  an 
expected  net  operating  loss  carry-back 
or  unused  excess  profits  credit  carry¬ 
back  from  any  taxable  year,  such  cor¬ 
poration  may  extend  the  time  for  the 
payment  of  all  or  any  part  of  certain 
taxes  to  the  extent  and  subject  to  the 
limitations  provided  in  section  3779.  A 
corporation  may  extend  the  time  for 
payment  with  respect  to  only  such  taxes 
as  meet  the  following  four  requirements: 

(1)  The  tax  must  be  one  imposed  by 
chapter  1  or  chapter  2; 

(2)  The  tax  must  be  for  the  taxable 
year  immediately  preceding  the  taxable 
year  of  the  expected  net  operating  loss 
or  unused  excess  profits  credit; 

(3)  The  tax  must  be  shown  on  the 
return  or  must  be  assessed  within  the 
taxable  year  of  the  expected  net  oper¬ 
ating  loss  or  unused  excess  profits  credit; 
and 

(4)  The  tax  must  not  have  been  paid 
or  required  to  have  been  paid  prior  to 
the  filing  of  the  statement. 

(b)  The  time  for  payment  of  the  tax 
is  automatically  extended  under  section 
3779  upon  the  filing  of  a  statement  by 
the  corporation  with  the  district  director 
of  internal  revenue  where  the  tax  is  pay¬ 
able  with  respect  to  the  expected  net 
operating  loss*carry-back  or  unused  ex¬ 
cess  profits  credit  carry-back.  The  pe¬ 
riod  of  extension  is  that  provided  in 
section  3779  (d)  unless  sooner  termi¬ 
nated  by  action  of  either  the  Commis¬ 
sioner  or  the  corporation. 
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§  39.3779-2  Contents  of  statement. 

(a)  The  statement  with  respect  to  an 
expected  carry-back  which  must  be  filed 
by  a  corporation  in  order  to  extend  the 
time  for  payment  of  tax  under  section 
3779  is  to  be  filed  on  Form  1138.  The 
statement  must  be  filled  out  in  accord¬ 
ance  with  the  instructions  accompanying 
the  form,  and  all  information  required 
by  the  form  and  the  instructions  must  be 
furnished  by  the  taxpayer.  The  state¬ 
ment  shall  contain  or  be  verified  by  a 
written  declaration  that  it  is  made  under 
the  penalties  of  perjury.  The  district 
director  of  internal  revenue,  upon  re¬ 
quest,  will  furnish  a  receipt  for  any 
statement  filed.  Such  receipt  will  show 
the  date  the  statement  was  filed. 

(b)  The  reduction,  attributable  to  the 
expected  carry-back,  in  the  aggregate  of 
the  taxes  previously  determined  for  all 
taxable  years,  affected  by  the  carry-back, 
prior  to  the  taxable  year  of  the  expected 
net  operating  loss  or  unused  excess  prof¬ 
its  credit  will  be  the  excess  of  the  de¬ 
creases  over  the  increases,  attributable  to 
the  expected  carry-back  or  any  related 
adjustments,  in  such  taxes  as  previously 
determined.  The  tax  previously  deter¬ 
mined  is  to  be  ascertained  in  accordance 
with  the  method  prescribed  in  section 
3801  (d).  In  general,  therefore,  the  tax 
previously  determined  will  be  the  tax 
shown  by  the  taxpayer  on  its  return,  in¬ 
creased  by  any  amounts  assessed  (or  col¬ 
lected  without  assessment)  as  deficien¬ 
cies  prior  to  the  date  of  the  filing  of  the 
statement,  and  decreased  by  any 
amounts  abated,  credited,  refunded,  or 
otherwise  repaid  prior  to  such  date.  Any 
items  as  to  which  the  Commissioner  and 
the  taxpayer  are  in  disagreement  at  the 
time  of  the  filing  of  the  statement  shall 
be  taken  into  account  in  ascertaining  the 
tax  previously  determined  only  if,  and  to 
the  extent  that,  they  were  reported  in  the 
return,  or  were  reflected  in  any  amounts 
assessed  (or  collected  without  assess¬ 
ment)  as  deficiencies,  or  in  any  amounts 
abated,  credited,  refunded,  or  otherwise 
repaid,  prior  to  the  date  of  the  filing  of 
the  statement.  The  tax  previously  de¬ 
termined  will  reflect  the  foreign  tax 
credit  and  the  credit  for  tax  withheld  at 
source  provided  in  section  32. 

(c)  The  increase  or  decrease,  attrib¬ 
utable  to  the  expected  carry-back  or 
any  related  adjustments,  in  any  tax  pre¬ 
viously  determined  is  to  be  ascertained, 
except  for  such  carry-back  and  related 
adjustments,  on  the  basis  of  the  items 
which  entered  into  the  computation  of 
such  tax  as  previously  determined.  Ac¬ 
cordingly,  as  in  ascertaining  the  tax  pre¬ 
viously  determined,  items  must  be  taken 
into  account  only  to  the  extent  that  such 
items  were  included  in  the  return,  or 
were  reflected  in  amounts  assessed  (or 
collected  without  assessment)  as  defi¬ 
ciencies,  or  in  amounts  abated,  credited, 
refunded,  or  otherwise  repaid,  prior  to 
the  date  of  the  filing  of  the  statement. 
Thus,  for  example,  if  the  taxpayer 
claimed  a  deduction  for  depreciation  of 
$10,000  in  its  return  and  the  Commis¬ 
sioner  asserts  that  only  $4,000  is  properly 
deductible,  no  change  is  to  be  made  in 
the  $10,000  depreciation  deduction  as 
shown  by  the  taxpayer  on  his  return 
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unless  a  deficiency  has  been  assessed,  or 
an  amount  collected  without  assessment, 
prior  to  the  date  of  the  filing  of  the 
statement  as  a  result  of  a  change  in  the 
depreciation  deduction,  or  unless  such 
change  in  the  depreciation  deduction 
was  reflected  in  an  amount  abated, 
credited,  refunded,  or  otherwise  repaid 
prior  to  such  date.  In  determining  the 
increase  or  decrease  in  any  tax  pre¬ 
viously  determined,  any  items  which  are 
affected  by  the  carry-back  must  be  ad¬ 
justed  to  reflect  such  carry-back.  Thus, 
any  deduction  limited,  for  example,  by 
net  income,  such  as  the  deduction  for 
charitable  contributions,  is  to  be  re¬ 
computed  on  the  basis  of  the  net  income 
as  affected  by  the  carry-back.  Simi¬ 
larly,  in  any  case  where  one  tax  is  allow¬ 
able  as  a  deduction  in  computing  a 
second  tax,  or  where  the  income  subject 
to  one  tax  is  a  credit  in  computing  the 
income  subject  to  the  second  tax,  such 
deduction  or  credit  must  be  adjusted  to 
reflect  such  carry-back.  In  determining 
the  net  operating  loss  deduction,  the  ad¬ 
justments  required  by  sections  122  (c) 
and  433  (a)  (1)  (J)  are  likewise  to  be 
made. 

(d)  The  reduction  in  the  aggregate  of 
the  taxes  previously  determined  is  a  net 
reduction.  That  is,  in  determining  such 
reduction,  a  decrease,  attributable  to  a 
carry-back,  in  any  one  tax,  e.  g.,  the  in¬ 
come  tax,  will  be  offset  by  an  increase 
in  any  other  tax,  e.  g.,  the  surtax  on 
personal  holding  companies,  resulting 
from  such  decrease. 

§  39.3779-3  Amount  of  tax  the  time 
for  payment  of  which  may  be  extended — 
(a)  Total  amount  to  which  extension 
may  relate.  The  total  amount  of  one  or 
more  taxes,  the  time  for  payment  of 
which  may  be  extended  under  section 
3779  may  not  exceed  the  amount  shown 
in  item  4  (c)  of  Form  1138. 

(b)  Amount  of  any  one  tax  to  which 
extension  may  relate.  (1)  The  taxpayer 
is  to  specify  in  item  5  (j)  of  Form  1138 
the  tax  or  taxes  and  the  amount  thereof 
the  time  for  payment  of  which  is  to  be 
extended.  In  case  of  any  one  tax  the 
amount  to  which  an  extension  may  re¬ 
late  may  not  exceed  the  amount  of  such 
tax  shown  on  the  return  as  filed,  in¬ 
creased  by  any  amount  assessed  as  a  de¬ 
ficiency  (or  as  interest  or  additions  to 
the  tax)  prior  to  the  date  of  filing  the 
statement  and  decreased  by  any  amount 
paid  or  required  to  be  paid  prior  to  such 
date.  In  determining  the  amount  of  tax 
required  to  be  paid  prior  to  the  date  of 
filing  the  statement,  only  the  following 
amounts  shall  be  taken  into  consider¬ 
ation  : 

(1)  The  amount  of  the  tax  shown  on 
the  return  as  filed ;  and 

(ii)  Any  amount  assessed  as  a  de¬ 
ficiency  (or  as  interest  or  additions  to 
the  tax)  if  the  tenth  day  after  notice 
and  demand  for  its  payment  occurs  prior 
to  the  date  of  the  filing  of  the  statement. 

(2)  Delinquent  installments  are  to  be 
considered  amounts  required  to  be  paid 
prior  to  the  date  of  filing  the  statement. 
In  the  case  of  any  authorized  extension 
of  time  under  section  56  (c) ,  the  amount 
of  tax  the  time  for  payment  of  which  is 
so  extended  is  not  to  be  considered  re¬ 


quired  to  be  paid  prior  to  the  end  of  such 
extension.  Similarly,  any  amount  as¬ 
sessed  as  a  deficiency  (or  as  interest  or 
additions  to  the  tax)  is  not  to  be  con¬ 
sidered  required  to  be  paid  prior  to  the 
date  of  the  filing  of  the  statement  unless 
the  tenth  day  after  notice  and  demand 
for  its  payment  falls  prior  to  the  date  of 
the  filing  of  the  statement. 

(3)  The  taxpayer  may  choose  to  ex¬ 
tend  the  time  for  payment  of  all  of  one 
or  more  taxes,  or  it  may  choose  to  extend 
the  time  for  payment  of  portions  of  sev¬ 
eral  taxes.  The  taxes  chosen  by  the  tax¬ 
payer  need  not  be  those  taxes  which  are 
affected  by  the  carry-back.  The  amount 
to  which  an  extension  may  relate  in  the 
case  of  any  one  tax  may  not  exceed  the 
amount  specified  in  section  3779  (c)  and 
shown  in  item  5  (i)  of  Form  1138,  and 
the  total  amount  of  all  taxes  the  time 
for  payment  of  which  may  be  extended 
may  not  exceed  the  amount  specified  in 
section  3779  (c)  and  shown  in  item  4  (c) 
of  Form  1138.  Such  amounts  represent 
the  maximum  amounts  the  time  for  pay¬ 
ment  of  which  may  be  extended;  the 
amount  the  time  for  payment  of  which 
is  extended  in  the  case  of  any  one  tax, 
or  the  total  of  such  amounts,  may  be  less 
than  the  maximum  amounts  specified  in 
section  3779  (c)  and  shown  in  items  5  (i) 
and  4  (c),  respectively,  of  Form  1138. 

§  39.3779-4  Payment  of  remainder  of 
tax  where  extension  relates  to  only  part 
of  the  tax.  (a)  If  an  extension  of  time 
relates  to  only  part  of  the  tax,  the  time 
for  payment  of  the  remainder  of  the  tax 
shall  be  considered  to  be  the  dates  on 
which  payments  wrould  have  been  re¬ 
quired  if  such  remainder  had  been  the 
tax  and  the  taxpayer  had  elected  to  pay 
the  tax  in  installments  as  provided  in 
section  56  (b). 

(b)  The  provisions  of  this  section  may 
be  illustrated  by  the  following  example: 

Example.  Corporation  A,  which  keeps  its 
books  and  makes  its  tax  returns  on  the 
calendar  year  basis,  filed  its  income  tax  re¬ 
turn  for  1952  on  March  15,  1953.  The  cor¬ 
poration  showed  a  tax  of  $1,000  on  its  return 
and  paid  40  percent  of  such  tax,  or  $400,  on 
March  15.  1953.  On  June  1,  1953,  Corpora¬ 
tion  A,  pursuant  to  the  provisions  of  section 
3779,  extended  the  time  for  payment  of  $500 
of  such  tax.  The  remainder  of  the  tax  the 
time  for  payment  of  which  was  not  so  ex¬ 
tended,  i.  e„  $500,  is  to  be  considered  the  tax 
for  purposes  of  determining  when  it  is  to  be 
paid.  Such  remainder  is  to  be  paid  in  in¬ 
stallments  on  each  of  the  normal  installment 
dates.  Since  the  taxable  year  is  the  calendar 
year  1952,  40  percent  of  $500  is  due  on  each 
of  the  first  two  installment  dates  and  10 
percent  of  $500  is  due  on  each  of  the  last 
two  installment  dates.  Since  the  corpora¬ 
tion  has  already  paid  $400  on  March  15, 
1953,  it  will  have  nothing  to  pay  on  June  15, 
1953,  and  it  will  pay  $50  on  September  15., 
1953,  and  $50  on  December  15,  1953. 

§  39.3779-5  Period  of  extension.  If 
the  time  for  the  payment  of  any  tax  has 
been  extended  pursuant  to  section  3779, 
such  extension  shall  expire : 

(a)  On  the  last  day  of  the  month  in 
which  falls  the  last  date  prescribed  by 
law  (including  any  extension  of  time 
granted  the  taxpayer)  for  the  filing  of 
the  return  for  the  taxable  year  of  the 
expected  net  operating  loss  or  unused 
excess  profits  credit;  or 
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(b)  If  an  application  for  a  tentative 
carry-back  adjustment  provided  in  sec¬ 
tion  3780  with  respect  to  such  loss  or 
unused  credit  is  filed  before  the  expira¬ 
tion  of  the  period  specified  in  paragraph 

(a)  of  this  section,  on  the  date  on  which 
notice  is  mailed  by  registered  mail  to 
the  taxpayer  that  such  application  is 
allowed  or  disallowed  in  whole  or  in 
part. 

§  39.3779-6  Revised  statements,  (a) 
A  corporation  may  file  more  than  one 
statement  under  section  3779  with  re¬ 
spect  to  any  one  taxable  year.  Each 
statement  is  to  be  considered  a  new 
statement  and  not  an  amendment  of 
any  prior  statement.  Each  such  new 
statement  is  to  be  in  lieu  of  the  last 
statement  previously  filed  with  respect 
to  the  taxable  year  and  may  extend  the 
time  for  payment  of  a  greater  or  lesser 
amount  of  tax  than  was  extended  under 
the  prior  statement.  The  extension 
may  not  relate  to  any  amount  of  tax 
which  was  paid  or  required  to  be  paid 
prior  to  the  date  of  filing  the  new  state¬ 
ment.  Any  amount  of  tax  the  time 
for  payment  of  which  was  extended 
under  a  prior  statement,  however,  may 
continue  to  be  extended  under  the 
new  statement.  If  the  amount  the  time 
for  payment  of  which  is  extended  under 
the  new  statement  is  less  than  the 
amount  so  extended  under  the  last  state¬ 
ment  previously  filed,  the  extension  of 
time  shall  be  terminated  on  the  date 
the  new  statement  is  filed  as  to  the 
difference  between  the  two  amounts. 
See  section  3779  (g)  for  the  dates  on 
which  such  difference  must  be  paid. 
If  a  corporation  pays  any  amount  of 
tax,  the  time  for  payment  of  which 
was  extended,  prior  to  the  date  the  ex¬ 
tension  would  otherwise  terminate,  the 
extension  with  respect  to  such  amount 
shall  be  deemed  terminated,  without  re¬ 
gard  to  whether  a  new  statement  is 
filed,  on  the  date  such  amount  is  paid. 
The  corporation  shall  indicate  on  each 
new  statement  filed  that  it  has  already 
filed  one  or  more  prior  statements  with 
respect  to  the  taxable  year.  The  cor¬ 
poration  shall  likewise  indicate  the 
dates  each  prior  statement  was  filed  and 
the  amount  of  each  tax  the  time  for 
payment  of  which  was  extended  under 
each  prior  statement. 

(b)  The  provisions  of  this  section  may 
be  illustrated  by  the  following  example: 

Example.  Corporation  B,  which  keeps  its 
books  and  makes  its  tax  returns  on  th© 
calendar  year  basis,  filed  its  income  tax  re¬ 
turn  for  1952  on  March  15,  1953,  showing  a 
tax  of  $100,000.  At  the  same  time  it  filed 
a  statement  under  section  3779  in  which  it 
stated  that  it  expected  to  have  a  net  operat¬ 
ing  loss  of  $75,000  in  1953  and  that  the  re¬ 
duction  in  the  tax  previously  determined 
for  1952,  attributable  to  the  expected  net 
operating  loss  carry-back  resulting  from  such 
expected  loss,  would  be  $39,000.  The  cor¬ 
poration  accordingly  extended  the  time  for 
payment  of  $39,000  of  its  income  tax  for 
1952,  and  paid  $24,400  of  such  tax  on  March 
15,  1953  (see  section  3779  (c)  and  §  39.3779- 
4).  As  a  result  of  its  operations  during  the 
next  several  months,  the  corporation  filed 
a  second  statement  on  June  1,  1953,  in  which 
it  stated  that  its  expected  net  operating  loss 
for  1953  would  amount  to  $150,000  and  that 
the  corresponding  reduction  in  the  tax  for 


1952  would  amount  to  $78,000.  Corporation 
B  under  the  new  statement  may  extend  the 
time  for  payment  of  $39,000  of  the  install¬ 
ments  due  on  June  15,  1953,  September  15, 
1953,  and  December  15,  1953,  and  the  time 
for  payment  of  the  $39,000  extended  under 
the  first  statement  filed  on  March  15,  1953, 
may  continue  to  be  extended  under  the 
second  statement.  The  $24,400  which  was 
paid  on  March  15,  1953,  will  not  be  affected 
by  the  second  statement  filed  on  June  1, 
1953.  If  the  corporation  had  failed  to 
pay  the  $24,400  on  March  15,  1953,  and 
had  not  secured  an  extension  of  time  under 
section  56  (c)  until  at  least  June  1,  1953, 
with  respect  to  such  amount,  the  time  for 
payment  of  such  $24,400  could  not  be  ex¬ 
tended  under  the  second  statement  filed  on 
June  1,  1953. 

(c)  The  corporation  in  paragraph 
(b)  might  file  a  second  statement  to 
show  that  it  had  overestimated  the 
amount  of  its  expected  net  operating 
loss  and,  accordingly,  to  terminate  the 
extension  with  respect  to  part  or  all  of 
the  tax.  The  corporation  might  file  a 
second  statement  even  though  its  esti¬ 
mate  of  its  expected  net  operating  loss 
had  not  changed  since  it  filed  its  first 
statement.  For  example,  the  corpora¬ 
tion  might  have  computed  incorrectly 
the  reduction,  attributable  to  the  ex¬ 
pected  net  operating  loss  carry-back 
from  1953,  in  the  tax  previously  deter¬ 
mined  for  1952.  In  such  case,  the  cor¬ 
poration  might  file  a  second  statement 
showing  the  correct  computation  of  such 
reduction  and  increasing  or  decreasing 
the  amount  of  tax  the  time  for  payment 
of  which  was  extended  to  correspond  to 
the  correct  computation.  The  corpora¬ 
tion  might  file  a  second  statement  in 
order  to  change  the  kind  of  tax  the  time 
for  payment  of  which  is  to  be  extended 
even  though  the  total  amount  of  tax  the 
time  for  payment  of  which  was  extended 
is  not  to  be  changed. 

§  39.3779-7  Termination  by  Commis¬ 
sioner — (a)  After  an  examination  of  the 
statement  filed  by  the  corporation  is 
made.  The  Commissioner  is  authorized 
to  make  such  examination  of  the  state¬ 
ments  filed  as  he  deems  necessary  and 
practicable.  If  upon  such  examination 
as  he  may  make,  the  Commissioner  be¬ 
lieves  that,  as  of  the  time  he  makes  the 
examination,  all  or  any  part  of  the  state¬ 
ment  is  in  a  material  respect  erroneous 
or  unreasonable,  he  will  terminate  the 
extension  as  to  any  part  of  the  amount 
to  which  such  extension  relates  which  he 
deems  should  be  terminated. 

(b)  Jeopardy.  If  the  Commissioner 
believes  that  the  collection  of  any  amount 
to  which  an  extension  under  section  3779 
relates  is  in  jeopardy,  he  will  immedi¬ 
ately  terminate  the  extension.  In  the 
case  of  such  a  termination,  notice  and 
demand  is  to  be  made  by  the  district 
director  for  payment  of  such  amount, 
and  there  may  be  no  further  extension 
of  time  under  section  3779  with  respect 
to  such  amount. 

§  39.3779-8  Payments  on  termination. 
(a)  If  an  extension  of  time  under  section 
3779  is  terminated  with  respect  to  any 
amount  either  (1)  by  the  filing  of  a  new 
statement  by  the  taxpayer  under  section 
3779  (e)  extending  the  time  for  payment 
of  a  lesser  amount  than  was  extended  in 


a  prior  statement  or  (2)  by  action  of  the 
Commissioner  under  section  3779  (f) 
after  making  an  examination  of  the 
statement  filed  by  the  corporation,  no 
further  extension  of  time  may  be  made 
under  section  3779  with  respect  to  such 
amount.  The  time  for  payment  of  such 
amount  shall  be  the  dates  on  which  pay¬ 
ments  would  have  been  required  if  there 
had  been  no  extension  with  respect  to 
such  amount  and  the  taxpayer  had 
elected  under  section  56  (b)  to  pay  the 
tax  in  installments. 

(b)  The  provisions  of  this  section  may 
be  illustrated  by  the  following  examples: 

Example  (1).  Corporation  C,  which  keeps 
its  books  and  makes  its  tax  returns  on  a 
calendar  year  basis,  filed  its  1952  Income 
tax  return,  showing  a  tax  of  $1,000,  on  March 
15.  1953.  At  the  same  time  the  corporation 
filed  a  statement  under  section  3779  extend¬ 
ing  the  time  for  payment  of  the  entire  $1,000 
on  the  basis  of  an  expected  net  operating  loss 
carry-back  from  1953.  On  July  1,  1953,  the 
corporation  filed  a  new  statement  indicating 
that  the  reduction,  attributable  to  the  ex¬ 
pected  net  operating  loss  carry-back  from 
1953,  in  its  income  tax  for  1952  would  be 
only  $600,  and  thus  terminated  the  above 
extension  to  the  extent  of  $400.  The  time 
for  payment  of  such  $400  may  not  be  ex¬ 
tended  again,  and  such  $400  is  payable  as 
if  it  were  the  tax  for  1952  and  Corporation 
C  had  elected  to  pay  such  tax  in  install¬ 
ments.  That  is,  $160  is  payable  on  March 
15,  1953,  $160  on  June  15.  1953,  $40  on  Sep¬ 
tember  15,  1953,  and  $40  on  December  15, 
1953.  Interest  is  payable  under  section  3779 
(1)  (2)  on  such  amounts  at  the  rate  of 
6  percent  per  annum  and  is  to  be  computed 
from  the  respective  dates  on  which  such 
amounts  were  payable.  Inasmuch  as  the 
March  15  and  June  15  dates  had  already 
passed  when  Corporation  C  terminated  the 
extension  with  respect  to  the  $400,  $320  is 
payable  immediately  upon  such  termination, 
and  $40  is  payable  on  September  15,  1953, 
and  $40  on  December  15,  1953.  The  fact 
that  the  corporation  did  not  pay  the  $160 
on  March  15,  1953,  and  the  $160  on  June  15, 
1953,  is  not  to  be  considered  such  a  failure 
to  pay  an  Installment  on  or  before  the  date 
fixed  for  its  payment  as  would  make  the 
entire  tax  become  due  under  the  provisions 
of  section  56  (b).  Interest,  however,  will  be 
computed  upon  the  first  $160  from  March 
15,  1953,  and  upon  the  second  $160  from 
June  15,  1953.  See  section  3779  (1)  and 
§  39.3779-9. 

Example  (2).  If  Corporation  C  in  example 
(1)  had  shown  a  tax  of  $1,200  on  its  return, 
the  other  facts  being  the  same,  and,  accord¬ 
ingly,  had  paid  $80  on  March  15,  1953,  and 
$80  on  June  15,  1953,  then  upon  the  termina¬ 
tion  as  to  the  $400,  $320  would  be  payable 
Immediately  (i.  e.,  $160  which  in  the  light 
of  the  termination  should  have  been  paid 
on  March  15,  1953,  and  $160  which  should 
have  been  paid  on  June  15,  1953),  and  two 
Installments  of  $60  each  would  be  payable 
on  September  15,  1953,  and  on  December  15, 
1953.  Interest  would  be  computed  from  the 
same  dates  as  in  example  (1). 

(c)  The  examples  in  paragraph  (b)  of 
this  section  also  would  apply  if  the  exten¬ 
sion  of  time  for  the  payment  of  the  $400 
were  terminated  by  the  Commissioner 
under  section  3779  (f)  because  he  be¬ 
lieved  that  the  statement  filed  by  Cor¬ 
poration  C  under  section  3779  extending 
the  time  for  payment  of  tax  was  clearly 
erroneous  or  unreasonable  in  a  mate¬ 
rial  respect.  If,  however,  the  Commis¬ 
sioner  on  July  1,  1953,  terminated  the 
extension  with  respect  to  such  $400  un- 
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der  section  3779  (h)  because  he  be¬ 
lieved  the  collection  of  such  amount 
was  in  jeopardy,  the  entire  $400  would  be 
payable  immediately  upon  notice  and  de¬ 
mand  by  the  district  director  of  internal 
revenue.  In  such  case  interest  would  be 
computed  on  $160  from  March  15,  1953, 
on  $160  from  June  15,  1953,  and  on  the 
remaining  $80  from  July  1,  1953.  See 
section  3779  (i)  and  §  39.3779-9. 

§  39.3779-9.  Interest,  (a)  Interest  is 
payable  on  any  amount  the  time  for  pay¬ 
ment  of  which  is  extended  under  section 
3779.  The  interest,  which  is  to  be  col¬ 
lected  as  part  of  such  amount,  is  to  be 
computed  at  the  rates  indicated  in  sub- 
paragraphs  (1)  and  (2)  of  this  para¬ 
graph  from  the  dates  on  which  payments 
would  have  been  required  if  there  had 
been  no  extension,  and  the  taxpayer  had 
elected  under  section  56  (b)  to  pay  the 
tax  in  installments: 

(1)  At  the  rate  of  3  percent  per  an¬ 
num  on  so  much  of  such  amount  as  is 
satisfied  by  applying  or  crediting  there¬ 
to,  within  the  period  of  extension  (see 
section  3779  (d)),  a  decrease  in  tax  de¬ 
termined  in  respect  of  an  application  for 
a  tentative  carry-back  adjustment,  as 
provided  in  section  3780  (a),  to  the  date 
of  such  satisfaction,  except  that  the  rate 
is  to  be  6  percent  per  annum  upon  so 
much  of  the  satisfied  amount  as  does  not 
exceed  the  amount  of  the  deficiencies 
assessed  under  section  3780  (b)  in  re¬ 
spect  of  such  application  which  is  not  so 
satisfied;  and 

(2)  At  the  rate  of  6  percent  per  an¬ 
num  upon  the  remainder  of  the  amount 
the  time  for  payment  of  which  was  ex¬ 
tended  to  the  date  such  amount  is  paid. 

(b)  Interest  thus  will  be  payable  at 
the  rate  of  3  percent  per  annum  upon 
any  amount  the  time  for  payment  of 
which  has  been  extended  under  section 
3779  to  the  extent  that  such  amount  is 
satisfied  by  applying  or  crediting  thereto, 
within  the  period  of  extension,  a  de¬ 
crease  in  tax  determined  in  respect  of  an 
application  for  a  tentative  carry-back 
adjustment  under  section  3780  (a) .  The 
application  for  the  tentative  carry-back 
adjustment  must  be  with  respect  to  the 
same  taxable  year  as  that  of  the  expected 
net  operating  loss  or  unused  excess  prof¬ 
its  credit.  In  determining  whether  an 
amount  has  been  so  satisfied,  however, 
the  net  effect  of  the  carry-back,  includ¬ 
ing  any  resulting  deficiencies,  must  be 
taken  into  account.  Interest  upon  any 
amount  not  so  satisfied  will  be  payable  at 
the  rate  of  6  percent  per  annum. 

(c)  The  provisions  of  this  section  may 
be  illustrated  by  the  following  example: 

Example.  Corporation  D,  which  came  into 
existence  on  January  1,  1952,  and  which 
keeps  its  books  and  makes  its  tax  returns  on 
the  calendar  year  basis,  extended  the  time 
for  payment  of  $855  of  its  income  tax  for 
1952  on  the  basis  of  an  expected  net  operat¬ 
ing  loss  carry-back  from  1953.  The  corpora¬ 
tion  in  fact  had  a  net  operating  loss  for  1953, 
and  on  March  31,  1954,  it  filed  an  application 
under  section  3780  (a)  for  a  tentative  carry¬ 
back  adjustment  with  respect  to  the  net 
operating  loss  carry-back  from  1953.  The 
application  showed  that  the  corporation’s 
Income  tax  for  1952  was  decreased  by  $455  as 
a  result  of  the  carry-back  from  1953.  The 
Commissioner  allowed  the  application  In  full 
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on  June  29,  1954.  The  $455  decrease  in  the 
corporation’s  income  tax  for  1952  was  ap¬ 
plied  against  the  $855  of  its  income  tax  for 
1952,  the  time  for  payment  of  which  had 
been  extended  pursuant  to  the  statement 
previously  filed  under  section  3779.  Since  the 
decrease  in  the  corporation’s  income  tax  for 
1952  was  only  $455,  the  corporation  paid  the 
remainder  of  $400  for  1952  in  cash  within  ten 
days  after  notice  and  demand.  The  reduc¬ 
tion  in  the  corporation’s  income  tax  as  pre¬ 
viously  determined  for  1952,  attributable  to 
the  net  operating  loss  carry-back  from  1953, 
was  only  $455,  and  the  corporation  therefore 
should  not  have  extended  the  time  for  pay¬ 
ment  of  more  than  $455  of  its  1952  income 
tax.  Inasmuch  as  only  $455  of  the  amount 
the  time  for  payment  of  which  had  been 
extended  was  satisfied  by  reason  of  the  carry¬ 
back,  Interest  is  to  be  collected  at  the  rate 
of  3  percent  per  annum  on  the  $455  and  at 
the  rate  of  6  percent  per  annum  on  the  re¬ 
maining  $400.  The  interest  will  be  computed 
on  the  $155  and  on  the  $400  at  the  rates  of 
3  percent  and  6  percent  per  annum,  re¬ 
spectively,  as  if  40  percent  of  each  such 
amount  were  payable  on  March  15,  1953, 
40  percent  on  June  15,  1953,  10  percent  on 
September  15,  1953,  and  10  percent  on  De¬ 
cember  15,  1953.  Interest  on  the  $455  will 
run  until  the  date  the  reduction  in  income 
tax  for  1952,  determined  in  respect  of  the 
above  application  for  a  tentative  carry-back 
adjustment,  is  applied  against  the  Income 
tax  for  1952,  the  time  for  payment  of  which 
was  extended,  and  interest  on  the  $400  will 
run  until  the  date  such  $400  is  paid.  The 
corporation,  however,  will  be  liable  for  a 
penalty  of  5  percent  of  $286.25,  or  $14.31,  for 
extending  the  time  for  payment  of  an  amount 
substantially  in  excess  of  an  amount  the 
time  for  payment  of  which  might  properly 
have  been  extended.  See  section  294  (e)  and 
§  39.294-2. 

(d)  If  an  extension  of  time  under  sec¬ 
tion  3779  is  terminated  either  by  action 
of  the  taxpayer  (by  paying  an  amount 
the  time  for  payment  of  which  had  been 
extended  or  by  filing  a  new  statement 
extending  the  time  for  payment  of  a 
lesser  amount  than  was  extended  in  a 
prior  statement)  or  by  the  Commissioner 
(because  he  believes  the  statement  filed 
was  erroneous  or  unreasonable  in  a  ma¬ 
terial  respect  or  because  he  believes  that 
the  collection  of  an  amount  to  which  the 
extension  relates  is  in  jeopardy),  inter¬ 
est  is  payable  on  the  amount  to  which 
such  termination  relates  at  the  rate  of  6 
percent  per  annum  to  the  date  of  pay¬ 
ment.  Likewise,  if  the  taxpayer  fails  to 
file  an  application  for  a  tentative  carry¬ 
back  adjustment  prior  to  the  last  day 
of  the  month  in  which  falls  the  last  date 
prescribed  by  law  (including  any  exten¬ 
sion  of  time  granted  the  taxpayer)  for 
filing  the  return  for  the  taxable  year  of 
the  expected  net  operating  loss  or  un¬ 
used  excess  profits  credit,  interest  is  pay¬ 
able  on  the  amount  to  which  the  ex¬ 
tension  relates  at  the  rate  of  6  percent 
per  annum  to  the  date  of  payment.  In 
such  case  interest  will  be  payable  at  the 
rate  of  6  percent  per  annum  without  re¬ 
gard  to  whether  the  taxpayer  could  have 
filed  an  application  for  a  tentative 
carry-back  adjustment,  which  would 
have  been  allowed  by  the  Commissioner, 
prior  to  such  last  date  and  without  re¬ 
gard  to  whether  the  taxpayer  in  fact 
does  file  such  an  application  at  some 
time  after  such  last  date.  If  part  of 
an  amount  the  time  for  payment  of 
which  has  been  extended  is  satisfied  by 
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applying  or  crediting  thereto,  within  the 
period  of  extension,  a  decrease  in  tax  de¬ 
termined  in  respect  of  an  application  for 
a  tentative  carry-back  adjustment  and 
part  is  not  so  satisfied,  interest  will  be 
payable  on  the  first  part  at  the  rate  of 
3  percent  per  annum  and  on  the  second 
part  at  the  rate  of  6  percent  per  annum. 

(e)  The  action  of  the  Commissioner  in 
allowing  or  disallowing  an  application 
for  a  tentative  carry-back  adjustment 
determines  the  interest  payable  on 
amounts  the  time  for  payment  of  which 
has  been  extended  under  section  3779; 
such  interest  is  not  to  be  affected  by  a 
later  determination  by  the  Commis¬ 
sioner  or  any  court,  including  The  Tax 
Court  of  the  United  States.  If,  how¬ 
ever,  the  Commissioner  determines, 
either  at  the  time  of  the  termination  of 
the  extension  or  at  some  time  thereafter, 
that  during  the  period  of  extension  a 
credit  or  refund  of  an  overpayment  has 
been  allowed  or  made,  or  a  deficiency 
assessed,  affecting  the  amount  to  which 
the  extension  under  section  3779  re¬ 
lates  and  that  the  corporation  could  not 
have  taken  such  overpayment  or  defi¬ 
ciency  into  account  in  the  statement  or 
in  a  revised  statement,  an  appropriate 
adjustment  will  be  made  in  determining 
what  part  of  such  amount  shall  bear  in¬ 
terest  at  the  rate  of  3  percent  and  what 
part  at  the  rate  of  6  percent  per  annum. 

§  39.3780  Statutory  provisions;  ten¬ 
tative  cairy-back  adjustments. 

Sec.  3780.  Tentative  carry-back  adjust¬ 
ments — (a)  Application  for  adjustment.  A 
taxpayer  may  file  an  application  for  a  tenta¬ 
tive  carry-back  adjustment  of  the  taxes  for 
prior  taxable  years  affected  by  a  net  operating 
loss  carry-back,  provided  in  section  122  (b), 
or  an  unused  excess  profits  credit  carry-back, 
provided  in  section  432  (c) ,  from  any  taxable 
year  ending  on  or  after  September  30,  1945. 
The  application  shall  be  verified  in  the  man¬ 
ner  prescribed  by  section  51  or  section  52 
in  the  case  of  a  return  of  such  taxpayer,  and 
shall  be  filed,  on  or  after  the  date  of  filing 
of  the  return  for  the  taxable  year  of  the 
net  operating  loss  or  unused  excess  profits 
credit  from  which  the  carry-back  results  and 
within  a  period  of  twelve  months  from  the 
end  of  such  taxable  year,  in  the  manner  and 
form  required  by  regulations  prescribed  by 
the  Commissioner  with  the  approval  of  the 
Secretary.  The  application  shall  set  forth, 
in  such  detail  and  with  such  supporting 
data  and  explanation  as  such  regulations 
shall  require — 

(1)  The  amount  of  the  net  operating  loss 
or  unused  excess  profits  credit; 

(2)  The  amount  of  the  tax  previously  de¬ 
termined  for  each  prior  taxable  year  affected 
by  such  carry-back;  the  tax  previously  de¬ 
termined  being  ascertained  in  accordance 
with  the  method  prescribed  in  section  3801 
(d); 

(3)  The  amount  of  increase  or  decrease 
in  each  such  tax,  attributable  to  such  carry¬ 
back;  such  increase  or  decrease  being  de¬ 
termined  by  applying  the  carry-back  in  the 
manner  provided  by  law  to  the  items  on  the 
basis  of  which  such  taxes  were  determined. 
If  an  application  under  section  124  (J)  for 
tentative  adjustment  of  tax  with  respect 
to  amortization  has  been  previously  filed 
but  such  adjustment  has  not  been  previously 
determined,  then  for  the  purposes  of  this 
section  the  assessments,  applications,  credits, 
and  refunds  provided  for  in  section  124  (k) 
shall  be  considered  as  having  previously  been 
made  upon  the  basis  of  such  application 
under  section  124  (J); 
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(4)  The  amount  by  which  the  aggregate 
of  such  decreases  exceeds  the  aggregate  of 
such  Increases; 

(5)  The  unpaid  amount  of  each  such  tax, 
not  including  any  amount  required  to  be 
shown  under  paragraph  (6); 

(6)  The  amount,  with  respect  to  each  tax 
for  the  taxable  year  immediately  preceding 
the  taxable  year  of  such  loss  or  unused  credit, 
as  to  which  an  extension  of  time  for  pay¬ 
ment  under  section  3779  is  in  effect;  and 

(7)  Such  other  information  for  the  pur¬ 
poses  of  carrying  out  the  provisions  of  this 
section  as  may  be  required  by  such  regula¬ 
tions. 

An  application  under  this  subsection  shall 
not  constitute  a  claim  for  credit  or  refund. 

(b)  Allowance  of  adjustments.  Within  a 
period  of  ninety  days  from  the  date  on  which 
an  application  for  a  tentative  carry-back  ad¬ 
justment  is  filed  under  subsection  (a),  or 
from  the  last  day  of  the  month  in  which  falls 
the  last  date  prescribed  by  law  (Including 
any  extension  of  time  granted  the  taxpayer) 
for  filing  the  return  for  the  taxable  year  of 
the  net  operating  loss  or  unused  excess  profits 
credit  from  which  such  carry-back  results, 
whichever  is  the  later,  the  Commissioner 
shall  make,  to  the  extent  he  deems  practi¬ 
cable  in  such  period,  a  limited  examination 
of  the  appfication,  to  discover  omissions  and 
errors  of  computation  therein,  and  shall  de¬ 
termine  the  amount  of  the  increase  or  de¬ 
crease  in  each  tax  attributable  to  such  carry¬ 
back  upon  the  basis  of  the  application  and 
the  examination,  except  that  the  Commis¬ 
sioner  may  disallow,  without  further  action, 
any  application  which  he  finds  contains 
errors  of  computation  which  he  deems  can¬ 
not  be  corrected  by  him  within  such  ninety- 
day  period  or  material  omissions.  Each  such 
Increase  shall  be  deemed  determined  as  a 
deficiency  and  shall  be  assessed,  without  re¬ 
gard  to  the  restrictions  on  assessment  in 
section  272.  Each  such  decrease  shall  be 
applied  against  any  unpaid  amount  of  the 
tax  decreased  (including  any  amount  of 
such  tax  as  to  which  an  extension  of  time 
under  section  3779  is  in  effect)  and  any 
remainder  shall  be  credited — 

(1)  Against  the  deficiencies  (and  addi¬ 
tions  to  the  tax)  assessed  under  this  sub¬ 
section, 

(2)  Against  any  unsatisfied  amount  of  any 
tax  for  the  taxable  year  immediately  pre¬ 
ceding  the  taxable  year  of  the  net  operating 
loss  or  unused  excess  profits  credit  the  time 
for  payment  of  which  tax  is  extended  under 
section  3779,  and 

any  remainder  shall,  within  such  ninety- 
day  period,  be  either  credited  against  any 
income,  war  profits,  or  excess  profits  tax 
or  instalment  thereof  then  due  from  the 
taxpayer,  or  refunded  to  the  taxpayer.  The 
application,  credit  or  refund  of  a  decrease 
determined  under  this  subsection  shall  be 
deemed  a  credit  or  refund  of  an  overpayment 
within  the  meaning  of  sections  781  (b)  and 
8807  (b)  (1). 

(c)  Assessment  of  erroneous  allowances. 
If  the  Commissioner  determines  that  the 
amount  applied,  credited  or  refunded  under 
subsection  (b)  is  in  excess  of  the  overassess¬ 
ment  attributable  to  the  carry-back  with 
respect  to  which  such  amount  was  applied, 
credited  or  refunded,  he  may  assess  the 
amount  of  the  excess  as  a  deficiency  as  if  it 
were  due  to  a  mathematical  error  appearing 
on  the  face  of  the  return,  as  provided  in 
section  272  (f).  Upon  making  such  assess¬ 
ment,  the  Commissioner  shall  schedule  as 
an  overassessment  the  decrease  in  any  other 
tax  resulting  from  the  adjustments  reflected 
In  the  computation  of  the  deficiency. 

[Sec.  3780  as  added  by  sec.  4  (a) ,  Tax  Adjust¬ 
ment  Act;  amended  by  sec.  304  (b).  Excess 
Profits  Tax  Act  1950 J 


RULES  AND  REGULATIONS 

5  39.3780-1  Tentative  carry-back  ad - 
justments — (a)  In  general.  Any  tax¬ 
payer  who  claims  a  net  operating  loss 
or  unused  excess  profits  credit  may  file 
an  application  under  section  3780  for  a 
tentative  carry-back  adjustment  of  the 
taxes  for  all  taxable  years  prior  to  the 
taxable  year  of  the  loss  or  unused  credit 
which  are  affected  by  the  net  operating 
loss  carry-back  or  the  unused  excess 
profits  credit  carry-back  resulting  from 
such  loss  or  unused  credit.  The  right 
to  file  an  application  for  a  tentative 
carry-back  adjustment  is  not  limited  to 
corporations,  but  is  available  to  any  tax¬ 
payer  who  has  a  carry-back.  A  corpora¬ 
tion  may  file  an  application  for  a  tenta¬ 
tive  carry-back  adjustment  even  though 
it  has  not  extended  the  time  for  pay¬ 
ment  of  tax  under  section  3779.  If  a 
corporation  has  both  a  net  operating 
loss  and  an  unused  excess  profits  credit, 
it  may  file  an  application  for  a  tentative 
carry-back  adjustment  in  respect  of 
both  the  net  operating  loss  carry-back 
and  the  unused  excess  profits  credit 
carry-back  resulting  from  such  loss  and 
unused  credit. 

(b)  Contents  of  application.  (1)  The 
application  for  a  tentative  carry-back 
adjustment  in  the  case  of  a  corporation 
is  to  be  filed  on  Form  1139,  and  in  the 
case  of  taxpayers  other  than  corpora¬ 
tions  on  Form  1045.  The  applications 
are  to  be  filled  out  in  accordance  with 
the  instructions  accompanying  such 
forms,  and  all  information  required  by 
the  forms  and  the  instructions  must  be 
furnished  by  the  taxpayer.  The  applica¬ 
tion  shall  contain  or  be  verified  by  a 
written  declaration  that  it  is  made  un¬ 
der  penalties  of  perjury. 

(2)  An  application  for  a  tentative 
carry-back  adjustment  does  not  consti¬ 
tute  a  claim  for  credit  or  refund.  If  such 
application  is  disallowed  by  the  Commis¬ 
sioner  in  whole  or  in  part,  no  suit  may  be 
maintained  in  any  court  for  the  recovery 
of  any  tax  based  on  such  application. 
The  taxpayer,  however,  may  file  a  regu¬ 
lar  claim  for  credit  or  refund  under  sec¬ 
tion  322  at  any  time  prior  to  the  expira¬ 
tion  of  the  applicable  period  of  limita¬ 
tion,  and  may  maintain  a  suit  based  on 
such  claim  if  it  is  disallowed  or  if  the 
Commissioner  does  not  act  on  the  claim 
within  six  months  from  the  date  it  is 
filed.  Such  regular  claim  may  be  filed 
before,  simultaneously  with,  or  after  the 
filing  of  the  application  for  a  tentative 
carry-back  adjustment.  The  filing  of  an 
application  for  a  tentative  carry-back 
adjustment  will  not  constitute  the  filing 
of  a  claim  for  credit  or  refund  within 
the  meaning  of  section  322  (b)  for  pur¬ 
poses  of  determining  whether  a  claim  for 
credit  or  refund  was  filed  prior  to  the 
expiration  of  the  applicable  period  of 
limitation.  A  regular  claim  for  credit  or 
refund  under  section  322  filed  after  the 
filing  of  an  application  for  a  tentative 
carry-back  adjustment  is  not  to  be  con¬ 
sidered  an  amendment  of  such  applica¬ 
tion  but  is  to  be  considered  a  new  claim. 
Such  regular  claim,  however,  in  proper 
cases  may  constitute  an  amendment  to 
a  prior  regular  claim  filed  under  sec¬ 
tion  322. 


(c)  Time  and  place  of  filing  applica¬ 
tion.  The  application  for  a  tentative 
carry-back  adjustment  is  to  be  filed  on 
or  after  the  date  of  the  filing  of  the  re¬ 
turn  for  the  taxable  year  of  the  net  op¬ 
erating  loss  or  the  unused  excess  profits 
credit,  and  must  be  filed  within  a  period 
of  12  months  from  the  end  of  such  tax¬ 
able  year.  Any  application  filed  prior 
to  the  date  the  return  for  the  taxable 
year  of  the  loss  or  unused  credit  is  filed 
shall  be  considered  to  have  been  filed  on 
the  date  such  return  is  filed.  The  ap¬ 
plication  is  to  be  filed  with  the  district 
director  of  internal  revenue  where  the 
tax  was  paid  or  the  assessment  was 
made. 

§  39.3780-2  Computation  of  increase 
or  decrease  in  prior  years’  taxes  affected 
by  the  carry-back,  (a)  The  taxpayer  is 
to  determine  the  amount  of  increase  or 
decrease,  attributable  to  the  carry-back, 
in  each  tax  previously  determined,  which 
is  affected  by  such  carry-back,  for  each 
taxable  year  before  the  taxable  year  of 
the  net  operating  loss  or  unused  excess 
profits  credit.  The  tax  previously  de¬ 
termined  is  to  be  ascertained  in  accord¬ 
ance  with  the  method  prescribed  in  sec¬ 
tion  3801  (d) .  In  general,  therefore,  the 
tax  previously  determined  will  be  the 
tax  shown  on  the  rettirn  as  filed,  in¬ 
creased  by  any  amounts  assessed  (or 
collected  without  assessment)  as  defi¬ 
ciencies  before  the  date  of  the  filing  of 
the  application  for  a  tentative  carry¬ 
back  adjustment,  and  decreased  by  any 
amounts  abated,  credited,  refunded,  or 
otherwise  repaid  prior  to  such  date. 
Any  items  as  to  which  the  Commissioner 
and  the  taxpayer  are  in  disagreement 
at  the  time  of  the  filing  of  the  applica¬ 
tion  shall  be  taken  into  account  in  as¬ 
certaining  the  tax  previously  determined 
only  if,  and  to  the  extent  that,  they 
were  reported  in  the  return,  or  were 
reflected  in  any  amounts  assessed  (or 
collected  without  assessment)  as  defi¬ 
ciencies,  or  in  any  amounts  abated, 
credited,  refunded,  or  otherwise  repaid, 
before  the  date  of  filing  the  application. 
The  tax  previously  determined,  there¬ 
fore,  will  reflect  the  foreign  tax  credit 
and  the  credit  for  tax  withheld  at  source 
provided  in  section  32. 

(b)  The  increase  or  decrease  In  each 
tax  previously  determined  which  is  af¬ 
fected  by  the  carry-back  or  any  related 
adjustments,  is  to  be  determined,  except 
for  such  carry-back  and  related  adjust¬ 
ments,  on  the  basis  of  the  items  which 
entered  into  the  computation  of  such  tax 
as  previously  determined;  the  tax  pre¬ 
viously  determined  being  ascertained  in 
the  manner  described  in  this  section.  In 
determining  any  such  increase  or  de¬ 
crease  accordingly,  items  shall  be  taken 
into  account  only  to  the  extent  that  they 
were  reported  in  the  return,  or  were  re¬ 
flected  in  amounts  assessed  (or  collected 
without  assessment)  as  deficiencies,  or 
in  amounts  abated,  credited,  refunded, 
or  otherwise  repaid,  before  the  date  of 
filing  the  application  for  a  tentative 
carry-back  adjustment.  If  the  Commis¬ 
sioner  and  the  taxpayer  are  in  disagree¬ 
ment  as  to  the  proper  treatment  of  any 
item,  it  shall  be  assumed  for  purposes  of 
determining  the  increase  or  decrease  in 
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the  tax  previously  determined  that  such 
item  was  correctly  reported  by  the  tax¬ 
payer  unless,  and  to  the  extent  that,  the 
disagreement  has  resulted  in  the  assess¬ 
ment  of  a  deficiency  (or  the  collection  of 
an  amount  without  an  assessment),  or 
the  allowing  or  making  of  an  abatement, 
credit,  refund,  or  other  repayment,  be¬ 
fore  the  date  of  filing  the  application. 
Thus,  if  the  taxpayer  claimed  a  deduc¬ 
tion  on  its  return  of  $50,000  for  salaries 
paid  its  officers  but  the  Commissioner 
asserts  that  such  deduction  should  not 
exceed  $20,000,  and  the  Commissioner 
and  the  taxpayer  have  not  agreed  on  the 
amount  properly  deductible  before  the 
date  the  application  for  a  tentative 
carry-back  adjustment  is  filed,  $50,000 
shall  be  considered  as  the  amount  prop¬ 
erly  deductible  for  purposes  of  determin¬ 
ing  the  increase  or  decrease  in  each  tax 
previously  determined  in  respect  of  the 
application  for  a  tentative  carry-back 
adjustment.  In  determining  the  increase 
or  decrease  in  any  tax  previously  deter¬ 
mined,  any  items  which  are  affected  by 
the  carry-back  must  be  adjusted  to  re¬ 
flect  such  carry-back.  Thus,  any  deduc¬ 
tion  limited,  for  example,  by  net  income 
or  adjusted  gross  income,  such  as  the 
deduction  for  charitable  contributions, 
is  to  be  recomputed  on  the  basis  of  the 
net  income  or  adjusted  gross  income  as 
affected  by  the  carry-back.  Similarly, 
in  any  case  where  one  tax  is  allowable 
as  a  deduction  in  computing  a  second  tax, 
or  where  the  income  subject  to  one  tax  is 
a  credit  in  computing  the  income  subject 
to  the  second  tax,  such  deduction  or 
credit  must  be  adjusted  to  reflect  such 
carry-back.  In  computing  the  net  op¬ 
erating  loss  deduction  for  purposes  of 
determining  any  such  increase  or  de¬ 
crease,  proper  adjustments  as  required 
by  section  122  (c)  and  433  (a)  (1)  (J) 
are  to  be  made. 

§  39.3780-3  Allowance  of  adjust¬ 
ments.  (a)  The  Commissioner  is  to  act 
upon  any  application  for  a  tentative 
carry-back  adjustment  filed  under  sec¬ 
tion  3780  (a)  within  a  period  of  90  days 
from  whichever  of  the  following  two 
dates  is  the  later: 

(1)  The  date  the  application  is  filed; 
or 

(2)  The  last  day  of  the  month  in 
which  falls  the  last  date  prescribed  by 
law  (including  any  extension  of  time 
granted  the  taxpayer)  for  filing  the  re¬ 
turn  for  the  taxable  year  of  the  net 
operating  loss  or  unused  excess  profits 
credit  from  which  the  carry-back  results. 

(b)  Within  the  90-day  period  de¬ 
scribed  in  paragraph  <a)  of  this  section, 
the  Commissioner  will  make,  to  the  ex¬ 
tent  he  deems  practicable  in  such  period, 
an  examination  of  the  application  to  dis¬ 
cover  omissions  and  errors  of  computa¬ 
tion.  He  is  to  determine  within  such  pe¬ 
riod  the  increase  or  decrease  in  any  tax 
previously  determined,  affected  by  the 
carry-back  or  any  related  adjustments, 
upon  the  basis  of  the  application  and 
such  examination.  Such  increases  and 
decreases  are  to  be  determined  in  the 
same  manner  as  that  provided  in  section 
3780  (a)  for  the  determination  by  the 
taxpayer  of  the  increases  and  decreases 
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in  taxes  previously  determined  which 
must  be  set  forth  in  the  application  for  a 
tentative  carry-back  adjustment.  The 
Commissioner,  however,  may  correct  any 
errors  of  computation  or  omissions  he 
may  discover  upon  examination  of  the 
application.  In  determining  the  in¬ 
crease  or  decrease  in  each  tax  previously 
determined  which  is  affected  by  the 
carry-back  or  any  related  adjustments, 
he  accordingly  may  correct  any  mathe¬ 
matical  error  appearing  on  the  applica¬ 
tion  and  he  may  likewise  correct  any 
adjustment  required  by  the  law  and  in¬ 
correctly  made  by  the  taxpayer  in  com¬ 
puting  its  net  operating  loss,  its  unused 
excess  profits  credit,  the  resulting  carry¬ 
backs,  or  its  net  operating  loss  deduction 
or  unused  excess  profits  credit  adjust¬ 
ment.  If  the  required  adjustment  has 
not  been  made  by  the  taxpayer  and  the 
Commissioner  has  available  the  neces¬ 
sary  information  to  make  such  adjust¬ 
ment  within  the  90-day  period,  he  may, 
in  his  discretion,  make  such  adjustment. 
Thus,  if  the  taxpayer’s  application  fails 
to  take  into  account  certain  tax-free 
interest  which  he  received  in  the  year 
of  the  net  operating  loss,  or  in  a  prior 
year  the  taxes  for  which  are  affected 
by  the  resulting  net  operating  loss  carry¬ 
back,  the  Commissioner,  if  he  knows  the 
amount  of  such  tax-free  interest  re¬ 
ceived  by  the  taxpayer  in  such  year, 
may  take  such  tax-free  interest  into 
account  in  determining  the  increases 
and  decreases  in  the  taxes  previously 
determined  which  are  affected  by  the 
carry-back.  In  determining  such  in¬ 
creases  and  decreases,  however,  the 
Commissioner  will  not,  for  example, 
change  the  amount  claimed  on  the  re¬ 
turn  as  a  deduction  for  depreciation  be¬ 
cause  he  believes  that  the  taxpayer  has 
claimed  an  excessive  amount;  likewise, 
he  wrill  not  include  in  gross  income  any 
amount  not  so  included  by  the  taxpayer 
even  though  the  Commissioner  believes 
that  such  amount  is  subject  to  tax  and 
properly  should  be  included  in  gross 
income. 

(c)  If  the  Commissioner  finds  that  an 
application  for  a  tentative  carry-back 
adjustment  contains  material  omissions 
or  errors  of  computation,  he  may  dis¬ 
allow  such  application  in  whole  or  in  part 
without  further  action.  If,  however,  he 
deems  that  any  error  of  computation  can 
be  corrected  by  him  within  the  90-day 
period,  he  may  do  so  and  allow  the 
application  in  whole  or  in  part.  The 
Commissioner’s  determination  as  to 
W’hether  he  can  correct  any  error  of  com¬ 
putation  within  the  90-day  period  shall 
be  conclusive.  Similarly,  his  action  in 
disallowing,  in  whole  or  in  part,  any 
application  for  a  tentative  carry-back 
adjustment  shall  be  final  and  may 
not  be  challenged  in  any  proceeding. 
The  taxpayer  in  such  case,  however,  may 
file  a  regular  claim  for  credit  or  refund 
under  section  322,  and  may  maintain  a 
suit  based  on  such  claim  if  it  is  disal¬ 
lowed  or  if  the  Commissioner  does  not 
act  upon  the  claim  within  six  months 
from  the  date  it  is  filed. 

(d)  In  the  case  of  any  application  for 
a  tentative  carry-back  adjustment  which 
the  Commissioner  allows  in  whole  or  ‘n 


C181 

part,  any  increase  determined  by  the 
Commissioner  in  any  tax  previously  de¬ 
termined  which  is  affected  by  the  carry¬ 
back  or  any  related  adjustments  shall  be 
deemed  to  have  been  determined  as  a  de¬ 
ficiency  and  shall  be  assessed  without 
regard  to  the  restrictions  on  assessment 
provided  in  section  272.  Such  increase 
may  be  assessed,  for  example,  without 
regard  to  whether  a  notice  of  deficiency 
in  respect  of  such  increase  is  sent  to  the 
taxpayer  and  without  regard  to  whether 
a  prior  notice  of  deficiency  has  been 
mailed  to  the  taxpayer.  The  taxpayer 
will  not  have  the  right  to  contest  the  as¬ 
sessment  before  The  Tax  Court  of  the 
United  States  whether  or  not  the  Com¬ 
missioner  sends  him  a  notice  in  respect 
of  such  increase. 

(e)  (1)  Each  decrease  determined  by 
the  Commissioner  in  any  tax  previously 
determined  which  is  affected  by  the 
carry-back  or  any  related  adjustments 
shall  first  be  applied  against  any  unpaid 
amount  of  the  tax  with  respect  to  w  hich 
such  decrease  was  determined.  Such 
unpaid  amount  of  tax  may  include  one 
or  more  of  the  following: 

(1)  An  amount  with  respect  to  which 
the  taxpayer  is  delinquent; 

(ii)  An  amount  the  time  for  payment 
of  which  has  been  extended  under  sec¬ 
tion  3779  which  is  due  and  payable  on 
or  after  the  date  on  which  the  decrease 
is  allowed;  and 

(iii)  An  amount  (including  an  amount 
the  time  for  payment  of  which  has  been 
extended  under  section  56  (c),  but  not 
including  an  amount  the  time  for  pay¬ 
ment  of  which  has  been  extended  under 
section  3779)  which  is  due  and  payable 
on  or  after  the  date  on  which  the  de¬ 
crease  is  allowed. 

(2)  In  case  the  unpaid  amount  of  tax 
includes  more  than  one  of  such  amounts, 
the  Commissioner,  in  his  discretion,  shall 
determine  against  which  amount  or 
amounts,  and  in  what  proportion,  the 
decrease  is  to  be  applied.  In  general, 
however,  the  decrease  will  be  applied 
against  any  amounts  described  in  sub¬ 
divisions  (i),  (ii),  and  (iii)  of  sub- 
paragraph  (1)  in  the  order  named.  If 
there  are  several  amounts  of  the  type  de¬ 
scribed  in  subdivision  (iii),  any  amount 
of  the  decrease  which  is  to  be  applied 
against  such  amounts  will  be  applied  by 
assuming  that  the  tax  previously  deter¬ 
mined  minus  the  amount  of  the  de¬ 
crease  to  be  so  applied  is  “the  tax”  and 
the  taxpayer  had  elected  to  pay  such 
tax  in  installments.  The  unpaid  amount 
of  tax  against  which  a  decrease  may  be 
applied  may  not  include  any  amount  of 
tax  for  any  taxable  year  other  than  the 
year  of  the  decrease.  After  making  such 
application,  the  Commissioner  w  ill  credit 
any  remainder  of  the  decrease  as  fol¬ 
lows  : 

(i)  Against  any  increase  (including 
additions  to  the  tax)  determined  in  any 
tax  which  is  attributable  to  the  carry¬ 
back  or  any  related  adjustments  and 
which  has  been  assessed  under  section 
3780  (b) ;  and  then 

(ii)  Against  any  unsatisfied  amount  of 
any  tax  for  the  taxable  year  immediately 
preceding  the  taxable  year  of  the  net. 
operating  loss  or  the  unused  excess  prof- 
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its  credit  the  time  for  payment  of  which 
has  been  extended  under  section  3779. 

(3)  Any  remainder  of  the  decrease 
after  such  application  and  credits  may, 
within  the  90-day  period,  in  the 
discretion  of  the  Commissioner,  be 
credited  against  any  income,  war  profits, 
or  excess  profits  tax  or  installment  there¬ 
of  then  due  from  the  taxpayer,  and,  if 
not  so  credited,  is  to  be  refunded  to  the 
taxpayer  within  such  90-day  period. 

§  39.3780-4  Assessment  of  erroneous 
allowances,  (a)  If  the  Commissioner 
determines  that  any  amount  applied, 
credited,  or  refunded  under  section  3780 
(b)  with  respect  to  an  application  for  a 
tentative  carry-back  adjustment  is  in 
excess  of  the  overassessment  properly 
attributable  to  the  carry-back  upon 
which  such  application  was  based,  he 
may  assess  the  amount  of  the  excess  as  a 
deficiency  as  if  such  deficiency  were  due 
to  a  mathematical  error  appearing  on 
the  face  of  the  return.  That  is,  the 
Commissioner  may  assess  an  amount 
equal  to  the  excess,  and  such  amount 
may  be  collected,  without  regard  to  the 
restrictions  on  assessment  and  collection 
imposed  by  section  272.  Thus,  the  Com¬ 
missioner,  for  example,  may  assess  such 
amount  without  regard  to  whether  he 
has  mailed  the  taxpayer  a  prior  notice 
of  deficiency.  Either  before  or  after  as¬ 
sessing  such  an  amount,  the  Commis¬ 
sioner  will  notify  the  taxpayer  that  he 
has  made,  or  will  make,  such  assessment. 
Such  notice  will  not  constitute  a  notice 
of  deficiency,  and  the  taxpayer  may  not 
file  a  petition  with  The  Tax  Court  of  the 
United  States  based  on  such  notice.  The 
taxpayer,  however,  within  the  applicable 
period  of  limitation  may  file  a  regular 
claim  for  credit  or  refund  under  section 
322  based  on  the  carry-back,  if  he  has  not 
already  filed  such  a  claim,  and  may 
maintain  a  suit  based  on  such  claim 
if  it  is  disallowed  or  if  it  is  not  acted 
upon  by  the  Commissioner  within  six 
months  from  the  date  the  claim  was 
filed. 

(b)  Upon  assessing  any  deficiency 
under  section  3780  (c) ,  the  Commissioner 
will  schedule  as  an  overassessment  the 
decrease  in  any  other  tax  resulting  from 
the  adjustments  reflected  in  the  com¬ 
putation  of  the  deficiency  so  assessed. 
In  any  such  case  the  taxpayer  will  be 
required  to  pay  only  the  difference  be¬ 
tween  the  overassessment  and  the  defici¬ 
ency  in  satisfaction  of  the  deficiency. 

(c)  The  method  provided  in  section 
3780  (c)  to  recover  any  amount  applied, 
credited,  or  refunded  in  respect  of  an 
application  for  a  tentative  carry-back 
adjustment  which  the  Commissioner 
later  determines  should  not  have  been 
so  applied,  credited,  or  refunded  is  not 
an  exclusive  method.  Two  other  meth¬ 
ods  are  available  to  recover  such  amount: 
(1)  by  w  ay  of  a  deficiency  notice  under 
section  272  (a);  or  (2)  by  a  suit  to  re¬ 
cover  an  erroneous  refund  under  section 
3746.  The  Commissioner,  in  his  discre¬ 
tion,  may  proceed  by  way  of  any  one  or 
more  of  the  three  available  methods  to 
recover  any  amount  which  he  determines 
was  improperly  applied,  credited,  or  re¬ 
funded  in  respect  of  an  application  for 
a  tentative  carry-back  adjustment. 


§  39.3781  Statutory  provisions;  exten¬ 
sion  of  time  and  tentative  carry-back  and 
amortization  adjustments  in  the  case  of 
consolidated  returns. 

Sec.  3781.  Extension  of  time  and  tentatix>e 
carry-back  and  amortization  adjustments  in 
the  case  of  consolidated  returns.  It  the  cor¬ 
poration  seeking  an  extension  of  time  under 
section  3779,  a  tentative  carry-back  adjust¬ 
ment  under  section  3780,  or  a  tentative  ad¬ 
justment  with  respect  to  an  amortization 
deduction  under  section  124  (J)  and  (k), 
made  or  was  required  to  make  a  consolidated 
return,  either  for  the  taxable  year  within 
which  the  net  operating  loss  or  the  unused 
excess  profits  credit  arises  or  within  which 
the  election  is  made  to  terminate  the  amor¬ 
tization  period,  or  for  a  preceding  taxable 
year  affected  by  such  loss,  credit,  or  election, 
the  provisions  of  such  sections  shall  apply 
only  to  such  extent  and  subject  to  such  con¬ 
ditions,  limitations,  and  exceptions  as  the 
Commissioner,  with  the  approval  of  the  Sec¬ 
retary,  may  by  regulations  prescribe. 

| Sec.  3781  as  added  by  sec.  4  (a) ,  Tax  Adjust¬ 
ment  Act  1945 J 

ADDITIONAL  MISCELLANEOUS  PROVISIONS 

§  39.3790-3795  Statutory  provisions; 
prohibition  of  administrative  review  of 
Commissioner’s  decisions;  rules  and 
regulations;  expenses  of  detection  and 
punishment  of  frauds;  penalties  and  for¬ 
feitures;  interest  on  delinquent  taxes; 
administration  of  real  estate  acquired  by 
the  United  States. 

Sec.  3790.  Prohibition  of  administrative 
review  of  Commissioner's  decisions.  In  the 
absence  of  fraud  or  mistake  in  mathemati¬ 
cal  calculation,  the  findings  of  facts  in  and 
the  decision  of  the  Commissioner  upon  (or 
In  case  the  Secretary  is  authorized  to  ap¬ 
prove  the  same,  then  after  such  approval) 
the  merits  of  any  claim  presented  under  or 
authorized  by  the  internal  revenue  laws  shall 
not,  except  as  provided  in  chapter  5,  be  sub¬ 
ject  to  review  by  any  other  administrative 
or  accounting  officer,  employee,  or  agent  of 
the  United  States.  In  the  absence  of  fraud 
or  mistake  in  mathematical  calculation,  the 
allowance  or  nonallowance  by  the  Commis¬ 
sioner,  of  interest  on  any  credit  or  refund 
under  the  internal  revenue  laws  shall  not, 
except  as  provided  in  chapter  5,  be  subject 
to  review  by  any  other  administrative  or 
accounting  officer,  employee,  or  agent  of  the 
United  States. 

[Sec.  3790  as  amended  by  sec.  4  (f),  Current 
Tax  Payment  Act  1943] 

Sec.  3791.  Rules  and  regulations — (a) 
Authorization — (1)  In  general.  •  *  *  the 
Commissioner,  with  the  approval  of  the 
Secretary,  shall  prescribe  and  publish  all 
needful  rules  and  regulations  for  the  en¬ 
forcement  of  this  title. 

(2)  In  case  of  change  in  law.  The  Com¬ 
missioner  may  make  all  such  regulations, 
not  otherwise  provided  for,  as  may  have  be¬ 
come  necessary  by  reason  of  any  alteration 
of  law  in  relation  to  internal  revenue. 

(b)  Retroactivity  of  regulations  or  rulings. 
The  Secretary,  or  the  Commissioner  with 
the  approval  of  the  Secretary,  may  prescribe 
the  extent,  if  any,  to  which  any  ruling,  regu¬ 
lation,  or  Treasury  Decision,  relating  to  the 
internal  revenue  laws,  shall  be  applied  with¬ 
out  retroactive  effect. 

Sec.  3792.  Expenses  of  detection  and  pun¬ 
ishment  of  frauds.  The  Commissioner, 
under  regulations  prescribed  by  him  with 
the  approval  of  the  Secretary,  is  authorized 
to  pay  such  sums,  not  exceeding  in  the  ag¬ 
gregate  the  sum  appropriated  therefor,  as  he 
may  deem  necessary  for  detecting  and  bring¬ 
ing  to  trial  and  punishment  persons  guilty 


of  violating  the  internal  revenue  laws,  or 
conniving  at  the  same,  in  cases  where  such 
expenses  are  not  otherwise  provided  for  by 
law. 

|  Sec.  3792  as  amended  by  sec.  12,  Pub.  Law 
271  (81st  Cong.)  ] 

Sec,  3793.  Penalties  and  forfeitures — (a) 
Fraudulent  bonds,  permits,  and  entries — (lj 
Penalty.  Every  person  who — 

(A)  Simulation  or  execution.  Simulates 
or  falsely  or  fraudulently  executes  or  signs 
any  bond,  permit,  entry,  or  other  document 
required  by  the  provisions  of  the  internal 
revenue  laws,  or  by  any  regulation  made  in 
pursuance  thereof,  or 

(B)  Procuring  execution.  Procures  the 
same  to  be  falsely  or  fraudulently  executed, 
or 

(C)  Aiding  in  execution.  Advises,  aids  in, 
or  connives  at  such  execution  thereof — 

shall  be  imprisoned  for  a  term  not  less  than 
one  year  nor  more  than  five  years,  and 

(2)  Forfeiture.  The  property  to  which 
such  false  or  fraudulent  Instrument  relates 
shall  be  forfeited. 

(b)  Fraudulent  returns,  affidavits,  and 
claims — (1)  Assistance  in  preparation  or 
presentation.  Any  person  who  willfully  aids 
or  assists  in,  or  procures,  counsels,  or  advises 
the  preparation  or  presentation  under,  or 
in  connection  with  any  matter  arising  un¬ 
der,  the  internal  revenue  laws,  of  a  false  or 
fraudulent  return,  affidavit,  claim,  or  docu¬ 
ment,  shall  (whether  or  not  such  falsity  or 
fraud  is  with  the  knowledge  or  consent  of 
the  person  authorized  or  required  to  present 
such  return,  affidavit,  claim,  or  document) 
be  guilty  of  a  felony,  and,  upon  conviction 
thereof,  be  fined  not  more  than  $10,000,  or 
imprisoned  for  not  more  than  five  years,  or 
both,  together  with  the  costs  of  prosecution. 

(2)  Person  defined.  The  term  “person" 
as  used  in  this  subsection  includes  an  of¬ 
ficer  or  employee  of  a  corporation  or  a  mem¬ 
ber  or  employee  of  a  partnership,  who  as 
such  officer,  employee,  or  member  is  under 
a  duty  to  perform  the  act  in  respect  of  which 
the  violation  occurs. 

(c)  Cross  references.  *  *  • 

Sec.  3794.  Interest  on  delinquent  taxes. 
Notwithstanding  any  provision  of  law  to  the 
contrary,  interest  accruing  during  any  period 
of  time  after  August  30,  1935,  upon  any  in¬ 
ternal-revenue  tax  (Including  amounts  as¬ 
sessed  or  collected  as  a  part  thereof)  net 
paid  when  due,  shall  be  at  the  rate  of  6  per 
centum  per  annum. 

Sec.  3795.  Administration  of  real  esta4e  ac¬ 
quired  by  the  United  States — (a)  Person 
charged  with.  The  Commissioner  shall  have 
charge  of  all  real  estate  which  is  or  shall 
become  the  property  of  the  United  States  by 
Judgment  or  forfeiture  under  the  internal 
revenue  laws,  or  which  has  been  or  shall  be 
assigned,  set  off,  or  conveyed  by  purchase  or 
otherwise  to  the  United  States  in  payment 
of  debts  or  penalties  arising  under  the  laws 
relating  to  internal  revenue,  or  which  has 
been  or  shall  be  vested  in  the  United  States 
by  mortgage  or  other  security  for  the  pay¬ 
ment  of  such  debts,  and  of  all  trusts  created 
for  the  use  of  the  United  States  in  payment 
of  such  debts  due  them. 

(b)  Sale.  The  Commissioner,  with  the  ap¬ 
proval  of  the  Secretary,  may,  at  public  ven¬ 
due,  and  upon  not  less  than  twenty  days' 
notice,  sell  and  dispose  of  all  real  estate 
owned  or  held  by  the  United  States  as 
aforesaid. 

(c)  Lease.  Until  such  sale  the  Commis¬ 
sioner,  with  the  approval  of  the  Secretary, 
may  lease  such  real  estate  owned  as  afore¬ 
said  on  such  terms  and  for  such  period  as 
they  shall  deem  expedient. 

(d)  Release  to  debtor,  in  cases  where  real 
estate  has  or  may  become  the  property  of 
the  United  States  by  conveyance  or  other¬ 
wise,  in  payment  of  or  as  security  for  a  debt 
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arising  under  the  laws  relating  to  Internal 
revenue,  and  such  debt  shall  have  been  paid, 
together  with  the  Interest  thereon,  at  the 
rate  of  1  per  centum  per  month,  to  the 
United  States,  within  two  years  from  the 
date  of  the  acquisition  of  such  real  estate, 
It  shall  be  lawful  for  the  Commissioner,  with 
the  approval  of  the  Secretary,  to  release  by 
deed,  or  otherwise  convey  such  real  estate 
to  the  debtor  from  whom  It  was  taken,  or  to 
his  heirs  or  other  legal  representatives. 

§  39.3797  Statutory  provisions;  defi¬ 
nitions. 

Sec.  3797.  Definitions,  (a)  When  used  In 
this  title,  where  not  otherwise  distinctly  ex¬ 
pressed  or  manifestly  Incompatible  with  the 
intent  thereof — 

(1)  Person.  The  term  “person”  shall  be 
construed  to  mean  and  Include  an  Individual, 
g  trust,  estate,  partnership,  company,  or 
corporation. 

(2)  Partnership  and  partner.  The  term 
•partnership”  Includes  a  syndicate,  group, 
pool,  Joint  venture,  or  other  unincorporated 
organization,  through  or  by  means  of  which 
gny  business,  financial  operation,  or  venture 
is  carried  on,  and  which  Is  not,  within  the 
meaning  of  this  title,  a  trust  or  estate  or  a 
corporation;  and  the  term  "partner”  includes 
a  member  In  such  a  syndicate,  group,  pool. 
Joint  venture,  or  organization.  A  person 
shall  be  recognized  as  a  partner  for  Income 
tax  purposes  if  he  owns  a  capital  Interest  in  a 
partnership  in  which  capital  is  a  material 
Income-producing  factor,  whether  or  not 
such  interest  was  derived  by  purchase  or  gift 
from  any  other  person. 

(3)  Corporation.  The  term  "corporation” 
Includes  associations,  Joint-stock  companies, 
and  Insurance  companies. 

(4)  Domestic.  The  term  "domestic”  when 
applied  to  a  corporation  or  a  partnership 
means  created  or  organized  In  the  United 
States  or  under  the  law  of  the  United  States 
or  of  any  State  or  Territory. 

(5)  Foreign.  The  term  “foreign”  when 
applied  to  a  corporation  or  partnership 
means  a  corporation  or  partnership  which  is 
not  domestic. 

(6)  Fiduciary.  The  term  "fiduciary” 
means  a  guardian,  trustee,  executor,  admin¬ 
istrator,  receiver,  conservator,  or  any  person 
acting  In  any  fiduciary  capacity  for  any 

person. 

(7)  Stock.  The  term  “stock”  Includes  the 
ahare  In  an  association,  Joint-stock  company, 
or  Insurance  company. 

(8)  Shareholder.  The  term  “shareholder” 
Includes  a  member  In  an  association,  Jolnt- 
itock  company,  or  Insurance  company. 

(9)  United  States.  The  term  "United 
States”  when  used  in  a  geographical  sense 
Includes  only  the  States,  the  Territories  of 
Alaska  and  Hawaii,  and  the  District  of 
Columbia. 

(10)  State.  The  word  "State"  shall  be 
construed  to  include  the  Territories  and  the 
District  of  Columbia,  where  such  construc¬ 
tion  is  necessary  to  carry  out  provisions  of 
this  title. 

(11)  Secretary.  The  term  "Secretary" 
means  the  Secretary  of  the  Treasury. 

(12)  Commissioner.  The  term  "Commis¬ 
sioner”  means  the  Commissioner  of  Internal 
Revenue. 

(13)  Collector.  The  term  "collector” 
means  collector  of  internal  revenue. 

(14)  Taxpayer.  The  term  "taxpayer” 
means  any  person  subject  to  a  tax  Imposed 
by  this  title. 

(15)  Military  or  naval  forces  of  the  United 
States.  The  term  “military  or  naval  forces 
of  the  United  States”  Includes  the  Marine 
Corps,  the  Coast  Guard,  the  Army  Nurse 
Corps,  Female,  the  Women’s  Army  Auxiliary 
Corps,  the  Navy  Nurse  Corps,  Female,  and 
ihe  Women’s  Reserve  branch  of  the  Naval 
Reserve. 


(16)  Withholding  agent.  The  term  “with¬ 
holding  agent”  means  any  person  required 
to  deduct  and  withhold  any  tax  under  the 
provisions  of  section  143  or  144. 

(17)  Husband  and  wife.  As  used  in  sec¬ 
tions  22  (k),  23  (u),  171,  and  the  last  sen¬ 
tence  of  section  25  (b)  (3),  if  the  husband 
and  wife  therein  referred  to  are  divorced, 
wherever  appropriate  to  the  meaning  of  such 
sections,  the  term  “wife”  shall  be  read  “for¬ 
mer  wife”  and  the  term  “husband”  shall  be 
read  “former  husband”;  and,  if  the  pay¬ 
ments  described  in  such  sections  are  made 
by  or  on  behalf  of  the  wife  or  former  wife 
to  the  husband  or  former  husband  instead 
of  vice  versa,  wherever  appropriate  to  the 
meaning  of  such  sections,  the  term  "hus¬ 
band”  shall  be  read  “wife”  and  the  term 
"wife”  shall  be  read  “husband”. 

(18)  International  organization.  The  term 
"international  organization”  means  a  public 
international  organization  entitled  to  enjoy 
privileges,  exemptions,  and  immunities  as  an 
international  organization  under  the  Inter¬ 
national  Organizations  Immunities  Act. 

(19)  Domestic  building  and  loan  associa¬ 
tion.  The  term  "domestic  building  and 
loan  association”  means  a  domestic  building 
and  loan  association,  a  domestic  savings  and 
loan  association,  and  a  Federal  savings  and 
loan  association,  substantially  all  the  busi¬ 
ness  of  which  is  confined  to  making  loans  to 
members. 

(20)  Employee.  For  the  purpose  of  apply¬ 
ing  the  provisions  of  chapter  1  with  respect 
to  contributions  to  or  under  a  stock  bonus, 
pension,  profit-sharing,  or  annuity  plan,  and 
with  respect  to  distributions  under  such  a 
plan  or  by  a  trust  forming  part  of  such  a 
plan,  the  term  “employee”  shall  include  a 
full-time  life  insurance  salesman  who  is 
considered  an  employee  for  the  purpose  of 
subchapter  A  of  chapter  9,  or,  in  the  case 
of  services  performed  before  January  1,  1951, 
who  would  be  considered  an  employee  if  his 
services  were  performed  during  1951. 

(b)  Includes  and  including.  The  terms 
"includes”  and  "including”  when  used  in 
a  definition  contained  in  this  title  shall  not 
be  deemed  to  exclude  other  things  otherwise 
within  the  meaning  of  the  term  defined. 

(c)  Cross  references.  For  other  defini¬ 
tions,  see  the  following: 

Singular  as  including  plural,  R.  S.  1  (U.  S. 
C.,  Title  1,  sec.  1). 

Plural  as  including  singular,  R.  S.  1  (U.  S. 
C.,  Title  1,  sec.  1). 

Masculine  as  including  feminine,  R.  S.  1 
(U.  S.  C.,  Title  1,  sec.  1). 

Officer,  R.  S.  1  (U.  S.  C.,  Title  1.  sec.  1). 

Oath  as  including  affirmation,  R.  S.  1 
(U.  S.  C.,  Title  1,  sec.  1). 

Company  or  association  as  including  suc¬ 
cessors  and  assigns,  R.  S.  5  (U.  S.  C.,  Title  1, 
sec.  5). 

County  as  including  parish,  R.  S.  2 
(U.  S.  C..  Title  1,  sec.  2). 

Vessel  as  including  all  means  of  water 
transportation,  R.  S.  3  (U.  S.  C.,  Title  1, 
sec.  3). 

Vehicle  as  including  all  means  of  land 
transportation,  R.  S.  4  (U.  S.  C.,  Title  1, 
sec.  4). 

[Sec.  3797  as  amended  by  secs.  120  (f)  and 
511,  Rev.  Act  1942;  sec.  10  (i).  Rev.  Act  1944; 
sec.  4  (i),  Pub.  Law  291  (79th  Cong.);  secs. 
313  (i),  340  (a),  and  343  (a).  Rev.  Act  1951.] 

§  39.3797-1  Classification  of  taxables. 
For  the  purpose  of  taxation  the  Internal 
Revenue  Code  makes  its  own  classifica¬ 
tion  and  prescribes  its  own  standards  of 
classification.  Local  law  is  of  no  im¬ 
portance  in  this  connection.  Thus,  a 
trust  may  be  classed  as  a  trust  or  as  an 
association  (and,  therefore,  as  a  corpora¬ 
tion),  depending  upon  its  nature  or  its 
activities.  See  §  39.3797-3.  The  term 


“partnership”  is  not  limited  to  the  com¬ 
mon  law  meaning  of  partnership,  but  is 
broader  in  its  scope  and  includes  groups 
not  commonly  called  partnerships.  See 
§  39.3797-4.  The  term  "corporation”  is 
not  limited  to  the  artificial  entity  usually 
known  as  a  corporation,  but  includes 
also  an  association,  a  trust  classed  as  an 
association  because  of  its  nature  or  its 
activities,  a  joint-stock  company,  an  in¬ 
surance  company,  and  certain  kinds  of 
partnerships.  See  §§  39.3797-2  and 
39.3797-4.  See  section  191  and  the 
regulations  thereunder,  for  recognition 
as  a  partner  of  any  person  who  owns  a 
capital  interest  in  a  partnership  in  which 
capital  is  a  material  income-producing 
factor,  whether  or  not  such  interest  was 
derived  by  purchase  or  gift  from  any 
other  person.  The  definitions,  terms, 
and  classifications,  as  set  forth  in  sec¬ 
tion  3797,  shall  have  the  same  respective 
meaning  and  scope  in  the  regulations 
in  this  part. 

§  39.3797-2  Association.  The  term 
“association”  is  not  used  in  the  Internal 
Revenue  Code  in  any  narrow  or  technical 
sense.  It  includes  any  organization, 
created  for  the  transaction  of  designated 
affairs,  or  the  attainment  of  some  object, 
which,  like  a  corporation,  continues  not¬ 
withstanding  that  its  members  or  par¬ 
ticipants  change,  and  the  affairs  of 
which,  like  corporate  affairs,  are  con¬ 
ducted  by  a  single  individual,  a  commit¬ 
tee,  a  board,  or  some  other  group,  acting 
in  a  representative  capacity.  *It  is  im¬ 
material  whether  such  organization  is 
created  by  an  agreement,  a  declaration 
of  trust,  a  statute,  or  otherwise.  It  in¬ 
cludes  a  voluntary  association,  a  joint- 
stock  association  or  company,  a  "busi¬ 
ness”  trust,  a  "Massachusetts”  trust,  a 
"common  law”  trust,  an  interinsurance 
exchange  operating  through  an  attorney 
in  fact,  a  partnership  association,  and 
any  other  type  of  organization  (by  what¬ 
ever  name  known)  which  is  not,  within 
the  meaning  of  the  Code,  a  trust  or  an 
estate,  or  a  partnership.  An  “invest¬ 
ment”  trust  of  the  type  commonly  known 
as  a  management  trust  is  an  association, 
and  a  trust  of  the  type  commonly  known 
as  a  fixed  investment  trust  is  an  associa¬ 
tion  if  there  is  power  under  the  trust 
agreement  to  vary  the  investment  of  the 
certificate  holders.  See  Commissioner 
v.  North  American  Bond  Trust,  122  F. 
(2d)  545,  cert,  denied  314  U.  S.  701.  If 
the  conduct  of  the  affairs  of  a  corpora¬ 
tion  continues  after  the  expiration  of  its 
charter,  or  the  termination  of  its  exist¬ 
ence,  it  becomes  an  association. 

§  39.3797-3  Association  distinguished 
from  trust,  (a)  The  term  "trust,”  as 
used  in  the  Internal  Revenue  Code,  re¬ 
fers  to  an  ordinary  trust,  namely,  one 
created  by  will  or  by  declaration  of  the 
trustees  or  the  grantor,  the  trustees  of 
which  take  title  to  the  property  for  the 
purpose  of  protecting  or  conserving  it  as 
customarily  required  under  the  ordinary 
rules  applied  in  chancery  and  probate 
courts.  The  beneficiaries  of  such  a  trust 
generally  do  no  more  than  accept  the 
benefits  thereof  and  are  not  the  volun¬ 
tary  planners  or  creators  of  the  trust 
arrangement.  Even  though  the  bene- 
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flciaries  do  create  such  a  trust,  it  is 
ordinarily  done  to  conserve  the  trust 
property  without  undertaking  any  ac¬ 
tivity  not  strictly  necessary  to  the  at¬ 
tainment  of  that  object. 

(b)  As  distinguished  from  the  or¬ 
dinary  trust  described  in  the  preceding 
paragraph  there  is  an  arrangement 
whereby  the  legal  title  to  the  property 
is  conveyed  to  trustees  (or  a  trustee) 
who,  under  a  declaration  or  agreement 
of  trust,  hold  and  manage  the  property 
with  a  view  to  income  or  profit  for  the 
benefit  of  beneficiaries.  Such  an  ar¬ 
rangement  is  designed  (whether  ex¬ 
pressly  or  otherwise)  to  afford  a  medium 
whereby  an  income  or  profit-seeking 
activity  may  be  carried  on  through  a 
substitute  for  an  organization  such  as  a 
voluntary  association  or  a  joint-stock 
company  or  a  corporation,  thus  obtain¬ 
ing  the  advantages  of  those  forms  of  or¬ 
ganization  without  their  disadvantages. 
The  nature  and  purpose  of  a  cooperative 
undertaking  will  differentiate  it  from  an 
ordinary  trust.  The  purpose  will  not  be 
considered  narrower  than  that  which  is 
formally  set  forth  in  the  instrument 
under  which  the  activities  of  the  trust 
are  conducted. 

(c)  If  a  trust  is  an  undertaking  or 
arrangement  conducted  for  income  or 
profit,  the  capital  or  property  of  the 
trust  being  supplied  by  the  beneficiaries, 
and  if  the  trustees  or  other  designated 
persons  are,  in  effect,  the  managers 
of  the  undertaking  or  arrangement, 
whether  the  beneficiaries  do  or  do  not 
appoint  or  control  them,  the  benefici¬ 
aries  are  to  be  treated  as  voluntarily 
joining  or  cooperating  with  each  other 
in  the  trust,  just  as  do  members  of  an 
association,  and  the  undertaking  or  ar¬ 
rangement  is  deemed  to  be  an  associa¬ 
tion  classified  by  the  Internal  Revenue 
Code  as  a  corporation.  However,  the 
fact  that  the  capital  or  property  of  the 
trust  is  not  supplied  by  the  beneficiaries 
is  not  sufficient  reason  in  itself  for 
classifying  the  arrangement  as  an  or¬ 
dinary  trust  rather  than  as  an  asso¬ 
ciation. 

(d)  By  means  of  such  a  trust  the  dis¬ 
advantages  of  an  ordinary  partnership 
are  avoided,  and  the  trust  form  affords 
the  advantages  of  unity  of  management 
and  continuity  of  existence  which  are 
characteristic  of  both  associations  and 
corporations.  This  trust  form  also  af¬ 
fords  the  advantages  of  capacity,  as  a 
unit,  to  acquire,  hold,  and  dispose  of 
property  and  the  ability  to  sue  and  be 
sued  by  strangers  or  members,  which  are 
characteristic  of  a  corporation;  and  also 
frequently  affords  the  limitation  of  li¬ 
ability  and  other  advantages  character¬ 
istic  of  a  corporation.  These  advantages 
which  the  trust  form  provides  are  fre¬ 
quently  referred  to  as  resemblance  to 
the  general  form,  mode  of  procedure,  or 
effectiveness  in  action,  of  an  association 
or  a  corporation,  or  as  “quasi-corporate 
form.”  The  effectiveness  in  action  in 
the  case  of  a  trust  or  of  a  corporation 
does  not  depend  upon  technical  arrange¬ 
ments  or  devices  such  as  the  appoint¬ 
ment  or  election  of  a  president,  secretary, 
treasurer,  or  other  “officer,”  the  use  of 
a  "seal,”  the  issuance  of  certificates  to 


the  beneficiaries,  the  holding  of  meet¬ 
ings  by  managers  or  beneficiaries,  the 
use  of  a  “charter”  or  “by-laws,”  the  ex¬ 
istence  of  “control”  by  the  beneficiaries 
over  the  affairs  of  the  organization,  or 
upon  other  minor  elements.  They  serve 
to  emphasize  the  fact  that  an  organiza¬ 
tion  possessing  them  should  be  treated 
as  a  corporation,  but  they  are  not  es¬ 
sential  to  such  classification,  for  the 
fundamental  benefits  enjoyed  by  a  cor¬ 
poration,  as  outlined  above,  are  attained, 
in  the  case  of  a  trust,  by  the  use  of  the 
trust  form  itself.  The  Internal  Reve¬ 
nue  Code  disregards  the  technical  dis¬ 
tinction  between  a  trust  agreement  (or 
declaration)  and  ordinary  articles  of 
association  or  a  corporate  charter,  and 
all  other  differences  of  detail.  It  treats 
such  a  trust  according  to  its  essential 
nature,  namely,  as  an  association.  This 
is  true  whether  the  beneficiaries  form 
the  trust  or,  by  purchase  or  otherwise, 
acquire  an  interest  in  an  existing  trust. 

(e)  The  mere  size  or  amount  of  capital 
invested  in  the  trust  is  of  no  importance. 
Sometimes  the  activity  of  the  trust  is  a 
small  venture  or  enterprise,  such  as  the 
division  and  sale  of  a  parcel  of  land,  the 
erection  of  a  building,  or  the  care  and 
rental  of  an  office  building  or  apart¬ 
ment  house;  sometimes  the  activity  is 
a  trade  or  business  on  a  much  larger 
scale.  The  distinction  is  that  between 
the  activity  or  purpose  for  which  an  or¬ 
dinary  strict  trust  of  the  traditional  type 
would  be  created,  and  the  activity  or 
purpose  for  which  a  corporation  for 
profit  might  have  been  formed. 

§  39.3797-4  Partnerships,  (a)  The 
Internal  Revenue  Code  provides  its  own 
concept  of  a  partnership.  Under  the 
term  “partnership”  it  includes  not  only  a 
partnership  as  known  at  common  law, 
but,  as  well,  a  syndicate,  group,  pool, 
joint  venture,  or  other  unincorporated 
organization  which  carries  on  any  busi¬ 
ness,  financial  operation,  or  venture,  and 
which  is  not,  within  the  meaning  of  the 
Code,  a  trust,  estate,  or  a  corporation. 
On  the  other  hand  the  Code  classifies 
under  the  term  “corporation”  an  asso¬ 
ciation  or  joint-stock  company,  the 
members  of  which  may  be  subject  to 
the  personal  liability  of  partners.  If 
an  organization  is  not  interrupted  by 
the  death  of  a  member  or  by  a  change 
in  ownership  of  a  participating  interest 
during  the  agreed  period  of  its  existence, 
and  its  management  is  centralized  in  one 
or  more  persons  in  their  representative 
capacities,  such  an  organization  is  an 
association,  taxable  as  a  corporation. 
As  to  the  characteristics  of  an  associa¬ 
tion,  see  also  §§  39.3797-2  and  39.3797-3. 
See  section  191  and  the  regulations 
thereunder,  for  treatment  as  a  partner 
of  any  person  who  owns  a  capital  inter¬ 
est  in  a  partnership  in  which  capital  is 
a  material  income -producing  factor, 
whether  or  not  such  interest  was  de¬ 
rived  by  purchase  or  gift  from  any  other 
person. 

(b)  The  following  examples  will  illus¬ 
trate  some  phases  of  the  distinctions 
described  in  paragraph  (a)  of  this  sec¬ 
tion: 

(1)  If  A  and  B  buy  some  acreage  for 
the  purpose  of  subdivision,  they  are 


joint  adventurers,  and  the  joint  venture 
is  classified  by  the  Code  as  a  partnership. 

(2)  A,  B,  and  C  contribute  $10,000 
each  for  the  purpose  of  buying  and  sell¬ 
ing  real  estate.  If  A,  B,  C,  or  D,  an  out¬ 
side  party  (or  any  combination  of  them 
as  long  as  the  approval  of  each  partic¬ 
ipant  is  not  required  for  syndicate 
action),  takes  control  of  the  money, 
property,  and  business  of  the  enterprise, 
and  the  syndicate  is  not  terminated  on 
the  death  of  any  of  the  participants,  the 
syndicate  is  classified  as  an  association. 

§  39.3797-5  Limited  partnerships. 
(a)  A  limited  partnership  is  classified 
for  the  purpose  of  the  Internal  Revenue 
Code  as  an  ordinary  partnership,  or,  on 
the  other  hand,  as  an  association  tax¬ 
able  as  a  corporation,  depending  upon 
its  character  in  certain  material  re¬ 
spects.  If  the  organization  is  not  inter¬ 
rupted  by  the  death  of  a  general  partner 
or  by  a  change  in  the  ownership  of  his 
participating  interest,  and  if  the  man¬ 
agement  of  its  affairs  is  centralized  in 
one  or  more  persons  acting  in  a  repre¬ 
sentative  capacity,  it  is  taxable  as  a 
corporation.  For  want  of  these  essen¬ 
tial  characteristics,  a  limited  partner¬ 
ship  is  to  be  considered  as  an  ordinary 
partnership  notwithstanding  other 
characteristics  conferred  upon  it  by  local 
law. 

(b)  The  Uniform  Limited  Partner¬ 
ship  Act  has  been  adopted  in  several 
States.  A  limited  partnership  organ¬ 
ized  under  the  provisions  of  that  Act  may 
be  either  an  association  or  a  partnership 
depending  upon  whether  or  not  in  the 
particular  case  the  essential  character¬ 
istics  of  an  association  exist. 

§  39.3797-6  Partnership  associations. 
A  partnership  association  of  the  type  au¬ 
thorized  by  the  statutes  of  several 
States,  such,  for  instance,  as  those  of  the 
State  of  Pennsylvania  (Purdon’s  Penna. 
Stat.  Ann.,  (Perm.  Ed.),  Title  59,  ch.  3), 
having  by  virtue  of  the  statutory  provi¬ 
sions  under  which  it  was  organized,  the 
characteristics  essential  to  an  associa¬ 
tion  within  the  meaning  of  the  Internal 
Revenue  Code,  is  taxable  as  a  corpora¬ 
tion. 

§  39.3797-7  Insurance  company,  (a) 
Insurance  companies  include  both  stock 
and  mutual  companies,  as  well  as  mutual 
benefit  insurance  companies.  A  volun¬ 
tary  unincorporated  association  of  em¬ 
ployees  formed  for  the  purpose  of  re¬ 
lieving  sick  and  aged  members  and  the 
dependents  of  deceased  members  is  an 
insurance  company,  whether  the  fund 
for  such  purpose  is  created  wholly  by 
membership  dues  or  partly  by  contribu¬ 
tions  from  the  employer.  A  corporation 
which  merely  sets  aside  a  fund  for  the 
insurance  of  its  employees  is  not  required 
to  file  a  separate  return  for  such  fund, 
but  the  income  therefrom  shall  be  in¬ 
cluded  in  the  return  of  the  corporation. 

(b)  Though  its  name,  charter  powers, 
and  subjection  to  State  insurance  laws 
are  significant  in  determining  the  busi¬ 
ness  which  a  corporation  is  authorized 
and  intends  to  carry  on,  the  character 
of  the  business  actually  done  in  the  tax¬ 
able  year  determines  whether  it  is  tax¬ 
able  as  an  insurance  company  under  the 


§  39.3797-4 


•Kl 


Saturday,  September  26,  1953 


Internal  Revenue  Code.  For  example, 
during  the  year  1952  the  M  Corporation, 
incorporated  under  the  insurance  laws 
of  the  State  of  R,  carried  on  the  business 
of  lending  money  in  addition  to  guar¬ 
anteeing  the  payment  of  principal  and 
interest  of  mortgage  loans.  Of  its  total 
income  for  the  year,  one-third  was  de¬ 
rived  from  its  insurance  business  of 
guaranteeing  the  payment  of  principal 
and  interest  of  mortgage  loans  and  two- 
thirds  was  derived  from  its  noninsurance 
business  of  lending  money.  The  M 
Corporation  is  not  an  insurance  company 
for  the  year  1952  within  the  meaning  of 
the  Code  and  the  regulations  in  this  part. 
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§  39.3797-8  Domestic,  foreign,  resi¬ 
dent,  and  nonresident  persons,  (a)  A 
domestic  corporation  is  one  organized  or 
created  in  the  United  States,  including 
only  the  States,  the  Territories  of  Alaska 
and  Hawaii,  and  the  District  of  Colum¬ 
bia.  or  under  the  law  of  the  United 
States  or  of  any  State  or  Territory,  and 
a  foreign  corporation  is  one  which  is 
not  domestic.  A  domestic  corporation  is 
a  resident  corporation  even  though  it 
does  no  business  and  owns  no  property 
in  the  United  States.  A  foreign  corpo¬ 
ration  engaged  in  trade  or  business  with¬ 
in  the  United  States  is  referred  to  in 
these  regulations  as  a  resident  foreign 
corporation,  and  a  foreign  corporation 
not  engaged  in  trade  or  business  within 
the  United  States,  as  a  nonresident  for¬ 
eign  corporation.  A  partnership  en¬ 
gaged  in  trade  or  business  within  the 
United  States  is  referred  to  in  these  reg¬ 
ulations  as  a  resident  partnership,  and 
a  partnership  not  engaged  in  trade  or 
business  within  the  United  States,  as  a 
nonresident  partnership.  Whether  a 
partnership  is  to  be  regarded  as  resident 
or  nonresident  is  not  determined  by  the 
nationality  or  residence  of  its  members 
or  by  the  place  in  which  it  was  created 
or  organized.  The  term  “nonresident 
alien,”  as  used  in  the  regulations  in  this 
part,  includes  a  nonresident  alien  indi¬ 
vidual  and  a  nonresident  alien  fiduciary. 


§  39.3797-9  Fiduciary.  “Fiduciary” 
is  a  term  which  applies  to  persons  who 
occupy  positions  of  peculiar  confidence 
toward  others,  such  as  trustees,  execu¬ 
tors.  and  administrators.  A  fiduciary 
for  income  tax  purposes  is  a  person  who 
holds  in  trust  an  estate  to  which  an¬ 
other  has  the  beneficial  title  or  in  which 
another  has  a  beneficial  interest,  or  re¬ 
ceives  and  controls  income  of  another, 
as  in  the  case  of  receivers.  A  committee 
or  guardian  cf  the  property  of  an  in¬ 
competent  person  is  a  fiduciary. 


has  been  created  in  the  estate  controlled 
by  the  agent  and  attorney,  the  liability 
to  make  a  return  rests  with  the  principal. 

§  39.3797-11  Military  or  naval  forces 
and  armed  forces  of  the  United  States. 
The  term  “military  or  naval  forces  of  the 
United  States”  and  the  term  “armed 
forces  of  the  United  States”  each  includes 
all  regular  and  reserve  components  of 
the  uniformed  services  which  are  subject 
to  the  jurisdiction  of  the  Secretary  of 
Defense,  the  Secretary  of  the  Army,  the 
Secretary  of  the  Navy,  or  the  Secretary 
of  the  Air  Force.  The  terms  also  include 
the  Coast  Guard.  The  members  of  such 
forces  include  commissioned  officers  and 
the  personnel  below  the  grade  of  com¬ 
missioned  officer  in  such  forces. 


§  39.3797-12  Collectors  and  directors. 
In  the  regulations  in  this  part,  refer¬ 
ences  to  collectors  of  internal  revenue 
shall  be  construed  to  be  references  to 
directors  of  internal  revenue  or  district 
directors  of  internal  revenue,  where  ap¬ 
propriate,  and  references  to  district  di¬ 
rectors  of  internal  revenue  shall  be 
construed  to  be  references  to  collectors 
of  internal  revenue  or  directors  of  inter¬ 
nal  revenue,  where  appropriate.  Simi¬ 
larly,  references  to  deputy  collectors 
shall  be  construed  to  be  references  to 
internal  revenue  agents,  where  appro¬ 
priate,  and  references  to  internal  reve¬ 
nue  agents  shall  be  construed  to  be 
references  to  deputy  collectors,  where 
appropriate. 


§  39.3797-10  Fiduciary  distinguished 
from  agent.  There  may  be  a  fiduciary 
relationship  between  an  agent  and  a 
principal,  but  the  word  “agent”  does  not 
denote  a  fiduciary.  An  agent  having  en¬ 
tire  charge  of  property,  with  authority 
to  effect  and  execute  leases  with  tenants 
entirely  on  his  own  responsibility  and 
without  consulting  his  principal,  merely 
turning  over  the  net  profits  from  the 
Property  periodically  to  his  principal  by 
virtue  of  authority  conferred  upon  him 
by  a  power  of  attorney,  is  not  a  fiduciary 
within  the  meaning  of  the  Internal  Rev¬ 
enue  Code.  In  cases  where  no  legal  trust 
No.  189— Pt.  II— Dec.  2 - 25 


and  limitations  of  law,  so  far  as  applicable, 
relating  to  the  refunding  of  taxes. 

(2)  Any  tax,  the  assessment,  collection,  or 
payment  of  which  is  barred  under  subsection 

(a)  of  this  section,  or  any  such  tax  which 
has  been  abated  or  remitted  after  May  28, 
1938,  shall  be  assessed  or  reassessed  when¬ 
ever  it  shall  appear  that  payment  of  the  tax 
will  not  diminish  the  assets  as  aforesaid. 

(1>)-  Airy  tax,  the  assessment,  collection,  or 
payment  of  which  is  barred  under  subsec¬ 
tion  (b)  of  this  section  or  any  such  tax 
which  has  been  refunded  after  May  28,  1938, 
shall  be  assessed  or  reassessed  after  full  pay¬ 
ment  of  such  claims  of  depositors  to  the 
extent  of  the  remaining  assets  segregated 
or  transferred  as  described  in  subsection  (b). 

(4)  The  running  of  the  statute  of  limita¬ 
tions  on  the  making  of  assessment  and  col¬ 
lection  shall  be  suspended,  during,  and  for 
ninety  days  beyond,  the  period  for  which, 
pursuant  to  this  section,  assessment  or  col¬ 
lection  may  not  be  made,  and  a  tax  may  be 
reassessed  as  provided  in  paragraphs  (2) 
and  (3)  of  this  subsection,  and  collected, 
during  the  time  within  which,  had  there 
been  no  abatement,  collection  might  have 
been  made. 

(u)  This  section  shall  not  apply  to  any 
tax  imposed  by  subchapter  A  or  subchapter 
C  of  chapter  9. 

[Sec.  3798  as  amended  by  sec.  400  (a),  Rev. 
Act  1939] 

Sec.  406  (b).  Insolvent  banks  [Revenue  Act 
of  1939 1 . 

(b)  The  term  “agent”  as  used  in  3798  (b) 
of  the  Internal  Revenue  Code  shall  be 
deemed  to  Include  a  corporation  acting  as  a 
liquidating  agent. 


§  39.3798  Statutory  provisions;  ex¬ 
emption  of  insolvent  hanks  from  tax. 

Sec.  3798.  Exemption  of  insolvent  banks 
from  tax.  (a)  Whenever  and  after  any  bank 
or  trust  company,  a  substantial  portion  of 
the  business  of  which  consists  of  receiving 
deposits  and  making  loans  and  discounts, 
has  ceased  to  do  business  by  reason  of  in¬ 
solvency  or  bankruptcy,  no  tax  shall  be  as¬ 
sessed  or  collected,  or  paid  into  the  Treasury 
of  the  United  States  on  account  of  such 
bank,  or  trust  company,  which  shall  diminish 
the  assets  thereof  necessary  for  the  full  pay¬ 
ment  of  all  its  depositors;  and  such  tax  shall 
be  abated  from  such  national  banks  as  are 
found  by  the  Comptroller  of  the  Currency 
to  be  insolvent;  and  the  Commissioner  of  In¬ 
ternal  Revenue,  when  the  facts  shall  appear 
to  him,  is  authorized  to  remit  so  much  of  the 
said  tax  against  any  such  insolvent  banks 
and  trust  companies  organized  under  State 
law  as  shall  be  found  to  affect  the  claims 
of  their  depositors. 

(b)  Whenever  any  bank  or  trust  company, 
a  substantial  portion  of  the  business  of  which 
consists  of  receiving  deposits  and  making 
loans  and  discounts,  has  been  released  or 
discharged  from  its  liability  to  its  depositors 
for  any  part  of  their  claims  against  it,  and 
such  depositors  have  accepted,  in  lieu  thereof, 
a  lien  upon  subsequent  earnings  of  such 
bank  or  trust  company,  or  claims  against 
assets  segregated  by  such  bank  or  trust  com¬ 
pany  or  against  assets  transferred  from  it 
to  an  individual  or  corporate  trustee  or  agent, 
no  tax  shall  be  assessed  or  collected,  or  paid 
into  the  Treasury  of  the  United  States  on 
account  of  such  bank,  or  trust  company,  such 
individual  or  corporate  trustee  or  such  agent, 
which  shall  diminish  the  assets  thereof  which 
are  available  for  the  payment  of  such  de¬ 
positor  claims  and  which  are  necessary  for 
the  full  payment  thereof, 

(c)  (1)  Any  such  tax  collected,  whether 
collected  before,  on,  or  after  the  date  of 
enactment  of  .  the  Revenue  Act  of  1938,  shall 
be  deemed  to  be  erroneously  collected,  and 
shall  be  refunded  subject  to  all  provisions 


§39.3798-1  Banks  and  trust  com¬ 
panies  covered,  (a)  Section  3798  applies 
to  any  national  bank,  or  bank  or  trust 
company  organized  under  State  law,  a 
substantial  portion  of  the  business  of 
which  consists  of  receiving  deposits  and 
making  loans  and  discounts,  and  which 
has — 

(1)  Ceased  to  do  business  by  reason 
of  insolvency  or  bankruptcy,  or 

(2)  Been  released  or  discharged  from 
its  liability  to  its  depositors  for  any  part 
of  their  deposit  claims,  and  the  deposi¬ 
tors  have  accepted  in  lieu  thereof  a  lien 
upon  its  subsequent  earnings  or  claims 
against  its  assets  either  (i)  segregated 
and  held  by  it  for  benefit  of  the  deposi¬ 
tors  or  (ii)  transferred  to  an  individual 
or  corporate  trustee  or  agent  who  liqui¬ 
dates,  holds  or  operates  the  assets  for 
the  benefit  of  the  depositors. 

(b)  As  used  in  the  regulations  under 
section  3798: 

(1)  The  term  “bank”,  unless  other¬ 
wise  indicated  by  the  context,  means 
any  national  bank,  or  bank  or  trust  com¬ 
pany  organized  under  State  law,  within 
the  scope  of  such  section. 

(2)  The  terms  “statute  of  limitations” 
and  “limitations”  means  all  applicable 
provisions  of  law  (including  section  3798) 
which  impose,  change,  or  affect  the  lim¬ 
itations,  conditions,  or  requirements  rel¬ 
ative  to  the  allowance  of  refunds  and 
abatements  or  the  assessment  or  collec¬ 
tion  of  tax,  as  the  case  may  be. 

(3)  The  term  “segregated  assets”  in¬ 
cludes  transferred  or  trusteed  assets,  or 
assets  set  aside  or  earmarked,  to  all  or  a 
portion  of  which,  or  the  proceeds  of 
which,  the  depositors  are  absolutely  or 
conditionally  entitled. 


s  ■■  t 
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§  39.3798-2  Scope  of  section  gen¬ 
erally — (a)  Purpose.  Section  3798  is 
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Intended  to  assist  depositors  of  a  bank 
which  had  ceased  to  do  business  by 
reason  of  insolvency  to  recover  their  de¬ 
posits,  by  prohibiting  collection  of  taxes 
of  the  bank  which  would  diminish  the 
assets  necessary  for  payment  of  its  de¬ 
positors  and  also  assist  depositors  of 
banks  which  are  in  financial  difficulties 
but  which,  in  certain  conditions,  con¬ 
tinue  in  business. 

(b)  Requisites  of  application.  In  order 
that  section  3798  shall  operate  in  a  case 
where  the  bank  continues  business  it  is 
necessary  that  the  depositors  shall  agree 
to  accept,  in  lieu  of  all  or  a  part  of  their 
deposit  claims  as  such,  claims  against 
segregated  assets,  or  a  lien  upon  subse¬ 
quent  earnings  of  the  bank,  or  both. 
When  such  an  agreement  exists,  no  tax 
diminishing  such  assets  or  earnings,  or 
both,  otherwise  available  and  necessary 
for  payment  of  depositors,  may  be  col¬ 
lected  therefrom.  If,  under  such  an 
agreement,  the  depositors  have  the  right 
also  to  look  to  the  unsegregated  assets 
of  the  bank  for  recovery,  in  whole  or 
part,  the  unsegregated  assets  are  like¬ 
wise,  until  they  exceed  the  amount  of  the 
depositors'  claims  chargeable  thereto, 
unavailable  for  tax  collection.  Any  tax 
of  such  a  bank,  or  part  of  any  tax,  which 
is  once  uncollectible  under  section  3798, 
cannot  thereafter  be  collected  except 
from  any  residue  of  segregated  assets  re¬ 
maining  after  claims  of  depositors 
against  such  assets  have  been  paid. 

(c)  Interest.  For  the  purposes  of  sec¬ 
tion  3798,  depositors’  claims  include 
bona  fide  interest,  either  on  the  deposits 
as  such,  or  on  the  claims  accepted  in  lieu 
of  deposits  as  such. 

(d)  Limitations  on  immunity.  Section 
3798  is  not  primarily  intended  for  the  re¬ 
lief  of  banks  as  such.  It  does  not  pre¬ 
vent  tax  collection,  from  assets  not 
necessary,  or  not  available,  for  payment 
of  depositors,  from  a  bank  within  section 
37C8  (a),  at  any  time  within  the  statute 
of  limitations.  In  other  words  the  im¬ 
munity  of  such  a  bank  is  not  complete, 
but  ceases  whenever,  within  the  statu¬ 
tory  period  for  collection,  it  becomes 
possible  to  make  collection  without  di¬ 
minishing  assets  necessary  for  payment 
of  depositors.  In  the  case  of  a  bank 
within  section  3798  (b> ,  any  immunity  to 
which  the  bank  is  entitled  is  absolute 
except  as  to  segregated  assets.  Any  tax 
coming  within  such  immunity  may  never 
be  collected.  With  respect  to  segregated 
assets,  such  a  bank  is  subject  to  the  same 
rule  as  a  bank  within  section  3798  (a), 
that  is  to  say,  after  claims  of  depositors 
against  segregated  assets  have  been  paid, 
any  surplus  is  subject,  within  the  statute 
of  limitations,  to  collection  of  any  tax, 
cue  at  any  time,  the  collection  of  which 
was  suspended  by  the  section.  The  sec- 
t  on  is  not  for  the  relief  of  creditors  other 
than  depositors,  although  it  may  inci¬ 
dentally  operate  for  their  benefit.  See 
§§  39.3798-4  and  39.3798-9  (b). 

§  39.3798-3  Segregated  or  transferred 
assets — (a)  In  general.  In  a  case  in¬ 
volving  segregated  or  transferred  assets, 
it  is  not  necessary,  for  application  of 
section  3798.  that  the  assets  shall  techni¬ 
cally  constitute  a  trust  fund.  It  is  suf¬ 
ficient  that  segregated  assets  be  definitely 


separated  from  other  assets  of  the  bank 
and  that  transferred  assets  be  definitely 
separated  both  from  other  assets  of  the 
bank  and  from  other  assets  held  or  owned 
by  the  trustee  or  agent  to  whom  assets 
of  the  bank  have  been  transferred ;  that 
the  bank  be  wholly  or  partially  released 
from  liability  for  repayment  of  deposits 
as  such;  and  that  the  depositors  have 
claims  against  the  separated  assets. 
Any  excess  of  separated  assets  over  the 
amount  necessary  for  payment  of  such 
depositors  will  be  available  for  tax  col¬ 
lection  after  full  payment  of  depositors’ 
claims  under  the  agreement  against  such 
assets.  But  see  §  39.3798-9  (a). 

(b)  Corporate  transferees.  Where 
the  segregated  assets  are  transferred  to 
a  separate  corporate  trustee  or  corporate 
agent,  the  assets  and  earnings  therefrom 
are  within  the  protection  of  the  section, 
until  full  payment  of  depositors’  claims 
against  such  assets  and  earnings,  no 
matter  by  whom  the  stock  of  such  cor¬ 
poration  is  held,  and  no  matter  whether 
the  assets  be  liquidated  or  operated  or 
held  for  benefit  of  the  depositors. 

§  39.3798-4  Unsegregated  assets — (a) 
Depositors’  claims  against  assets.  (1) 
Claims  of  depositors,  to  the  extent  that 
they  are  to  be  satisfied  out  of  segregated 
assets,  will  not  be  considered  in  deter¬ 
mining  the  availability  of  unsegregated 
assets  for  tax  collection.  If  depositors 
have  agreed  to  accept  payment  out  of 
segregated  assets  only,  collection  of  tax 
from  unsegregated  assets  will  not  dimin¬ 
ish  the  assets  available  and  necessary  for 
payment  of  the  depositors’  claims.  Thus, 
it  may  be  possible  to  collect  taxes  from 
the  unsegregated  assets  of  a  bank 
although  the  segregated  assets  are  im¬ 
mune  under  the  section. 

(2)  If  the  unsegregated  assets  of  the 
bank  are  subject  to  any  portion  of  the 
depositors’  claims,  such  unsegregated 
assets  will  be  within  the  immunity  of  the 
section  only  to  the  extent  necessary  to 
satisfy  the  claims  to  which  such  assets 
are  subject.  Taxes  will  still  be  collectible 
from  the  unsegregated  assets  to  the 
extent  of  the  amount  by  which  the  total 
value  of  such  assets  exceeds  the  liability 
to  depositors  to  be  satisfied  therefrom. 
Therefore,  if,  for  example,  in  the  case  of 
a  bank  having  a  tax  liability,  not  previ¬ 
ously  immune  under  the  section,  of 
$50,000,  the  deposit  claims  against  the 
bank  are  in  the  amount  of  $75,000,  and 
the  assets  available  for  satisfaction  of 
deposit  claims  amount  to  $100,000,  the 
$50,000  tax  is  collectible  to  the  extent  of 
the  $25,000  excess  of  assets  over  deposit 
claims.  Collection  is  not  to  be  postponed 
until  the  full  amount  of  the  tax  is  col¬ 
lectible. 

(b)  Depositors’  claims  against  earn- 
ings.  Even  though  under  a  bona  fide 
agreement  a  bank  has  been  released  from 
depositors’  claims  as  to  unsegregated 
assets,  if  all  or  a  portion  of  its  earnings 
are  subject  to  depositors’  claims,  all  as¬ 
sets  the  earnings  from  which,  in  whole 
or  part,  are  charged  with  the  payment  of 
depositors’  claims,  will  be  immune  from 
tax  collection.  But  see  §  39.3798-5  (a). 

§  39.3798-5  Earnings — (a)  Availabil¬ 
ity  for  tax  collection.  Earnings  of  a  bank 


within  section  3798  (b),  whether  from 
segregated  or  unsegregated  assets,  which 
are  necessary  for,  applicable  to,  and  ac¬ 
tually  used  for,  payment  of  depositors’ 
claims  under  an  agreement,  are  within 
the  immunity  of  the  section.  If  only  a 
portion  or  percentage  of  income  from 
segregated  or  unsegregated  assets  is 
available  and  necessary  for  payment  of 
depositors’  claims,  the  remaining  income 
is  available  for  tax  collection.  Earnings 
of  the  bank’s  first  fiscal  year  ending  after 
the  making  of  the  agreement  not  appli¬ 
cable  to  payment  of  depositors  will  be 
assumed  to  be  applicable  for  collection 
of  any  tax  due  prior  or  subsequent  to 
execution  of  the  agreement.  Earnings  of 
subsequent  fiscal  periods  from  unsegre¬ 
gated  assets  not  applicable  to  depositors’ 
claims  will  be  assumed  to  be  applicable 
to  payment  of  taxes  as  to  which  im¬ 
munity  under  the  section  has  not  pre¬ 
viously  attached.  Earnings  from  segre¬ 
gated  assets  are  available  for  collection 
of  tax,  whether  previously  uncollectible 
under  the  section  or  not,  after  depositors’ 
claims  against  such  assets  have  been  paid 
in  full.  See  §§  39.3798-3  (a)  and 

39.3798-9  (a). 

(b)  Tax  computation.  The  fact  that 
earnings  of  a  given  year  may  be  wholly 
or  partly  unavailable  under  section  3798 
for  collection  of  taxes  does  not  exempt 
the  income  for  that  year,  or  any  part 
thereof,  from  tax  liability.  The  section 
affects  collectibility  only,  and  is  not  con¬ 
cerned  with  taxability.  Accordingly,  the 
taxpayer’s  income  tax  return  shall  cor¬ 
rectly  compute  the  tax  liability,  even 
though  in  the  opinion  of  the  taxpayer  it 
is  immune  from  tax  collection  under  the 
section.  The  tax  shall  be  determined 
with  respect  to  the  entire  taxable  in¬ 
come  and  not  merely  with  respect  to  the 
portion  of  the  earnings  out  of  which 
tax  may  be  collected.  As  to  establish¬ 
ment  of  immunity  from  tax  collection  see 
§  39.3798-7. 

Example.  (1)  An  agreement,  executed  In 
the  year  1952  between  a  bank  and  its  deposi¬ 
tors,  provides  ( 1 )  that  certain  assets  are  to  be 
segregated  lor  the  benefit  of  the  depositors 
who  have  waived  (as  claims  against  unsegre¬ 
gated  assets  of  the  bank)  a  percentage  of 
their  deposits;  (2)  that  40  percent  of  the 
bank’s  net  earnings,  for  fiscal  years  beginning 
with  the  fiscal  year  ending  December  31,  1952, 
from  unsegregated  assets,  shall  be  paid  to  the 
depositors  until  the  portion  of  their  claims 
waived  with  respect  to  unsegregated  assets  of 
the  bank  has  been  paid;  and  (3)  that  the  un¬ 
segregated  assets  shall  not  be  subject  to  de¬ 
positors’  claims.  The  net  income  of  the 
bank  for  the  calendar  year  1952  is  $10,000, 
$4,000  produced  by  the  segregated,  and  $6,000 
produced  by  the  unsegregated  assets.  Such 
amount  shall  be  considered  the  net  earnings 
for  the  purpose  of  section  3798  in  computing 
the  portion  of  the  earnings  to  be  paid  to 
depositors.  The  bank  has  an  outstanding 
tax  liability  for  prior  years  of  $7,000.  The  in¬ 
come  tax  liability  of  the  bank  for  1952  is  30 
percent  of  $10,000,  or  $3,000,  making  a  total 
outstanding  tax  liability  of  $10,000.  The 
portion  of  the  earnings  of  the  bank  for  1952 
remaining  after  provision  for  depositors  is 
$3,600  ($6,000  less  40  percent  thereof,  or 
$2,400) .  It  will  be  assumed  that  of  the  total 
outstanding  tax  liability  of  $10,000,  $3,600 
may  be  assessed  and  collected,  leaving  $6,400 
to  be  collected  from  any  excess  of  the  segre¬ 
gated  assets  after  claims  of  depositors  against 
such  segregated  assets  have  been  paid  in 
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full.  No  part  of  the  $6,400  Immune  from 
collection  from  1952  earnings  may  be  col¬ 
lected  thereafter  from  unsegregated  assets 
of  the  bank  or  earnings  therefrom,  so  that 
except  for  any  possible  surplus  of  the  segre¬ 
gated  assets  the  $6,400  Is  uncollectible. 

(2)  In  the  year  1953,  the  earnings  are 
again  $10,000,  $4,000  from  segregated  and 
|6,000  from  unsegregated  assets,  as  in  1952. 
However,  the  return  filed  shows  income  of 
$5,000  and  a  tax  liability  of  $1,500.  An  in¬ 
vestigation  shows  the  true  income  to  be 
$10,000,  on  which  the  tax  is  $3,000.  The  full 
$3,000  will  be  assumed  to  be  collectible.  The 
$600  difference  between  $3,600  (the  excess  of 
earnings  from  unsegregated  assets  over  the 
amount  going  to  the  depositors),  and  the 
(3.000  tax  for  1953,  is  not  available  for  col¬ 
lection  of  the  tax  for  prior  years,  which  be¬ 
came  immune  as  described  above,  but  may  be 
available  for  collection  of  tax  for  subsequent 
years. 

(c)  No  significance  attaches  to  the 
selection  of  the  years  1952  and  1953  in 
the  example  set  forth  in  paragraph  (b) 
of  this  section.  The  rules  indicated  by 
the  example  are  equally  applicable  to 
subsequent  or  prior  years  not  excluded 
by  limitations. 

§  39.3798-6  Abatement  and  refund. 

(a)  An  assessment  or  collection,  no  mat¬ 
ter  when  made,  if  contrary  to  section 
3798,  is  subject  to  abatement  or  refund 
within  the  applicable  statutory  period  of 
limitations. 

(b)  Collection  from  a  bank  within  sec¬ 
tion  3798  (b)  which  diminished  assets 
necessary  for  payment  of  depositors,  if 
made  prior  to  agreement  with  deposi¬ 
tors,  is  not  contrary  to  the  section,  and 
affords  no  ground  for  refund. 

(c)  Any  abatement  or  refund  Is  sub¬ 
ject  to  existing  statutory  periods  of  lim¬ 
itation,  which  periods  are  not  suspended 
or  extended  by  section  3798.  In  order  to 
secure  refund  of  any  taxes  paid  for  any 
taxable  year  during  the  period  of  im¬ 
munity  the  bank  must  file  claim  there¬ 
for. 

§  39.3798-7  Establishment  of  immun¬ 
ity.  (a)  The  mere  allegation  of  insol¬ 
vency,  or  that  depositors  have  claims 
against  segregated  or  other  assets  or 
earnings,  will  not  of  itself  secure  im¬ 
munity  from  tax  collection.  It  must  be 
affirmatively  established  to  the  satis¬ 
faction  of  the  Commissioner  that  collec¬ 
tion  of  tax  will  be  contrary  to  section 
3798.  See  also  §  39.3798-8. 

(b)  Any  claim,  by  a  bank,  of  immunity 
under  section  3798  (b),  shall  be  sup¬ 
ported  by  a  statement,  under  oath  or 
affirmation,  which  shall  show:  (1)  The 
total  of  depositors’  claims  outstanding, 
and  (2)  separately  and  in  detail,  the 
amount  of  each  of  the  following,  and 
the  amount  of  depositors’  claims  prop¬ 
erly  chargeable  against  each:  (i)  Segre¬ 
gated  or  transferred  assets;  (ii)  un¬ 
segregated  assets;  (iii)  estimated  future 
average  annual  earnings  and  profits; 
<iv)  amount  collectible  from  sharehold¬ 
ers;  and  (v)  any  other  resources  avail¬ 
able  for  payment  of  depositors’  claims. 
The  detail  shall  show  the  full  amount 
of  depositors’  claims  chargeable  against 
each  of  the  items  in  subdivisions  (i)  to 
<v),  inclusive,  of  this  paragraph  even 
though  part  or  all  of  the  amount  charge¬ 
able  against  a  particular  item  is  also 
chargeable  against  some  other  item  or 


items.  There  shall  also  be  filed  a  copy 
of  any  agreement  between  the  bank  and 
its  depositors,  and  any  other  agreement 
or  document  bearing  on  the  claim  of 
immunity.  The  statement  shall  show 
the  basis,  as  “book,”  “market,”  etc.,  of 
valuation  of  the  assets. 

§  39.3793-8  Procedure  during  immu¬ 
nity — (a)  Statements  to  be  filed.  As 
long  as  complete  or  partial  immunity  is 
claimed,  a  bank  within  section  3798  (b) 
shall  file  with  each  income  tax  return  a 
statement  as  required  by  §  39.3793-7,  in 
duplicate,  and  shall  also  file  such  addi¬ 
tional  statements  as  the  Commissioner 
may  require.  Whether  or  not  additional 
statements  shall  be  required,  and  the  fre¬ 
quency  thereof,  will  depend  on  the  cir¬ 
cumstances,  including  the  financial  sta¬ 
tus  and  apparent  prospects  of  the  bank, 
and  the  time  which  is  available  for  as¬ 
sessment  and  collection.  If  a  copy  of  an 
agreement  or  document  has  once  been 
filed,  a  copy  of  the  same  agreement  or 
document  need  not  again  be  filed  with  a 
subsequent  statement,  if  it  is  shown  by 
the  subsequent  statement,  when  and 
where  and  with  what  return  the  copy 
was  filed.  In  case  of  amendment  a  copy 
of  the  amendment  must  be  filed  with  the 
return  for  the  taxable  year  in  which  the 
amendment  is  made. 

(b)  Failure  to  file.  Failure  of  a  bank 
to  file  any  required  statement  will  be 
treated  as  indicating  that  the  bank  is 
not  entitled  to  immunity. 

§  39.3798-9  Termination  of  immu¬ 
nity — (a)  In  general.  (1)  In  tire  case  of 
a  bank  within  section  3798  (a) ,  immunity 
will  end  whenever,  and  to  the  extent 
that,  taxes  may  be  assessed  and  col¬ 
lected,  within  the  applicable  limitation 
periods  as  extended  by  section  3793,  with¬ 
out  diminishing  the  assets  available  and 
necessary  for  payment  of  depositors. 
Immunity  of  a  bank  within  section  3798 
(b)  is  terminated,  as  to  segregated  as¬ 
sets,  whenever  claims  of  depositors 
against  such  assets  have  been  paid  in 
full.  See  §  39.3798-3.  As  to  segregated 
assets,  the  termination  of  immunity  is 
complete,  and  any  balance  remaining 
after  payment  of  depositors  is  available, 
within  statutory  limitations,  for  collec¬ 
tion  of  tax  due  at  any  time.  However, 
taxes  of  the  bank  will  be  collectible  from 
segregated  assets  only  to  the  extent  that 
the  bank  has  a  legal  or  equitable  interest 
therein.  Assets  as  to  which  there  has 
been  a  complete  conveyance  for  benefit 
of  depositors,  and  the  bank  has  bona  fide 
been  divested  of  all  legal  and  equitable 
interest,  are  not  available  for  collec¬ 
tion  of  the  bank’s  tax  liability. 

(2)  As  to  unsegregated  assets  of  a 
bank  within  section  3798  (b),  immunity 
terminates  only  as  to  taxes  thereafter 
becoming  due.  When  taxes  are  once 
immune  from  collection,  the  immunity 
as  to  unsegregated  assets  is  absolute. 
But  see  §  39.3798-4  (a). 

(b)  General  creditors.  While  the  im¬ 
munity  from  tax  collection  is  for  protec¬ 
tion  of  depositors,  and  not  for  benefit  of 
general  creditors,  in  some  cases  the  im¬ 
munity  will  not  end  until  the  assets  are 
sufficient  to  cover  indebtedness  of  credi¬ 
tors  generally.  This  situation  will  exist 
where  under  applicable  law  the  claims 


of  general  creditors  are  on  a  parity  with 
those  of  depositors,  so  that  to  pay  de¬ 
positors  in  full  it  is  necessary  to  pay  all 
creditors  in  full. 

(c)  Shareholder  liability.  In  deter¬ 
mining  the  sufficiency  of  the  assets  to 
satisfy  the  depositors’  claims,  share¬ 
holders’  liability  to  the  extent  collectible 
shall  be  treated  as  available  assets.  See 
§  39.3798-7. 

(d)  Deposit  insurance.  Deposit  in¬ 
surance  payable  to  depositors  shall  not 
be  treated  as  an  asset  cf  the  bank  and 
shall  be  disregarded  in  determining  the 
sufficiency  of  the  assets  to  meet  the 
claims  of  depositors. 

(e)  Notice  by  bank.  A  bank  within 
section  3798  (b),  upon  termination  of 
immunity  with  respect  to  (1)  earnings, 

(2)  segregated  or  transferred  assets,  or 

(3)  unsegregated  assets,  shall  im  medi¬ 
ately  notify  the  district  director  of  inter¬ 
nal  revenue  for  the  internal  revenue  dis¬ 
trict  in  which  the  taxpayer’s  returns 
were  filed  of  such  termination  of  immu¬ 
nity.  See  §  39.3798-8  <b). 

(f)  Payment  by  bank.  As  immunity 
terminates  w  ith  respect  to  any  assets,  it 
will  be  the  duty  of  the  bank,  without 
notice  from  the  district  director  of  inter¬ 
nal  revenue,  to  make  payment  of  taxes 
collectible  from  such  assets. 

§  39.3798-10  Collection  of  tax  after 
termination  of  immunity.  If,  in  the 
case  of  a  bank  within  section  3793  (b), 
segregated  assets  (including  earnings 
therefrom),  in  excess  of  those  necessary 
for  payment  of  outstanding  deposits  be¬ 
come  available,  such  excess  of  segregated 
assets  shall  be  applied  toward  satisfac¬ 
tion  of  accumulated  outstanding  taxes 
previously  immune  under  the  section, 
and  not  barred  by  the  statute  of  limita¬ 
tions.  But  see  §  39.3798-3.  Where 
sufficient  segregated  or  unsegregated 
assets  are  available,  statutory  interest 
shall  be  collected  with  the  tax.  When 
unsegregated  assets  or  earnings  there¬ 
from  previously  immune  become  avail¬ 
able  for  tax  collection,  they  will  be 
available  only  for  collection  of  taxes  (in¬ 
cluding  interest  and  other  additions) 
becoming  due  after  immunity  ceases. 
See  the  example  in  §  39.3798-5  (c). 

§  39.3798-11  Social  security  taxes. 
The  regulations  under  section  3798  do 
not  relate  to  social  security  taxes,  since 
the  immunity  granted  by  the  section 
does  not  apply  to  taxes  imposed  by  the 
Social  Security  Act. 

§  39.3799-3800  Statutory  provisions; 
income  from  obligations  and  mortgages 
issued  by  joint-stock  land  banks;  juris¬ 
diction  of  District  Courts  to  issue  orders, 
processes,  and  judgments. 

Sec.  3799.  Income  from  obligations  and 
mortgages  issued  by  joint-stock  land  banks. 
Notwithstanding  the  provisions  of  section  26 
of  the  Federal  Farm  Loan  Act,  39  Stat.  380 
(U.  S.  C.,  Title  12,  section  931-3),  as 
amended,  in  the  case  of  mortgages  made  or 
obligations  issued  by  any  Joint-stock  land 
bank  after  May  28,  1938,  all  income,  except 
interest,  derived  therefrom  shall  be  in¬ 
cluded  in  gross  income  and  shall  not  be 
exempt  from  Federal  income  taxation. 

Sec.  3800.  Jurisdiction  of  district  courts  to 
issue  orders,  processes,  and.  judgments.  The 
district  courts  of  the  United  States  at  the 
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Instance  of  the  United  States  shall  have  such 
Jurisdiction  to  make  and  issue,  both  In  ac¬ 
tions  at  law  and  suits  in  equity,  writs  and 
orders  of  Injunction,  and  of  ne  exeat  repub¬ 
lics,  orders  appointing  receivers,  and  such 
other  orders  and  process,  and  to  render  such 
Judgments  and  decrees,  granting  in  proper 
cases  both  legal  and  equitable  relief  to¬ 
gether,  as  may  be  necessary  or  appropriate 
for  the  enforcement  of  the  internal  revenue 
laws.  The  remedies  hereby  provided  are  in 
addition  to  and  not  exclusive  of  any  and  all 
other  remedies  of  the  United  States  in  such 
courts  or  otherwise  to  enforce  such  laws. 

§  39.3801  (a)  (1)  Statutory  provi¬ 

sions;  mitigation  of  effect  of  limitation 
and  other  provisions  in  income  tax  cases; 
definition  of  determination. 

Sec.  3801.  Mitigation  of  effect  of  limitation 
and  other  provisions  in  income  tax  cases— 
(a)  Definitions.  For  the  purpose  of  this 

section — 

(1)  Determination.  The  term  “determi¬ 
nation  under  the  income  tax  laws”  means — 

(A)  A  closing  agreement  made  under  sec¬ 
tion  3760: 

( B )  A  decision  by  the  Board  of  Tax  Appeals 
or  a  Judgment,  decree,  or  other  order  by 
any  court  of  competent  Jurisdiction,  which 
has  become  final;  or 

(C)  A  final  disposition  by  the  Commis¬ 
sioner  of  a  claim  for  refund.  For  the  pur¬ 
poses  of  this  section  a  claim  for  refund  shall 
be  deemed  finally  disposed  of  by  the  Com¬ 
missioner — 

(i)  As  to  items  with  respect  to  which  the 
claim  was  allowed,  upon  the  date  of  allow¬ 
ance  of  refund  or  credit  or  upon  the  date  of 
mailing  notice  of  disallowance  (by  reason 
of  offsetting  items)  of  the  claim  for  refund, 
and 

(ii)  As  to  items  with  respect  to  which  the 
claim  was  disallowed,  in  whole  or  in  part, 
or  as  to  items  applied  by  the  Commissioner 
in  reduction  of  the  refund  or  credit,  upon 
expiration  of  the  time  for  instituting  suit 
with  respect  thereto  (unless  suit  is  instituted 
prior  to  the  expiration  of  such  time). 

Such  term  shall  not  include  any  such  agree¬ 
ment  made,  or  decision,  Judgment,  decree, 
or  order  which  became  final,  or  claim  for 
refund  finally  disposed  of,  prior  to  August 
27.  1938. 

§  39.3801  (a)  <  1  >  — 1  Purpose  and  scope 
of  section  3801.  Section  3801  provides 
for  correction  of  the  effect  of  certain 
tvpes  of  errors  specified  in  section  3801 
<b>  and  §§  39.3801  (b)-l  to  39.3801 
(b>-5,  inclusive,  when  one  or  more  pro¬ 
visions  of  the  internal  revenue  laws,  such 
as  the  statute  of  limitations,  would  other¬ 
wise  prevent  such  correction.  Correc¬ 
tions  are  authorized  under  section  3801 
only  when  the  Commissioner,  if  the  cor¬ 
rection  would  result  in  an  allowance  of 
a  refund  or  credit  for  the  year  with  re¬ 
spect  to  which  the  error  was  made,  or 
the  taxpayer,  if  the  correction  would  re¬ 
sult  in  an  additional  assessment  for  such 
year,  has  maintained  a  position  incon¬ 
sistent  with  the  error.  No  correction  is 
permissible  unless  the  inconsistent  posi¬ 
tion  is  adopted  by  a  determination  made 
on  or  after  August  27,  1938.  The  pro¬ 
visions  of  section  3801  and  of  the  regula¬ 
tions  promulgated  under  such  section 
shall  not  apply  to  any  tax  imposed  by 
chapter  9,  relating  to  employment  taxes. 

§  39.3801  (a>  (1 )  —2  Closing  agree¬ 

ment  as  a  determination.  For  the  pur¬ 
poses  of  section  3801,  a  determination 
may  take  the  form  of  a  closing  agree¬ 
ment  authorized  by  section  3760.  Such 


an  agreement  may  relate  to  the  total 
tax  liability  of  the  taxpayer  for  a  par¬ 
ticular  taxable  year  or  years  or  to  one  or 
more  separate  items  affecting  such  lia¬ 
bility.  If  it  becomes  necessary  or  de¬ 
sirable  to  effect  a  determination  in  order 
to  obtain  or  accelerate  an  adjustment 
authorized  by  section  3801,  a  closing 
agreement  may  be  used  for  such  purpose 
whenever  a  taxpayer  and  the  Govern¬ 
ment  have  concurred  in  the  disposition 
of  an  item  or  items.  A  closing  agree¬ 
ment  becomes  final  within  the  meaning 
of  section  3801  on  the  date  of  its  approval 
by  the  Secretary,  the  Under  Secretary, 
or  an  Assistant  Secretary,  except  that  a 
closing  agreement  with  respect  to  a  final 
determination  of  tax  liability  for  past 
years  becomes  final  on  the  date  of  its 
approval  by  the  Commissioner. 

§  39.3801  (a)  (1 )  —3  Decision  by  Tax 
Court  or  court  as  a  determination,  (a) 
A  determination  may  take  the  form  of  a 
decision  by  The  Tax  Court  of  the  United 
States  or  a  judgment,  decree,  or  other 
order  by  any  court  of  competent  juris¬ 
diction,  which  has  become  final. 

(b)  The  date  upon  which  a  decision  by 
the  Tax  Court  becomes  final  is  pre¬ 
scribed  in  section  1140. 

(c)  The  date  upon  which  a  judgment 
of  a  court  becomes  final  must  be  deter¬ 
mined  upon  the  basis  of  the  facts  in  the 
particular  case.  Ordinarily,  a  judgment 
of  a  United  States  district  court  becomes 
final  upon  the  expiration  of  the  time  al¬ 
lowed  for  taking  an  appeal,  if  no  such 
appeal  is  duly  taken  within  such  time; 
and  a  judgment  of  the  United  States 
Court  of  Claims  becomes  final  upon  the 
expiration  of  the  time  allowed  for  filing 
a  petition  for  certiorari  if  no  such  peti¬ 
tion  is  duly  filed  within  such  time. 

§  39.3801  (a)  (1 )  —4  Final  disposition 
of  claim  for  refund  as  a  determination. 

(a)  A  determination  may  take  the  form 
of  a  final  disposition  of  a  claim  for  re¬ 
fund.  Such  disposition  may  result  in  a 
determination  with  respect  to  two  classes 
of  items,  i.  e.,  items  included  by  the  tax¬ 
payer  in  a  claim  for  refund  and  items  ap¬ 
plied  by  the  Commissioner  to  offset  the 
alleged  overpayment.  The  time  at  which 
a  dispositon  in  respect  of  a  particular 
item  becomes  final  may  depend  not  only 
upon  what  action  is  taken  with  respect 
to  that  item  but  also  upon  whether  the 
claim  for  refund  is  allowed  or  disallowed. 

(b)  Items  with  respect  to  which  the 
taxpayer’s  claim  is  allowed.  ( 1 )  The  dis¬ 
position  with  respect  to  an  item  as  to 
which  the  taxpayer’s  contention  in  the 
claim  for  refund  is  sustained  becomes 
final  on  the  date  of  allowance  of  the 
refund  or  credit  if — 

(i)  The  taxpayer’s  claim  for  refund 
is  unqualifiedly  allowed;  or 

(ii)  The  taxpayer’s  contention  with 
respect  to  an  item  is  sustained  and  with 
respect  to  other  items  is  denied,  so  that 
the  net  result  is  an  allowance  of  refund 
or  credit;  or 

(iii)  The  taxpayer’s  contention  with 
respect  to  an  item  is  sustained,  but  the 
Commissioner  applies  other  items  to  off¬ 
set  the  amount  of  the  alleged  overpay¬ 
ment  and  the  items  so  applied  do  not 
completely  offset  such  amount  but 


merely  reduce  it  so  that  the  net  result  is 
an  allowance  of  refund  or  credit. 

(2)  If  the  taxpayer’s  contention  in  the 
claim  for  refund  with  respect  to  an  item 
is  sustained  but  the  Commissioner  ap¬ 
plies  other  items  to  offset  the  amount  of 
the  alleged  overpayment  so  that  the  net 
result  is  a  disallowance  of  the  claim  for 
refund,  the  date  of  mailing,  by  registered 
mail,  of  the  notice  of  disallowance  (see 
section  3772)  is  the  date  of  the  final  dis¬ 
position  as  to  the  item  with  respect  to 
which  the  taxpayer’s  contention  is  sus-  | 
tained. 

(c)  Items  with  respect  to  which  the 
taxpayer’s  claim  is  disallowed.  The  dis-  I 
position  with  respect  to  an  item  as  to 
which  the  taxpayer’s  contention  in  the 
claim  for  refund  is  denied  becomes  final  I 
upon  the  expiration  of  the  time  allowed 
by  section  3772  for  instituting  suit  on  the 
claim  for  refund,  unless  suit  is  instituted 
prior  to  the  expiration  of  such  period, 

if — 

(1)  The  taxpayer’s  claim  for  refund  is 
unqualifiedly  disallowed;  or 

(2)  The  taxpayer’s  contention  with 
respect  to  an  item  is  denied  and  with 
respect  to  other  items  is  sustained  so  that 
the  net  result  is  an  allowance  of  refund 
or  credit;  or 

(3)  The  taxpayer’s  contention  with 
respect  to  an  item  is  sustained  in  part 
and  denied  in  part.  For  example,  if  the 
taxpayer  claims  a  deductible  loss  of 
$10,000  and  a  consequent  overpayment 
of  $2,500  and  the  Commissioner  concedes 
that  a  deductible  loss  was  sustained  but 
in  the  amount  of  $5,000  only,  or  that  a 
deductible  loss  of  $10,000  was  sustained, 
but  under  the  Commissioner’s  computa¬ 
tion  the  consequent  ovepayment  is  only 
$2,000,  the  disposition  of  the  claim  for 
refund  with  respect  to  both  the  allow¬ 
ance  of  the  $5,000  and  the  disallowance 
of  the  remaining  $5,000,  or  the  allowance 
of  the  $2,000  overpayment  and  the  denial 
of  the  $500,  becomes  final  upon  the  ex¬ 
piration  of  the  time  for  instituting  suit 
on  the  claim  for  refund  unless  suit  is 
instituted  prior  to  the  expiration  of  such 
period. 

(d)  Items  applied  by  the  Commissioner 
in  reduction  of  the  refund  or  credit.  If 
the  Commissioner  applies  an  item  in  re¬ 
duction  of  the  overpayment  alleged  in 
the  claim  for  refund,  and  the  net  result 
is  an  allowance  of  refund  or  credit,  the 
disposition  with  respect  to  the  item  so 
applied  by  the  Commissioner  becomes 
final  upon  the  expiration  of  the  time 
allowed  by  section  3772  for  instituting 
suit  on  the  claim  for  refund,  unless  suit 
is  instituted  prior  to  the  expiration  of 
such  period.  If  such  application  of  the 
item  results  in  the  assertion  of  a  defi¬ 
ciency,  such  action  does  not  constitute  a 
final  disposition  by  the  Commissioner  of 
a  claim  for  refund  within  the  meaning  of 
section  3801  (a)  (1)  (C)  (ii) ,  but  subse¬ 
quent  action  taken  with  respect  to  such 
deficiency  may  result  in  a  determination 
under  section  3801  (a)  (1)  (A)  or  <B>. 

(e)  The  necessity  of  waiting  for  t*e 
expiration  of  the  2-year  period  of  limi¬ 
tations  provided  in  section  3772  may  be 
avoided  in  such  cases  as  are  described 
under  paragraph  (c)  or  (d)  of  this  sec- 
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tion  by  the  use  of  a  closing  agreement  to 
effect  a  determination. 

§  39.3801  (a)  (2)-(3)  Statutory  pro¬ 
visions;  mitigation  of  effect  of  limita¬ 
tion  and  other  provisions  in  income  tax 
cases;  definitions  of  taxpayer  and  related 
taxpayer. 

Sec.  3801.  Mitigation  of  effect  of  limitation 
and  other  provisions  in  income  tax  cases — 
(a)  Definitions.  For  the  purpose  of  this 
section  *  *  * 

(2)  Taxpayer.  Notwithstanding  the  pro¬ 
visions  of  section  3797  the  term  "taxpayer” 
means  any  person  subject  to  a  tax  under  the 
applicable  Revenue  Act. 

(3)  Related  taxpayer.  The  term  “related 
taxpayer”  means  a  taxpayer  who,  with  the 
taxpayer  with  respect  to  whom  a  determina¬ 
tion  specified  in  subsection  (b)  (1),  (2),  (3), 
or  (4)  is  made,  stood,  in  the  taxable  year 
with  respect  to  which  the  erroneous  inclu¬ 
sion,  exclusion,  omission,  allowance,  or  dis¬ 
allowance  therein  referred  to  was  made,  in 
one  of  the  following  relationships:  (A) 
Husband  and  wife;  (B)  grantor  and  fiduciary; 
(C)  grantor  and  beneficiary;  (D)  fiduciary 
and  beneficiary,  legatee,  or  heir;  (E)  de¬ 
cedent  and  decedent’s  estate;  or  (F)  partner. 

§  39.3801  (a)  (3 )  — 1  Related  taxpayer. 
An  adjustment  in  the  case  of  the  tax¬ 
payer  with  respect  to  whom  the  error 
was  made  may  be  authorized  under  sec¬ 
tion  3801  although  the  determination  is 
made  with  respect  to  a  different  tax¬ 
payer,  provided  that  such  taxpayers 
stand  in  one  of  the  relationships  specified 
in  section  3801  (a)  (3).  The  concept  of 
“related  taxpayer”  has  application  only 
to  section  3801  (b)  (1),  (2),  (3),  or  (4) 
and  does  not  apply  to  section  3801  (b) 
(5).  If  such  relationship  exists,  it  is 
not  essential  that  the  error  be  with  re¬ 
spect  to  a  transaction  possible  only  by 
reason  of  the  existence  of  the  relation¬ 
ship.  For  example,  if  the  error  with 
respect  to  which  an  adjustment  is  sought 
under  section  3801  grew  out  of  an 
assignment  of  rents  between  taxpayer 
A  and  taxpayer  B,  who  are  partners, 
and  the  determination  is  with  respect  to 
taxpayer  A,  an  adjustment  with  respect 
to  taxpayer  B  may  be  permissible  despite 
the  fact  that  the  assignment  had 
nothing  to  do  with  the  business  of  the 
partnership.  The  relationship  need  not 
exist  throughout  the  entire  taxable 
year  with  respect  to  which  the  error  was 
made,  but  only  at  some  time  during  that 
taxable  year.  For  example,  if  a  tax¬ 
payer  on  February  15  assigns  to  his 
fiancee  the  net  rents  of  a  building  which 
the  taxpayer  owns,  and  the  tw'o  are  mar¬ 
ried  before  the  end  of  the  taxable  year, 
an  adjustment  may  be  permissible  if  the 
determination  relates  to  such  rents  de¬ 
spite  the  fact  that  they  were  not  husband 
and  wife  at  the  time  of  the  assignment. 
See  §  39.3801  (b)-8  for  the  requirement 
in  certain  cases  that  the  relationship 
exist  at  the  time  an  inconsistent  posi¬ 
tion  is  first  maintained.  . 

8  39.3801  (b)  Statutory  provisions ; 

mitigation  of  effect  of  limitation  and, 
other  provisions  in  income  tax  cases; 
circumstances  of  adjustment. 

Sec.  3801.  Mitigation  of  effect  of  limita¬ 
tion  and  other  provisions  in  income  tax 
cases.  •  •  • 

(b)  Circumstances  of  adjustment.  When 
a  determination  under  the  income  tax  laws — 
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(1)  Requires  the  Inclusion  in  gross  in¬ 
come  of  an  item  which  was  erroneously  in¬ 
cluded  in  the  gross  income  of  the  taxpayer 
for  another  taxable  year  or  in  the  gross  in¬ 
come  of  a  related  taxpayer;  or 

(2)  Allows  a  deduction  or  credit  which 
was  erroneously  allowed  to  the  taxpayer  for 
another  taxable  year  or  to  a  related  tax¬ 
payer;  or 

(3)  Requires  the  exclusion  from  gross  in¬ 
come  of  an  item  with  respect  to  which  tax 
was  paid  and  which  was  erroneously  ex¬ 
cluded  or  omitted  from  the  gross  Income  of 
the  taxpayer  for  another  taxable  year  or 
from  the  gross  income  of  a  related  taxpayer; 
or 

(4)  Allows  or  disallows  any  of  the  addi¬ 
tional  deductions  allowable  in  computing  the 
net  income  of  estates  or  trusts,  or  requires 
or  denies  any  of  the  Inclusions  in  the  com¬ 
putation  of  net  income  of  beneficiaries, 
heirs,  or  legatees,  specified  in  section  162  (b) 
and  (c)  of  chapter  1,  and  corresponding 
sections  of  prior  revenue  Acts,  and  the  cor¬ 
relative  inclusion  or  deduction,  as  the  case 
may  be,  has  been  erroneously  excluded, 
omitted,  or  included,  or  disallowed,  omitted, 
or  allowed,  as  the  case  may  be,  in  respect 
of  the  related  taxpayer;  or 

(5)  Determines  the  basis  of  property  for 
depletion,  exhaustion,  wear  and  tear,  or 
obsolescence,  or  for  gain  or  loss  on  a  sale 
or  exchange,  and  in  respect  of  any  transac¬ 
tion  upon  which  such  basis  depends  there 
was  an  erroneous  inclusion  in  or  omission 
from  the  gross  income  of,  or  an  erroneous 
recognition  or  nonrecognition  of  gain  or 
loss  to,  the  taxpayer  or  any  person  who 
acquired  title  to  such  property  in  such 
transaction  and  from  whom  mediately  or 
immediately  the  taxpayer  derived  title  sub¬ 
sequent  to  such  transaction — 

and,  on  the  date  the  determination  becomes 
final,  correction  of  the  effect  of  the  error 
is  prevented  by  the  operation  (whether  be¬ 
fore,  on  or  after  May  28,  1938)  of  any  pro¬ 
vision  of  the  internal-revenue  laws  other 
than  this  section  and  other  than  section 
3761  (relating  to  compromises),  then  the 
effect  of  the  error  shall  be  corrected  by  an 
adjustment  made  under  this  section.  Such 
adjustment  shall  be  made  only  if  there  is 
adopted  in  the  determination  a  position 
maintained  by  the  Commissioner  (in  case 
the  amount  of  the  adjustment  would  be  re¬ 
funded  or  credited  in  the  same  manner  as 
an  overpayment  under  subsection  (c) )  or 
by  the  taxpayer  with  respect  to  whom  the 
determination  is  made  (in  case  the  amount 
of  the  adjustment  would  be  assessed  and 
collected  in  the  same  manner  as  a  deficiency 
under  subsection  (c)),  which  position  is 
inconsistent  with  the  erroneous  inclusion, 
exclusion,  omission,  allowance,  disallow¬ 
ance,  recognition,  or  nonrecognition,  as  the 
case  may  be.  In  case  the  amount  of  the 
adjustment  would  be  assessed  and  collected 
in  the  same  manner  as  a  deficiency,  the  ad¬ 
justment  shall  not  be  made  with  respect 
to  a  related  taxpayer  unless  he  stands  in 
such  relationship  to  the  taxpayer  at  the  time 
the  latter  first  maintains  the  inconsistent 
position  in  a  return,  claim  for  refund,  or  pe¬ 
tition  (or  amended  petition)  to  the  Board 
of  Tax  Appeals  for  the  taxable  year  with 
respect  to  which  the  determination  is  made, 
or  if  such  position  is  not  so  maintained, 
then  at  the  time  of  the  determination. 

§  39.3801  (b)-0  Circumstatices  of  ad¬ 
justment.  (a)  Section  3801  may  be  ap¬ 
plied  to  correct  the  effect  of  an  error  if, 
on  the  date  of  the  determination,  cor¬ 
rection  of  the  effect  of  the  error  is  pre¬ 
vented  by  the  operation  of  any  provision 
of  the  internal  revenue  laws  other  than 
section  3801  and  other  than  section  3761 
of  the  Internal  Revenue  Code  and  the 
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corresponding  provisions  of  prior  reve¬ 
nue  acts  (relating  to  compromises). 
Examples  of  such  provisions  are:  Sec¬ 
tions  275,  311  (b)  and  (c),  322  (b)  and 
(d),  1117  (e),  3746,  and  3772  of  the  In¬ 
ternal  Revenue  Code  and  the  corre¬ 
sponding  provisions  of  prior  revenue  acts 
(relating  to  periods  of  limitation) ;  sec¬ 
tions  272  (f)  and  322  (c)  of  the  Internal 
Revenue  Code  and  the  corresponding 
provisions  of  prior  revenue  acts  (relat¬ 
ing  to  effect  of  petition  to  The  Tax  Court 
of  the  United  States  on  further  defi¬ 
ciency  letters  and  on  credits  or  refunds) ; 
section  3760  of  the  Internal  Revenue 
Code  and  the  corresponding  provisions 
of  prior  revenue  acts  (relating  to  closing 
agreements) ;  and  sections  3770  (a)  (2), 
3774,  and  3775  of  the  Internal  Revenue 
Code  and  the  corresponding  provisions 
of  prior  revenue  acts  (relating  to  pay¬ 
ments,  refunds,  or  credits  after  the  pe¬ 
riod  of  limitation  has  expired ) . 

(b)  If  the  tax  liability  for  the  year 
with  respect  to  which  the  error  was  made 
has  been  compromised  under  section 
3761  of  the  Internal  Revenue  Code  or  the 
corresponding  provisions  of  prior 
revenue  acts,  no  adjustment  may  be 
made  under  section  3801  with  respect  to 
that  year. 

(c)  Section  3801  is  not  applicable  if, 
on  the  date  of  the  determination,  cor¬ 
rection  of  the  effect  of  the  error  is  per¬ 
missible  without  recourse  to  such  section. 

(d)  The  determination  may  be  with 
respect  to  the  tax  imposed  by  chapter  1 
and  subchapters  A,  B,  D,  and  E  of  chap¬ 
ter  2  of  the  Internal  Revenue  Code,  by 
the  corresponding  provisions  of  any 
prior  revenue  acts,  or  by  more  than  one 
of  such  provisions.  Section  3801  may  be 
applied  to  correct  the  effect  of  the  error 
only  as  to  the  tax  or  taxes  for  the  year 
with  respect  to  which  the  error  was  made 
which  correspond  to  the  tax  or  taxes  to 
which  the  determination  relates.  Thus, 
if  the  determination  relates  to  the  tax 
imposed  by  chapter  1  of  the  Internal 
Revenue  Code,  the  adjustment  may  be 
only  with  respect  to  the  tax  imposed  by 
such  chapter  or  by  the  corresponding 
provisions  of  the  revenue  act  applicable 
to  the  year  with  respect  to  which  the 
error  was  made ;  if  the  determination  re¬ 
lates  to  subchapter  B  of  chapter  2  of  the 
Internal  Revenue  Code,  the  adjustment 
may  be  only  with  respect  to  the  tax  im¬ 
posed  by  such  subchapter  or  by  the  cor¬ 
responding  provisions  of  the  revenue  act 
applicable  to  the  year  with  respect  to 
which  the  error  was  made. 

§  39.3801  (b)-l  Double  inclusion  of 
item  of  gross  income,  (a)  Section  3801 
(b)  (1)  applies  if  the  determination  re¬ 
quires  the  inclusion,  in  a  taxpayer’s 
gross  income,  of  an  item  which  was  er¬ 
roneously  included  in  the  gross  income 
of  the  same  taxpayer  for  another  taxable 
year  or  of  a  related  taxpayer  for  the 
same  or  another  taxable  year. 

(b)  The  application  of  section  3801  (b) 
(1)  may  be  illustrated  by  the  following 
examples : 

Example  ( 1 ).  A  taxpayer  who  keeps  his 
books  on  the  cash  basis  erroneously  In¬ 
cluded  in  his  return  for  1944  an  item  of  ac¬ 
crued  rent.  In  1949,  after  the  period  of 
limitations  on  refunds  for  1944  has  expired. 
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the  Commissioner  discovers  that  the  tax¬ 
payer  received  this  rent  In  1945  and  asserts 
a  deficiency  for  the  year  1945.  which  Is  sus¬ 
tained  by  The  Tsui  Court  of  the  United 
States  in  1952.  An  adjustment  is  authorized 
with  respect  to  the  year  1944.  If  the  tax¬ 
payer  had  returned  the  rent  for  both  1944 
and  1945  and  by  a  determination  was  denied 
a  refund  claimed  for  1945  on  account  of  the 
rent  item,  a  similar  adjustment  Is  authorized. 

Example  (2).  A  husband  assigned  to  his 
wife  salary  to  be  earned  by  him  in  the  year 
1950.  The  wife  included  such  salary  in  her 
separate  return  for  that  year  and  the  hus¬ 
band  omitted  It.  The  Commissioner  as¬ 
serted  a  deficiency  against  the  wife  for  1950 
with  respect  to  a  different  item  and  she 
contested  that  deficiency  before  the  Tax 
Court.  The  wlfe<  would  therefore  be  barred 
by  section  322  (c)  from  filing  a  claim  for 
refund  for  1950.  Thereafter,  the  Commis¬ 
sioner  asserts  a  deficiency  against  the  hus¬ 
band  on  account  of  the  omission  of  such 
salary  from  his  return  for  1950.  The  hus¬ 
band  unsuccessfully  contests  the  deficiency 
before  the  Tax  Court  in  1952.  An  adjust¬ 
ment  Is  authorized  with  respect  to  the  wife's 
tax  for  1950. 

§  39  3801  (b)-2  Double  allowance  of 
a  deduction  or  credit,  (a)  Section  3801 

(b)  (2)  applies  if  the  determination  al¬ 
lows  the  taxpayer  a  deduction  or  credit 
which  was  erroneously  allowed  the  same 
taxpayer  for  another  taxable  year  or  a 
related  taxpayer  for  the  same  or  another 
taxable  year. 

(b)  The  application  of  section  3801 
(b)  <2)  may  be  illustrated  by  the  follow¬ 
ing  examples: 

Example  ( 1 ).  A  taxpayer  In  his  return 
for  1947  claimed  and  was  allowred  a  deduc¬ 
tion  for  destruction  of  timber  by  a  forest 
fire.  Subsequently  It  was  discovered  that 
the  forest  fire  occurred  In  1948  rather  than 
In  1947.  After  the  expiration  of  the  period 
of  limitations  for  the  assessment  of  a  defi¬ 
ciency  for  1947,  the  taxpayer  files  a  claim  for 
refund  for  1948  based  upon  a  deduction  for 
the  fire  loss  in  that  year.  The  Commissioner 
in  1952  allows  the  claim  for  refund.  An  ad¬ 
justment  is  authorized  with  respect  to  the 
year  1947. 

Example  (2).  The  beneficiary  of  a  testa¬ 
mentary  trust  in  his  return  for  1946  claimed, 
and  was  allowed,  a  deduction  for  deprecia¬ 
tion  of  the  trust  property.  The  Commis¬ 
sioner  asserted  a  deficiency  against  the 
beneficiary  for  1946  with  respect  to  a  different 
item  and  final  decision  of  The  Tax  Court  of 
the  United  States  was  rendered  In  1948.  so 
that  tne  Commissioner  was  thereafter  barred 
by  section  272  (f)  of  the  Internal  Revenue 
Code  from  asserting  a  further  deficiency 
against  the  beneficiary  for  1946.  The  trustee 
thereafter  filed  a  timely  refund  claim  con¬ 
tending  that,  under  the  terms  of  the  will,  the 
trust,  and  not  the  beneficiary,  was  entitled 
to  the  allowance  for  depreciation.  The  court 
in  1952  sustains  the  refund  claim.  An  ad¬ 
justment  Is  authorized  with  respect  to  the 
beneficiary’s  tax  for  1946. 

§  39.3801  (b>-3  Erroneous  exclusion 
of  item  of  gross  income  with  respect  to 
which  tax  was  paid,  (a)  Section  3801 
<b>  (3)  applies  if  the  determination  re¬ 
quires  the  exclusion,  from  a  taxpayer's 
gross  income,  of  an  item  with  respect  to 
which  tax  was  paid  and  which  was 
erroneously  excluded  or  omitted  from 
the  gross  income  of  the  same  taxpayer 
for  another  taxable  year  or  of  a  related 
taxpayer  for  the  same  or  another  taxable 
year. 
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(b)  The  application  of  section  3801 
(b)  (3)  may  be  illustrated  by  the  fol¬ 
lowing  examples: 

Example  (I).  A  taxpayer  received  pay¬ 
ments  In  1949  under  a  contract  for  the  per¬ 
formance  of  services  and  included  the 
payments  in  his  return  for  that  year.  A 
closing  agreement  was  thereafter  made  with 
respect  to  the  tax  liability  of  the  taxpayer 
for  1948.  The  taxpayer  subsequently  filed  a 
claim  for  refund  for  the  year  1949,  asserting 
that  he  kept  his  books  on  the  accrual  basis 
and  that,  as  the  payments  had  accrued  In 
1948,  they  were  properly  taxable  in  that  year. 
The  claim  for  refund  is  allowed  in  1952.  An 
adjustment  Is  authorized  with  respect  to  the 
year  1948.  If  the  taxpayer  had  not  Included 
the  payments  In  any  return  and  the  Commis¬ 
sioner  had  asserted  a  deficiency  for  1949 
with  respect  to  the  payments,  and  the  defi¬ 
ciency  was  net  sustained  by  The  Tax  Court 
of  the  United  States  in  its  final  decision  In 
1953,  no  adjustment  Is  authorized  with  re¬ 
spect  to  the  year  1948.  Although  the  deter¬ 
mination  requires  the  exclusion  of  the  item 
from  gross  income,  no  tax  had  been  paid 
with  respect  thereto.  If  the  taxpayer,  how¬ 
ever,  had  paid  the  deficiency  and  thereafter 
successfully  sued  for  refund  in  court,  an 
adjustment  Is  authorized. 

Example  (2) .  A  father  and  son  conducted 
a  partnership  business,  each  being  entitled 
to  one-half  of  the  net  profits.  The  father 
included  the  entire  net  income  of  the  part¬ 
nership  in  his  return  for  1945,  and  the  son 
included  no  portion  of  this  income  in  his 
return  for  that  year.  Shortly  before  the 
expiration  of  the  period  of  limitations  with 
respect  to  deficiency  assessments  and  refund 
claims  for  both  father  and  son  for  1945,  the 
father  filed  a  claim  for  refund  of  that  por¬ 
tion  of  his  1945  tax  attributable  to  the  half 
of  the  partnership  income  which  should  have 
been  included  in  the  son’s  return.  The  court 
sustains  the  claim  for  refund  in  1952.  An 
adjustment  is  authorized  with  respect  to 
the  son’s  tax  for  1945. 

§  39  3831  (b)-4  Correlative  deduc¬ 

tions  and  inclusions  specified  in  section 
162  (b)  and  (c)  and  corresponding  pro¬ 
visions  of  prior  revenue  acts,  (a)  Sec¬ 
tion  3801  (b)  (4)  applies  if  the 

determination  relates  to  the  additional 
deduction  specified  in  section  162  (b) 
and  (c)  of  the  Internal  Revenue  Code, 
or  the  corresponding  provisions  of  a 
prior  revenue  act,  for  amounts  distribut¬ 
able  to  the  beneficiaries,  heirs,  or  lega¬ 
tees  of  an  estate  or  trust,  and  such 
determination  requires : 

(1)  The  allowance  to  the  estate  or 
trust  of  such  additional  deduction  when 
such  amounts  have  been  erroneously 
omitted  or  excluded  from  the  income 
of  the  beneficiaries,  heirs,  or  legatees; 

(2)  The  inclusion  of  such  amounts  in 
the  income  of  the  beneficiaries,  heirs,  or 
legatees  when  such  additional  deduction 
has  been  erroneously  disallowed  to  or 
omitted  by  the  estate  or  trust; 

(3)  The  disallowance  to  an  estate  or 
trust  of  such  additional  deduction  wiien 
such  amounts  have  been  erroneously  in¬ 
cluded  in  the  income  of  the  beneficiaries, 
heirs,  or  legatees;  or 

(4)  The  exclusion  of  such  amounts 
from  the  income  of  the  beneficiaries, 
heirs,  or  legatees  when  such  additional 
deduction  has  been  erroneously  allowed 
to  the  estate  or  trust. 

(b)  The  application  of  paragraph  (a) 

(1)  of  this  section  may  be  illustrated  by 
the  following  example; 


Example.  For  the  taxable  year  1946,  a 
trustee,  directed  by  the  trust  instrument  to 
accumulate  the  trust  income,  made  no  dis¬ 
tribution  to  the  beneficiary  and  returned  the 
entire  net  income  as  taxable  to  the  trust. 
Accordingly,  the  beneficiary  did  not  include 
the  trust  income  in  his  return  for  the  year 
1946.  In  1948,  a  State  court  held  invalid  the 
clause  directing  accumulation.  In  1950,  the 
trustee,  relying  upon  the  court  decision,  files 
a  claim  for  refund  of  the  tax  paid  on  behalf 
of  the  trust  for  the  year  1946.  The  claim  is 
sustained  by  the  court  in  1952  after  the  expi¬ 
ration  of  the  period  of  limitations  upon  de¬ 
ficiency  assessments  against  the  beneficiary 
for  the  year  1946.  An  adjustment  is  author¬ 
ized  with  resoect  to  the  beneficiary’s  tax  for 
the  year  1946. 

(c)  The  application  of  paragraph  (a) 

(2)  of  this  section  may  be  illustrated  by 
the  following  example: 

Example.  Assume  the  same  facts  as  in  the 
example  in  paragraph  (b)  of  this  section,  ex¬ 
cept  that,  instead  of  the  trustee’s  filing  a  re¬ 
fund  claim,  the  Commissioner,  relying  upon 
the  decision  of  the  State  court,  asserts  a  de¬ 
ficiency  against  the  beneficiary  for  19’ 6. 
The  deficiency  is  sustained  by  final  decision 
of  The  Tax  Court  of  the  United  States  in 
1952,  after  the  expiration  of  the  period  for 
filing  claim  for  refund  on  behalf  of  the  trust 
for  1946.  An  adjustment  is  authorized  with 
respect  to  the  trust  for  the  year  1946. 

(d)  The  application  of  paragraph  (a> 

(3)  of  this  section  may  be  illustrated  by 
the  following  example: 

Example.  A  trustee  claimed  in  the  return 
for  1946  a  deduction  for  income  distributed 
to  the  beneficiary.  The  income  was  in¬ 
cluded  by  the  beneficiary  in  his  return  for 
1946.  In  1950,  the  Commissioner  asserts  a 
deficiency  against  the  truct  on  the  ground 
that  the  amount  distributed  to  the  bene¬ 
ficiary  represented  a  charge  against  the 
corpus  of  the  trust  and  did  not  constitute 
a  distribution  of  income.  The  deficiency 
is  sustained  by  final  decision  of  the  T.".x 
Court  in  1952,  after  the  expiration  of  the 
period  for  filing  claims  for  refund  by  the 
beneficiary  for  1946.  An  adjustment  is  au¬ 
thorized  with  resi'ect  to  the  beneficiary's 
trx  for  the  year  1916. 

(e)  The  application  of  paragraph  fa) 

(4)  of  this  section  may  be  illustrated  by 
the  following  example: 

Example.  Assume  the  same  facts  as  in  the 
example  in  paragraph  (d)  of  this  section, 
except  that.  Instead  of  the  Commissioner’s 
asserting  a  deficiency,  the  beneficiary  flies  a 
refund  claim  for  1946  on  the  same  ground. 
The  claim  is  sustained  by  the  court  in  1952 
after  the  expiration  of  the  period  of  limita¬ 
tions  upon  deficiency  assessments  against 
the  trust  for  1946.  An  adjustment  is  au¬ 
thorized  with  respect  to  the  trust  for  the 
year  1916. 

§  39.3801  (b)-5  Determination  of 

basis  of  property  in  case  of  erroneous 
treatment  of  transaction  relating  to  ac¬ 
quisition  thereof.  <a>  Section  3801  < b) 

(5)  applies  if  the  determination  estab¬ 
lishes  the  basis  of  property  for  income 
tax  purposes  and  in  respect  of  the  trans¬ 
action  upon  which  such  basis  depends 
there  was  an  erroneous  inclusion  in  or 
omission  from  gross  income  or  an  er¬ 
roneous  recognition  or  nonrecognition 
of  gain  or  loss  with  respect  to  (1)  the 
taxpayer  with  respect  to  whom  the  de¬ 
termination  is  made,  or  (2)  any  person 
who  acquired  title  to  such  property  in 
such  transaction  and  the  taxpayer  v»th 
respect  to  whom  the  determination  £ 
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made  mediately  or  immediately  de¬ 
rived  title  from  such  person  subsequent 
to  such  transaction.  Section  3801  (b) 
(5)  applies  with  respect  to  the  person 
who  acquired  the  property  and  any  sub¬ 
sequent  transferees  or  donees  who  have 
a  substituted  basis  ascertained  by  refer¬ 
ence  to  the  basis  in  the  hands  of  such 
person.  No  adjustment  is  authorized 
with  respect  to  the  transferor  of  the 
property  in  the  transaction  upon  which 
the  basis  of  the  property  depends,  when 
the  determination  is  with  respect  to  the 
original  transferee  or  a  subsequent 
transferee  of  such  original  transferee. 

(b)  The  application  of  section  3801  (b) 
(5)  may  be  illustrated  by  the  following 
examples: 

Example  ( 1 ).  In  1946  taxpayer  A  trans¬ 
ferred  property  which  load  cost  him  $5,000 
to  the  X  Corporation  in  exchange  for  an 
original  issue  of  shares  of  its  stock  having 
a  fair  market  value  of  $10,000.  In  his  re¬ 
turn  for  1946  taxpayer  A  treated  the  ex¬ 
change  as  one  in  which  gain  or  loss  was  not 
recognizable : 

(i)  In  1952  the  X  Corporation  claims  that 
gain  should  have  been  recognized  on  the 
exchange  in  1946  and  therefore  the  property 
it  received  had  a  $10,000  basis  for  deprecia¬ 
tion.  Its  contention  is  confirmed  by  a  clos¬ 
ing  agreement.  No  adjustment  is  author¬ 
ized  with  respect  to  the  tax  of  the  X 
Corporation  for  1946,  as  there  was  no 
"erroneous  inclusion  in  or  omission  from  the 
gross  income  of,  or  an  erroneous  recognition 
or  nonrecognition  of  gain  or  loss  to”  the  X 
Corporation  with  respect  to  the  exchange  in 
1946.  Moreover  no  adjustment  is  author¬ 
ized  with  respect  to  taxpayer  A,  as  he  is  not 
the  taxpayer  with  respect  to  whom  the  de¬ 
termination  is  made,  nor  does  the  determina¬ 
tion  relate  to  the  property  which  taxpayer  A 
acquired  in  the  exchange  in  1946,  but,  rather, 
to  the  property  which  he  transferred  in  such 
exchange. 

(ii)  In  1952  the  X  Corporation  transfers 
the  property  to  the  Y  Corporation  in  a  tax- 
free  exchange.  In  1953  the  Y  Corporation 
sells  the  property  and  computes  its  profit 
on  the  basis  of  $10,000,  which  basis  is  sus- 
Btained  by  The  Tax  Court  of  the  United 
States.  No  adjustment  is  authorized  with 
respect  to  the  Y  Corporation  or  with  respect 
to  taxpayer  A.  for  the  reason  stated  in  (i). 

(lii)  In  1954  taxpayer  A  sells  the  stock 
which  he  had  received  in  1946  and  claims 
that,  as  gain  should  have  been  recognized 
on  the  exchange  in  1946  the  basis  for  com¬ 
puting  the  profit  on  the  sale  is  $10,000.  His 
contention  is  confirmed  in  a  closing  agree¬ 
ment.  An  adjustment  is  authorized  with 
respect  to  his  tax  for  the  year  1946,  as  the 
basis  for  computing  gain  on  the  sale  de¬ 
pends  upon  the  transaction  in  1946  and  in 
respect  of  that  transaction  there  was  an 
erroneous  nonrecognition  of  gain  to  tax¬ 
payer  A.  ‘‘the  taxpayer”  with  respect  to  whom 
the  determination  is  made. 

(iv)  '  axpayer  A  does  not  sell  the  stock, 
but  makes  a  gift  of  it  to  taxpayer  B,  who 
later  sells  the  stock  and  claims  the  $10,000 
basis,  which  contention  is  confirmed  in  a 
closing  agreement.  An  adjustment  is  au¬ 
thorized  with  respect  to  the  tax  of  taxpayer  A 
tor  1946,  as  the  basis  for  computing  gain  on 
the  sale  by  taxpayer  B  depends  upon  the 
transaction  in  1946  and  in  respect  of  that 
transaction  there  was  erroneous  nonrecogni¬ 
tion  of  gain  to  taxpayer  A,  the  ‘‘person  who 
acquired  title  to  such  property  in  such  trans¬ 
action  and  from  whom  *  •  *  immediately” 
taxpayer  B,  with  respect  to  whom  the  deter¬ 
mination  is  made,  ‘‘derived  title  subsequent 
to  such  transaction.” 

Example  (2).  In  1947,  taxpayer  A  sold 
Property  acquired  at  a  cost  of  $5,000  to  tax¬ 


payer  B  for  $10,000.  In  his  return  for  1947 
taxpayer  A  failed  to  Include  the  profit  on 
such  sale.  In  1952  taxpayer  B  sells  the  prop¬ 
erty  for  $12,000  and  in  his  return  for  1952  re¬ 
ports  a  gain  of  $2,000  upon  the  sale,  which  is 
confirmed  in  a  closing  agreement.  No  ad¬ 
justment  is  authorized  with  respect  to  the 
tax  of  taxpayer  A  for  1947,  as  taxpayer  A  is 
not  the  taxpayer  with  respect  to  whom  the 
determination  is  made;  nor  does  the  deter¬ 
mination  relate  to  property  which  taxpayer  A 
acquired  in  the  transaction  in  1947  but 
rather  to  property  which  he  transferred  in 
such  transaction. 

Example  (3).  In  1946  a  taxpayer  received 
as  additional  compensation  shares  of  stock 
in  a  corporation  but  did  not  include  any 
amount  in  his  return  for  that  year  on  ac¬ 
count  of  the  receipt  of  such  stock.  In  1952, 
after  the  expiration  of  the  period  of  limita¬ 
tions  on  deficiency  assessments  for  1946,  he 
sells  the  stock  for  $15,000  and  reports  $5,000 
in  his  return  for  1952  as  profit  on  the  sale. 
A  deficiency  is  asserted  by  the  Commissioner 
on  the  theory  that  the  basis  is  zero  and  the 
recognized  gain  is  $15,000.  The  Tax  Court 
sustains  the  taxpayer's  contention  that  the 
transaction  was  erroneously  treated  in  1946 
in  that  the  property  then  had  a  fair  market 
value  of  $10,000.  An  adjustment  is  author¬ 
ized  with  respect  to  the  year  1946. 

Example  (4).  In  1943  a  taxpayer  received 
100  shares  of  stock  of  the  X  Corporation 
having  a  fair  market  value  of  $5,000,  in  ex¬ 
change  for  shares  of  stock  in  the  Y  Corpora¬ 
tion  which  he  had  acquired  at  a  cost  of  $12,- 
000.  In  his  return  for  1943  the  taxpayer 
treated  the  exchange  as  one  in  which  gain  or 
loss  was  not  recognizable.  The  taxpayer 
sold  50  shares  of  the  X  Corporation  stock  in 
1944  and  in  his  return  for  that  year  treated 
such  shares  as  having  a  $6,000  basis.  In 
1949  the  taxpayer  sells  the  remaining  50 
shares  of  stock  of  the  X  Corporation  for 
$7,500  and  reports  $1,500  gain  in  his  return 
for  1949.  After  the  expiration  of  the  period 
of  limitations  on  deficiency  assessments  and 
on  refund  claims  for  1943  and  1944,  the 
Commissioner  asserts  a  deficiency  for  1949  on 
the  ground  that  the  loss  realized  on  the  ex¬ 
change  in  1943  was  erroneously  treated  as 
nonrecognizable,  and  that  the  basis  for  com¬ 
puting  gain  upon  the  sale  in  1949  is  $2,500, 
resulting  in  a  gain  of  $5,000.  The  deficiency 
is  sustained  by  the  Tax  Court  in  1953.  An 
adjustment  is  authorized  with  respect  to 
the  year  1943  as  to  the  entire  $7,000  loss 
realized  on  the  exchange.  No  adjustment  is 
authorized  with  respect  to  the  year  1944  as 
the  basis  for  computing  gain  upon  the  sale 
of  the  50  shares  in  1949  does  not  depend 
upon  the  transaction  in  1944. 

§  39.3801  (b)  — 6  Law  applicable  in  de¬ 
termination  of  error.  The  question 
whether  there  was  an  erroneous  inclu¬ 
sion,  exclusion,  omission,  allowance,  dis¬ 
allowance,  recognition,  or  nonrecognition 
is  determined  under  the  provisions  of 
the  internal  revenue  laws  applicable  with 
respect  to  the  year  as  to  which  the  in¬ 
clusion,  exclusion,  omission,  allowance, 
disallowance,  recognition,  or  nonrecogni¬ 
tion,  as  the  case  may  be,  was  made.  The 
fact  that  the  inclusion,  exclusion,  omis¬ 
sion,  allowance,  disallowance,  recogni¬ 
tion,  or  nonrecognition,  as  the  case  may 
be,  was  in  pursuance  of  an  interpretation, 
either  judicial  or  administrative,  ac¬ 
corded  such  provisions  of  the  internal 
revenue  laws  at  the  time  of  such  action 
is  not  necessarily  determinative  of  this 
question.  For  example,  if  a  later  judicial 
decision  authoritatively  alters  such  in¬ 
terpretation  so  that  such  action  was 
contrary  to  such  provisions  of  the  in¬ 
ternal  revenue  laws  as  later  interpreted. 


the  inclusion,  exclusion,  omission,  allow¬ 
ance,  disallowance,  recognition,  or  non¬ 
recognition,  as  the  case  may  be,  is 
erroneous  within  the  meaning  of  section 
3801. 

§  39.3801  (b)-7  Operation  dependent 
upon  maintenance  of  inconsistent  posi¬ 
tion — (a)  Adjustments  resulting  in  addi¬ 
tional  assessments.  (1)  An  adjustment 
which  would  result  in  an  additional  as¬ 
sessment  is  authorized  only  if  (i)  the 
taxpayer,  with  respect  to  whom  the  de¬ 
termination  is  made,  has,  in  connection 
therewith,  maintained  a  position  which 
is  inconsistent  with  the  erroneous  inclu¬ 
sion,  exclusion,  omission,  allowance, 
disallowance,  recognition,  or  nonrecog¬ 
nition,  as  the  case  may  be,  and  (ii)  such 
inconsistent  position  is  adopted  in  the 
determination. 

Example.  A  taxpayer  in  his  return  for 

1947  claimed  and  was  allowed  a  deduction 
for  a  loss  arising  from  a  casualty.  After  the 
taxpayer  had  filed  his  return  for  1948  and 
after  the  period  of  limitations  upon  the 
assessment  of  a  deficiency  for  1947  had  ex¬ 
pired,  it  was  discovered  that  the  loss  actually 
occurred  in  1948.  The  taxpayer,  therefore, 
filed  a  claim  for  refund  for  the  year  1948 
based  upon  the  allowance  of  a  deduction 
for  the  loss  in  that  year,  and  the  claim  was 
allowed  by  the  Commissioner  in  1952.  The 
taxpayer  thus  has  maintained  a  position 
inconsistent  with  the  allowance  of  the  de¬ 
duction  for  1947  by  filing  a  claim  for  refund 
for  1948  based  upon  the  same  deduction. 
As  the  determination — the  allowance  by  the 
Commissioner  of  the  claim  for  refund — 
adopts  such  inconsistent  position,  an  adjust¬ 
ment  is  authorized  for  the  year  1947. 

(2)  An  adjustment  which  would  result 
in  an  additional  assessment  is  not  au¬ 
thorized  if  the  Commissioner,  and  not 
the  taxpayer,  has  maintained  such  in¬ 
consistent  position. 

Example.  In  the  example  in  subparagraph 
(1)  of  this  paragraph,  assume  that  the  tax¬ 
payer  did  not  file  a  claim  for  refund  for 

1948  but  the  Commissioner  issued  a  notice 
of  deficiency  for  1948  based  upon  other  items. 
The  taxpayer  filed  a  petition  with  The  Tax 
Court  of  the  United  States  and  the  Com¬ 
missioner  in  his  answer  voluntarily  proposed 
the  allowance  of  a  deduction  for  the  loss 
previously  allowed  for  1947.  The  Tax  Court 
took  the  deduction  into  account  in  its  rede¬ 
termination  in  1952  of  the  tax  for  the  year 
1948.  In  such  case  no  adjustment  would 
be  authorized  for  the  year  1947  as  the  Com¬ 
missioner,  and  not  the  taxpayer,  has  main¬ 
tained  a  position  inconsistent  with  the  al¬ 
lowance  of  a  deduction  for  the  loss  in  that 
year. 

(b)  Adjustments  resulting  in  refund 
or  credit.  (1)  An  adjustment  which 
would  result  in  the  allowance  of  a  refund 
or  credit  is  authorized  only  if  (i)  the 
Commissioner,  in  connection  with  a  de¬ 
termination,  has  maintained  a  position 
which  is  inconsistent  with  the  erroneous 
inclusion,  exclusion,  omission,  allowance, 
disallowance,  recognition,  or  nonrecog¬ 
nition,  as  the  case  may  be,  and  (ii)  such 
inconsistent  position  is  adopted  in  the 
determination. 

Example.  A  taxpayer  who  keeps  his  books 
on  the  cash  basis  erroneously  included  in 
his  return  for  1946  an  item  of  accrued  in¬ 
terest.  After  the  period  of  limitations  on 
refunds  for  1946  had  expired,  the  Commis¬ 
sioner  asserted  a  deficiency  for  the  year  1947 
on  the  ground  that  the  item  of  interest  was 
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received  In  1947,  and,  therefore,  was  prop¬ 
erly  Includible  in  gross  income  for  that  year. 
The  taxpayer  appealed  to  the  Tax  Court 
which  in  1952  sustained  the  deficiency.  By 
asserting  a  deficiency  for  1947  based  upon 
the  Inclusion  of  the  interest  item  in  that 
year,  the  Commissioner  has  maintained  a 
position  inconsistent  with  the  inclusion 
of  the  interest  item  in  1946.  As  the  determi¬ 
nation — the  decision  of  the  Tax  Court  sus¬ 
taining  the  deficiency — adopted  such  incon¬ 
sistent  position,  an  adjustment  is  authorized 
for  the  year  1946. 

(2)  An  adjustment  which  would  result 
In  the  allowance  of  a  refund  or  credit  is 
not  authorized  if  the  taxpayer  with  re¬ 
spect  to  whom  the  determination  is 
made,  and  not  the  Commissioner,  has 
maintained  such  inconsistent  position. 

Example.  In  the  example  in  subpara¬ 
graph  ( 1 )  of  this  paragraph,  assume  that  the 
Commissioner  asserted  a  deficiency  for  1947 
based  upon  other  items  for  that  year,  but 
in  computing  the  net  income  upon  which 
such  deficiency  was  based  did  not  include 
the  item  of  interest.  The  taxpayer  appealed 
to  the  Tax  Court  and  in  his  petition  as¬ 
serted  that  the  interest  item  should  be 
included  in  gross  Income  for  1947.  The  Tax 
Court  in  1952  included  the  item  of  interest 
in  its  redetermination  of  the  tax  for  the 
year  1947.  In  such  case  no  adjustment 
would  be  authorized  for  1946  as  the  tax¬ 
payer,  and  not  the  Commissioner,  has  main¬ 
tained  a  position  inconsistent  with  the 
erroneous  inclusion  of  the  item  of  interest 
in  the  gross  income  of  the  taxpayer  for  that 
year. 

§  39.3801  (b)-8  Existence  of  status  of 
related  taxpayer  at  time  of  the  first 
maintenance  of  an  inconsistent  position. 
(a)  No  adjustment  by  way  of  a  de¬ 
ficiency  assessment  shall  be  made  with 
respect  to  a  related  taxpayer  unless  the 
relationship  existed  both  in  the  taxable 
year  with  respect  to  which  the  error  was 
made  and  at  the  time  the  taxpayer  with 
respect  to  whom  the  determination  is 
made  first  maintained,  in  the  manner 
described  in  this  section,  the  inconsistent 
position  with  respect  to  the  taxable  year 
to  which  the  determination  relates. 

(b)  If  the  inconsistent  position  is 
maintained  in  a  return,  claim  for  refund, 
or  petition  (or  amended  petition)  to  The 
Tax  Court  of  the  United  States  for  the 
taxable  year  in  respect  of  which  the  de¬ 
termination  is  made,  the  requisite  rela¬ 
tionship  must  exist  on  the  date  of  filing 
such  document.  If  the  inconsistent  posi¬ 
tion  is  maintained  in  more  than  one  of 
such  documents,  the  requisite  date  is  the 
date  of  filing  of  the  document  in  which 
it  was  first  maintained.  If  the  inconsist¬ 
ent  position  was  not  thus  maintained 
then  the  relationship  must  exist  on  the 
date  of  the  determination,  as,  for  ex¬ 
ample,  where  at  the  instance  of  the  tax¬ 
payer  a  deduction  is  allowed,  the  right 
to  which  was  not  asserted  in  a  return, 
claim  for  refund,  or  petition  to  The  Tax 
Court,  and  a  determination  is  effected  by 
means  of  a  closing  agreement. 

§  39.3801  (c)  Statutory  provisions; 
mitigation  of  effect  of  limitation  and 
other  provisions  in  income  tax  cases; 
method  of  adjustment. 

Sec.  8801.  Mitigation  of  effect  of  limita¬ 
tion  and  other  provisions  in  income  tax 
cases.  •  •  • 


(c)  Method  of  adjustment.  The  adjust¬ 
ment  authorized  In  subsection  (b)  shall  be 
made  by  assessing  and  collecting,  or  refund¬ 
ing  or  crediting,  the  amount  thereof,  to  be 
ascertained  as  provided  in  subsection  (d),  in 
the  same  manner  as  if  it  were  a  deficiency 
determined  by  the  Commissioner  with  respect 
to  the  taxpayer  as  to  whom  the  error  was 
made  or  an  overpayment  claimed  by  such 
taxpayer,  as  the  case  may  be,  for  the  taxable 
year  with  respect  to  which  the  error  was 
made,  and  as  if  on  the  date  of  the  determina¬ 
tion  specified  in  subsection  (b)  one  year  re¬ 
mained  before  the  expiration  of  the  periods 
of  limitation  upon  assessment  or  filing  claim 
for  refund  for  such  taxable  year. 

§  39.3801  (c)  — 1  Method  of  adjust¬ 
ment.  (a)  If  the  amount  of  the  adjust¬ 
ment  ascertained  pursuant  to  section 
3801  (d)  represents  an  increase  in  tax,  it 
is  to  be  treated  as  if  it  were  a  deficiency 
determined  by  the  Commissioner  with 
respect  to  the  taxpayer  as  to  whom  the 
error  was  made  and  for  the  taxable  year 
with  respect  to  which  the  error  wras 
made.  The  amount  of  the  adjustment 
is  thus  to  be  assessed  and  collected  un¬ 
der  the  law  and  regulations  applicable  to 
the  assessment  and  collection  of  defi¬ 
ciencies,  subject,  however,  to  the  limita¬ 
tions  imposed  by  section  3801  (e).  No¬ 
tice  of  deficiency,  unless  waived,  must 
be  issued  with  respect  to  such  amount 
and  the  taxpayer  may  contest  the  defi¬ 
ciency  before  The  Tax  Court  of  the 
United  States  or,  if  he  chooses,  may  pay 
the  deficiency  and  later  file  claim  for  re¬ 
fund.  If  the  amount  of  the  adjustment 
ascertained  pursuant  to  section  3801  (d) 
represents  a  decrease  in  tax,  it  is  to  be 
treated  as  if  it  were  an  overpayment 
claimed  by  the  taxpayer  with  respect  to 
whom  the  error  was  made  for  the  tax¬ 
able  year  with  respect  to  which  the  error 
was  made.  Such  amount  may  be  re¬ 
covered  under  the  law  and  regulations 
applicable  to  overpayments  of  tax,  sub¬ 
ject,  however,  to  the  limitations  imposed 
by  section  3801  (e).  The  taxpayer  must 
file  a  claim  for  refund  thereof,  unless 
the  overpayment  is  refunded  without 
such  claim,  and  if  the  claim  is  denied  or 
not  acted  upon  by  the  Commissioner 
within  the  prescribed  time,  the  taxpayer 
may  then  file  suit  for  refund.  The 
amount  of  the  adjustment  treated  as  if 
it  were  a  deficiency  or  an  overpayment, 
as  the  case  may  be,  will  bear  interest  and 
be  subject  to  additions  to  the  tax  to  the 
extent  provided  by  the  internal  revenue 
laws  applicable  to  deficiencies  and  over¬ 
payments  for  the  taxable  year  with  re¬ 
spect  to  which  the  error  wras  made. 

(b)  For  the  purpose  of  the  adjustment 
authorized  by  section  3801,  the  period  of 
limitation  upon  the  making  of  an  assess¬ 
ment  or  upon  refund  or  credit  for  the 
taxable  year  with  respect  to  which  the 
error  was  made,  as  the  case  may  be,  shall 
be  considered  as  if,  on  the  date  of  the 
determination,  one  year  remained  before 
the  expiration  of  such  period,  regardless 
of  whether  or  not  such  period  had  ex¬ 
pired  prior  to  the  date  of  the  determina¬ 
tion.  The  Commissioner  thus  has  one 
year  from  the  date  of  the  determination 
within  which  to  mail  a  notice  of  defi¬ 
ciency  in  respect  of  the  amount  of  the 
adjustment  where  such  amount  is 
treated  as  if  it  were  a  deficiency.  The 
issuance  of  such  notice  of  deficiency,  in 


accordance  with  the  law  and  regulations 
applicable  to  the  assessment  of  deficien¬ 
cies,  will  suspend  the  running  of  the 
1-year  period  of  limitations  provided  by 
section  3801  (c).  In  accordance  with 
the  applicable  law  and  regulations  gov¬ 
erning  the  collection  of  deficiencies  (see 
section  276  (c)  of  the  Internal  Revenue 
Code  and  the  corresponding  provisions 
of  prior  revenue  acts),  the  period  of  lim¬ 
itation  for  collection  of  the  amount  of 
the  adjustment  will  commence  to  run 
from  the  date  of  assessment  of  such 
amount.  Similarly,  the  taxpayer  has  a 
period  of  one  year  from  the  date  of  the 
determination  within  which  to  file  a 
claim  for  refund  in  respect  of  the  amount 
of  the  adjustment  where  such  adjust¬ 
ment  is  treated  as  if  it  were  an  overpay¬ 
ment.  Where  the  amount  of  the  adjust¬ 
ment  is  treated  as  if  it  were  a  deficiency 
and  the  taxpayer  chooses  to  pay  such 
deficiency  and  contest  it  by  way  of  claim 
for  refund,  the  period  of  limitation  upon 
filing  claim  for  refund  will  commence  to 
run  from  the  date  of  such  payment  (see 
section  322  (b)  of  the  Internal  Revenue 
Code  and  the  corresponding  provisions  of 
prior  revenue  acts). 

§  39.3801  (d)  Statutory  provisions; 
mitigation  of  effect  of  limitation  and 
other  provisions  in  income  tax  cases; 
ascertainment  of  amount  of  adjustment. 

Sec.  3801.  Mitigation  of  effect  of  limi¬ 
tation  and  other  provisions  in  income  tax 
cases.  •  •  • 

(d)  Ascertainment  of  amount  of  adjust¬ 
ment.  In  computing  the  amount  of  an 
adjustment  under  this  section  there  shall 
first  be  ascertained  the  tax  previously  deter¬ 
mined  for  the  taxable  year  with  respect  to 
which  the  error  was  made.  The  amount  of 
the  tax  previously  determined  shall  be  the 
excess  of — 

(1)  The  sum  of  (A)  the  amount  shown  as 
the  tax  by  the  taxpayer  upon  his  return 
(determined  as  provided  in  section  271  (b) 
(1)  and  (3)),  if  a  return  was  made  by  the 
taxpayer  and  an  amount  was  shown  ns  the 
tax  by  the  taxpayer  thereon,  plus  (B)  the 
amounts  previously  assessed  (or  collected 
without  assessment)  as  a  deficiency,  over— 

(2)  The  amount  of  rebates,  as  defined  in 
section  271  (b)  (2),  made. 

There  shall  then  be  ascertained  the  increase 
or  decrease  in  the  tax  previously  determined 
which  results  solely  from  the  correct  exclu¬ 
sion.  inclusion,  allowance,  disallowance,  rec¬ 
ognition,  or  nonrecognition,  of  the  item, 
inclusion,  deduction,  credit,  gain  or  loss, 
which  was  the  subject  of  the  error.  The 
amount  so  ascertained  (together  with  any 
amounts  wrongfully  collected,  as  additions 
to  the  tax  or  interest,  as  a  result  of  such  er¬ 
ror)  shall  be  the  amount  of  the  adjustment 
under  this  section. 

[Sec.  3001  (d)  as  amended  by  sec.  14  (b), 
Individual  Income  Tax  Act  1944] 

§  39.3801  (d)-l  Ascertainment  of 

amount  of  adjustment,  (a)  In  comput¬ 
ing  the  amount  of  the  adjustment  under 
section  3801  there  must  first  be  ascer¬ 
tained  the  amount  of  the  tax  previously 
determined  for  the  taxpayer  as  to  whom 
the  error  was  made  for  the  taxable  year 
with  respect  to  which  the  error  was 
made.  The  tax  previously  determined 
for  any  taxable  year  may  be  the  amount 
of  tax  showrn  on  the  taxpayer’s  return, 
but  if  any  changes  in  that  amount  have 
been  made  they  must  be  taken  into 
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under  section  3801  (d)  shall  not  be  di¬ 
minished  by  any  credit  or  set-off  based 
upon  any  item,  inclusion,  deduction, 
credit,  exemption,  or  gain  or  loss  with 
respect  to  the  year  as  to  which  the  error 
was  made. 

(b)  The  application  of  section  3801  (e) 
may  be  illustrated  by  the  following  ex¬ 
amples  : 

Example  ( 1 ).  In  the  example  set  forth 
in  §  39.3801  (d)-l,  if,  after  the  amount  of 
the  adjustment  has  been  ascertained,  the 
taxpayer  filed  a  refund  claim  for  the  amount 
thereof,  the  Commissioner  could  not  dimin¬ 
ish  the  amount  of  that  claim  by  offsetting 
against  it  the  amount  of  tax  which  should 
have  been  paid  with  respect  to  the  $6,000 
interest  item  omitted  from  gross  income  for 
the  year  1946;  nor  could  the  court,  if  suit 
were  brought  on  such  claim  for  refund,  offset 
against  the  amount  of  the  adjustment  the 
amount  of  tax  which  should  have  been  paid 
with  respect  to  such  interest. 

Example  (2).  Assume  that  a  taxpayer  in¬ 
cluded  in  his  gross  income  for  the  year  1953 
an  item  which  should  have  been  included 
in  gross  income  for  the  year  1952.  After 
expiration  of  the  period  of  limitations  upon 
the  assessment  of  a  deficiency  or  the  allow¬ 
ance  of  a  refisnd  for  1952  the  taxpayer  filed 
a  claim  for  refund  for  the  year  1953  on  the 
ground  that  such  item  was  not  properly 
includible  in  gross  income  for  that  year. 
The  claim  for  refund  was  allowed  by  the 
Commissioner  and  as  a  result  of  such  de¬ 
termination  an  adjustment  was  authorized 
under  section  3801  with  respect  to  the  tax 
for  1952.  If,  in  such  case,  the  Commissioner 
issued  a  notice  of  deficiency  for  the  amount 
of  the  adjustment  and  the  taxpayer  con¬ 
tested  the  deficiency  before  The  Tax  Court 
of  the  United  States,  the  taxpayer  could  not 
in  such  proceeding  claim  an  offset  based 
upon  his  failure  to  take  an  allowable  de¬ 
duction  for  the  year  1952;  nor  could  the  Tax 
Court  in  its  decision  offset  against  the 
amount  of  the  adjustment  any  overpayment 
for  the  year  1952  resulting  from  the  failure 
to  take  such  deduction. 


account.  In  such  cases,  the  tax  previ¬ 
ously  determined  will  be  ascertained  as 
follows : 

(1)  For  taxable  years  beginning  before 
January  1,  1943,  the  tax  previously  de¬ 
termined  will  be  the  tax  shown  on  the 
return,  increased  by  any  amounts  pre¬ 
viously  assessed  (or  collected  without 
assessment)  as  deficiencies,  and  de¬ 
creased  by  any  amounts  previously 
abated,  credited,  refunded,  or  otherwise 
repaid  in  respect  of  such  tax.  If  no 
amount  was  shown  as  the  tax  upon  the 
return,  or  if  no  return  was  made,  the  tax 
previously  determined  will  be  the  sum 
of  the  amounts  previously  assessed,  or 
collected  without  assessment,  as  defi¬ 
ciencies,  decreased  by  any  amounts  pre¬ 
viously  abated,  credited,  refunded,  or 
otherwise  repaid  in  respect  of  such  tax. 

(2)  For  taxable  years  beginning  after 
December  31,  1942,  the  tax  previously 
determined  will  be  the  sum  of  the 
amount  shown  as  the  tax  by  the  taxpayer 
upon  his  return  and  the  amounts  pre¬ 
viously  assessed  (or  collected  without 
assessment)  as  deficiencies,  reduced  by 
the  amount  of  any  rebates  made.  The 
amount  shown  as  the  tax  by  the  taxpayer 
upon  his  return  and  the  amount  of  any 
rebates  shall  be  determined  in  accord¬ 
ance  with  the  provisions  of  section  271 
and  the  regulations  thereunder. 

(b)  (1)  The  tax  previously  determined 
may  consist  of  tax  for  any  taxable  year 
beginning  after  December  31,  1931,  im¬ 
posed  by  chapter  1  and  subchapters  A, 
B,  D,  and  E  of  chapter  2  of  the  Internal 
Revenue  Code,  by  the  corresponding 
provisions  of  prior  Revenue  Acts,  or  by 
any  one  or  more  of  such  provisions. 

(2)  After  the  tax  previously  deter¬ 
mined  has  been  ascertained,  a  recom¬ 
putation  must  then  be  made  to  ascertain 
the  increase  or  decrease  in  tax,  if  any, 
resulting  from  the  correction  of  the 
error.  The  difference  between  the  tax 
previously  determined  and  the  tax  as 
recomputed  after  correction  of  the  error 
will  be  the  amount  of  the  adjustment. 

(c)  With  the  exception  of  the  items 
upon  which  the  tax  previously  deter¬ 
mined  was  based  and  the  item  or  items 
with  respect  to  which  the  error  was 
made,  no  other  item  shall  be  considered 
in  computing  the  amount  of  the  adjust¬ 
ment.  If  the  treatment  of  any  item 
upon  which  the  tax  previously  deter¬ 
mined  was  based,  or  if  the  application 
of  any  provisions  of  the  internal  revenue 
laws  with  respect  to  such  tax,  depends 
upon  the  amount  of  income  (e.  g.,  chari¬ 
table  contributions,  foreign  tax  credit, 
earned  income  credit),  readjustment  in 
these  particulars  will  be  necessary  as 
part  of  the  recomputation  in  conformity 
with  the  change  in  the  amount  of  the 
income  which  results  from  the  correct 
treatment  of  the  item  or  items  in  respect 
of  which  the  error  was  made. 

(d)  Any  interest  or  additions  to  the 
tax  collected  as  a  result  of  the  error  shall 
be  taken  into  account  in  determining  the 
amount  of  the  adjustment. 

(e)  The  application  of  section  3801 
(d)  may  be  illustrated  by  the  following 

example ; 

Example.  (1)  For  the  taxable  year  1946  a 
married  man  with  no  dependents,  who  kept 
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his  books  on  the  cash  receipts  and  disburse¬ 
ments  basis,  filed  a  return  (claiming  two 
exemptions)  disclosing  adjusted  gross  in¬ 
come  of  $42,000,  deductions  amounting  to 
$12,000,  and  a  net  income  of  $30,000.  In¬ 
cluded  among  other  items  in  the  gross  in¬ 
come  were  salary  in  the  amount  of  $15,000 
and  rents  accrued  but  not  yet  paid  in  the 
amount  of  $5,000.  During  the  taxable  year 
he  donated  $10,000  to  the  American  Red 
Cross  and  in  his  return  claimed  a  deduction 
of  $6,300  on  account  thereof,  representing 
the  maximum  deduction  allowable  under  the 
15  percent  limitation  imposed  by  section 
23  (o)  of  the  Internal  Revenue  Code  for  the 
year  1946.  In  computing  his  net  income  he 
omitted  interest  income  amounting  to  $6,000 
and  neglected  to  take  a  deduction  for  inter¬ 
est  paid  in  the  amount  of  $4,500.  The  return 
disclosed  a  tax  liability  of  $11,970,  which 
was  assessed  and  paid.  After  the  expiration 
of  the  period  of  limitations  upon  the  assess¬ 
ment  of  a  deficiency  or  the  allowance  of  a 
refund  for  1946  the  Commissioner  included 
the  item  of  rental  income  amounting  to 
$5,000  in  the  taxpayer’s  gross  income  for  the 
year  1947  and  asserted  a  deficiency  for  that 
year.  As  a  result  of  a  final  decision  of  The 
Tax  Court  of  the  United  States  in  1952  sus¬ 
taining  the  deficiency  for  1947,  an  adjust¬ 
ment  is  authorized  for  the  year  1946. 

(2)  The  amount  of  the  adjustment  is  com¬ 


puted  as  follows: 

Tax  previously  determined  for 

1946 _ _ _ $11,970.00 


Net  income  for  1946  upon  which 
tax  previously  determined  was 

based _  30,  000.  00 

Less:  Rents  erroneously  in¬ 
cluded _  5,  000.  00 


Balance _  25,  000.  00 

Adjustment  for  contributions 

(add  15  percent  of  $5,000) _  750.00 


Net  income  as  adjusted..  25,  750.  00 


Tax  as  recomputed _  9,  502.  38 

Tax  previously  determined _  11,  970.  00 


Difference _  2,  467.  62 

Amount  of  adjustment  to  be  re¬ 
funded  or  credited _  2,  467.  62 


(3)  In  accordance  with  the  provisions  of 
section  3801  (d) .  the  recomputation  to  deter¬ 
mine  the  amount  of  the  adjustment  does 
not  take  into  consideration  the  item  of  $6,- 
000  representing  interest  received,  which  was 
omitted  from  gross  income,  or  the  item  of 
$4,500  representing  interest  paid,  for  which 
no  deduction  was  allowed. 

§  39.3801  (e)  Statutory  provisions: 
mitigation  of  effect  of  limitation  and 
other  provisions  in  income  tax  cases ;  ad¬ 
justment  unaffected  by  other  items. 

Sbc.  3801.  Mitigation  of  effect  of  limita¬ 
tion  and  other  provisions  in  income  tax 
cases.  •  *  * 

(e)  Adjustment  unaffected  by  other  items, 
etc.  The  amount  to  be  assessed  and  col¬ 
lected  in  the  same  manner  as  a  deficiency, 
or  to  be  refunded  or  credited  in  the  same 
manner  as  an  overpayment,  under  this  sec¬ 
tion,  shall  not  be  diminished  by  any  credit 
or  set-off  based  upon  any  item,  inclusion, 
deduction,  credit,  exemption,  gain,  or  loss 
other  than  the  one  which  was  the  subject 
of  the  error.  Such  amount,  if  paid,  shall  not 
be  recovered  by  a  claim  or  suit  for  refund 
or  suit  for  erroneous  refund  based  upon  any 
item,  inclusion,  deduction,  credit,  exemption, 
gain,  or  loss  other  than  the  one  which  was 
the  subject  of  the  error. 

§  39.3801  (e)-l  Effect  of  other  items 
on  amount  of  adjustment,  (a)  The 
amount  of  the  adjustment  ascertained 


(c)  If  the  Commissioner  has  refunded 
the  amount  of  an  adjustment  under  sec¬ 
tion  3801,  the  amount  so  refunded  may 
not  subsequently  be  recovered  by  the 
Commissioner  in  a  suit  for  erroneous  re¬ 
fund  based  upon  any  item,  inclusion, 
deduction,  credit,  exemption,  gain,  or 
loss  (other  than  the  one  which  was  the 
subject  of  the  error)  with  respect  to  the 
year  as  to  which  the  error  was  made. 

Example.  In  the  example  set  forth  In 
§  39.3801  (d)-l,  if  the  Commissioner  had 
refunded  the  amount  of  the  adjustment,  no 
part  of  the  amount  so  refunded  could  subse¬ 
quently  be  recovered  by  the  Commissioner 
by  a  suit  for  erroneous  refund  based  on  the 
ground  that  there  was  no  overpayment  for 
1946.  as  the  taxpayer  had  failed  to  include 
in  gross  income  the  $6,000  item  of  Interest 
received  in  that  year. 

(d)  If  the  Commissioner  has  assessed 
and  collected  the  amount  of  an  adjust¬ 
ment,  no  part  thereof  may  be  recovered 
by  the  taxpayer  in  any  suit  for  refund 
based  upon  any  item,  inclusion,  deduc¬ 
tion,  credit,  exemption,  gain,  or  loss 
(other  than  the  one  which  was  the  sub¬ 
ject  of  the  error)  with  respect  to  the 
year  as  to  which  the  error  was  made. 

Example.  In  example  (2)  of  paragraph 
(b)  of  this  section,  if  the  taxpayer  had  paid 
the  amount  of  the  adjustment,  he  could  not 
subsequently  recover  any  part  of  such  pay¬ 
ment  in  a  suit  for  refund  based  upon  his 
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failure  to  take  an  allowable  deduction  for 
the  year  1952. 

(e)  If  the  amount  of  the  adjustment  is 
considered  as  an  overpayment,  it  may 
be  credited,  under  the  applicable  law 
and  regulations  thereunder,  against  any 
income  or  excess-profits  tax,  or  install¬ 
ment  thereof,  due  from  the  taxpayer. 
Likewise,  if  the  amount  of  the  adjust¬ 
ment  is  considered  as  a  deficiency,  any 
overpayment  by  the  taxpayer  of  income 
or  excess-profits  tax  may  be  credited 
against  the  amount  of  such  adjustment 
in  accordance  with  the  applicable  law 
and  regulations  thereunder.  Cee  sec¬ 
tion  322  of  the  Internal  Revenue  Code 
and  the  corresponding  provisions  of 
prior  revenue  acts.  Accordingly,  it 
may  be  possible  in  one  transaction  be¬ 
tween  the  Commissioner  and  the  tax¬ 
payer  to  settle  the  taxpayer’s  tax  liabil¬ 
ity  for  the  year  with  respect  to  which 
the  determination  is  made  and  to  make 
the  adjustment  under  section  3801  for 
the  year  with  respect  to  which  the  error 
was  made. 

§  39.3801  (f)-(g)  Statutory  provi¬ 
sions;  mitigation  of  effect  of  limitation 
and  other  provisions  in  income  tax  cases; 
no  adjustment  for  years  prior  to  1932; 
not  applicable  to  taxes  imposed  by 
chapter  9. 

Sec.  3801.  Mitigation  of  effect  of  lim¬ 
itation  and  other  provisions  in  income  tax 
cases.  •  •  • 

(f)  No  adjustment  for  years  prior  to  1932. 
No  adjustment  shall  be  made  under  this 
section  In  respect  of  any  taxable  year  be¬ 
ginning  prior  to  January  1,  1932. 

(g)  Taxes  imposed  by  chapter  9.  The  pro¬ 
visions  of  this  section  shall  not  be  construed 
to  apply  to  any  tax  imposed  by  chapter  9. 

(Sec.  3801  (g)  as  added  by  sec.  208  (c) ,  Social 
Security  Act  Amendments  1950] 

§  39.3804  Statutory  provisions ;  time 
for  performing  certain  acts  postponed 
by  reason  of  war. 

Sec.  3804.  Time  for  performing  certain 
acts  postponed  by  reason  of  war — (a)  Indi¬ 
viduals.  The  period  of  time  after  December 
0,  1941,  during  which  an  individual  Is  con¬ 
tinuously  outside  the  Americas  (If  such 
period  Is  longer  than  ninety  days),  and  the 
next  ninety  days  thereafter,  shall  be  disre¬ 
garded  in  determining,  under  the  Internal 
revenue  laws,  In  respect  of  any  tax  liability 
(Including  any  interest,  penalty,  additional 
amount,  or  addition  to  the  tax)  of  such  In¬ 
dividual — 

(1)  Whether  any  of  the  following  acts 
was  performed  within  the  time  prescribed 
therefor : 

(A)  Filing  any  return  of  Income,  estate, 
or  gift  tax  (except  Income  tax  withheld  at 
source  an  Income  tax  imposed  by  Chapter 
9  or  any  law  superseded  thereby); 

(B)  Payment  of  any  Income,  estate,  or 
gift  tax  (except  Income  tax  withheld  at 
source  and  Income  tax  imposed  by  Chapter 
9  or  any  law  superseded  thereby)  or  any 
Installment  thereof  or  of  any  other  liability 
to  the  United  States  in  respect  thereof; 

(C)  Filing  a  petition  with  the  Board  of 
Tax  Appeals  for  redetermination  of  a  defi¬ 
ciency,  or  for  review  of  a  decision  rendered 
by  the  Board; 

(D)  Allowance  of  a  credit  or  refund  of 
any  tax; 

(E)  Filing  a  claim  for  credit  or  refund 
of  any  tax; 

(F)  Bringing  a  suit  upon  any  such  claim 
for  credit  or  refund; 


(G)  Assessment  of  any  tax; 

(H)  Giving  or  making  any  notice  or  de¬ 
mand,  for  the  payment  of  any  tax,  or  with 
respect  to  any  liability  to  the  United  States 
in  respect  of  any  tax; 

(I)  Collection,  by  the  Commissioner  or 
the  collector,  by  distraint  or  otherwise,  of 
the  amount  of  any  liability  in  respect  of  any 
tax; 

(J)  Bringing  suit  by  the  United  States, 
or  any  officer  on  its  behalf,  in  respect  of  any 
liability  in  respect  of  any  tax;  and 

(K)  Any  other  act  required  or  permitted 
under  the  internal  revenue  laws  specified  in 
regulations  prescribed  under  this  section  by 
the  Commissioner  with  the  approval  of  the 
Secretary; 

(2)  The  amount  of  any  credit  or  refund 
(including  interest). 

(b)  Other  taxpayers  and  other  circum¬ 
stances.  In  any  case  to  which  subsection 
(a)  does  not  apply  in  which  it  is  determined 
by  the  Commissioner,  under  regulations  pre¬ 
scribed  by  him  with  the  approval  of  the 
Secretary,  that — 

(1)  By  reason  of  an  individual  being  out¬ 
side  the  Americas,  or 

(2)  By  reason  of  any  locality  (within  or 
without  the  Americas)  being  an  area  of 
enemy  action  or  being  an  area  under  the 
control  of  the  enemy,  as  determined  by  the 
Commissioner,  or 

(3)  By  reason  of  an  individual  in  the  mili¬ 
tary  or  naval  forces  of  the  United  States  being 
outside  the  States  of  the  Union  and  the  Dis¬ 
trict  of  Columbia,  it  is  impossible  or  im¬ 
practicable  to  perform  any  one  or  more  of  the 
acts  specified  in  subsection  (a),  then  in  de¬ 
termining,  under  the  internal-revenue  laws 
whether  such  act  was  performed  within  the 
time  prescribed  therefor,  in  respect  of  any 
tax  liability  (including  any  interest,  penalty, 
additional  amount,  or  addition  to  tax) 
affected  by  the  failure  to  perform  such  act 
within  such  time,  and  in  determining  the 
amount  of  any  credit  or  refund  (including 
interest)  affected  by  such  failure,  there  shall 
be  disregarded  such  period  after  December 
6,  1941,  as  may  be  prescribed  by  such 
regulations. 

(c)  Limitation  on  time  to  be  disregarded. 
The  period  of  time  disregarded  under  this 
section  shall  not  extend  beyond  the  date 
specified  in  clause  (1)  or  clause  (2)  of  this 
subsection,  whichever  is  the  earlier: 

(1)  December  31,  1947,  or  such  date  later 
than  December  31,  1947,  as  the  Commissioner 
may  fix  in  any  case  in  which  he  makes  a 
determination  under  subsection  (b)  if  such 
determination  is  made  after  the  date  this 
subsection  as  amended  takes  effect  and  is 
based  on  the  existence  prior  to  January  1, 
1948,  of  one  or  more  of  the  circumstances 
specified  in  paragraph  (1),  (2),  or  (3)  of  sub¬ 
section  (b);  or 

(2)  In  the  case  of  an  individual  with  re¬ 
spect  to  whom  a  period  of  time  is  disregarded 
under  this  section,  the  fifteenth  day  of  the 
third  month  following  the  month  in  which 
an  executor,  administrator,  or  a  conservator 
of  the  estate  of  such  individual  qualifies. 

(d)  Exceptions — (1)  Tax  in  jeopardy;  bank¬ 
ruptcy  and  receiverships;  and  transferred 
assets.  Notwithstanding  the  provisions  of 
subsection  (a)  or  (b),  any  action  or  pro¬ 
ceeding  authorized  by  section  146  (regard¬ 
less  of  the  taxable  year  for  which  the  tax 
arose),  273,  274,  311,  872,  900,  1013,  1015, 
1025,  or  3660,  as  well  as  any  other  action  or 
proceeding  authorized  by  law  in  connection 
therewith,  may  be  taken,  begun,  or  prose¬ 
cuted.  In  any  other  case  in  which  the  Com¬ 
missioner  determines  that  collection  of  the 
amount  of  any  assessment  would  be  Jeopard¬ 
ized  by  delay,  the  provisions  of  subsections 
(a)  and  (b)  shall  not  operate  to  stay  collec¬ 
tion  of  such  amount  by  distraint  or  other¬ 
wise  as  authorized  by  law.  There  shall  be 
excluded  from  any  amount  assessed  or  col¬ 
lected  pursuant  to  this  paragraph  the 


amount  of  interest,  penalty,  additional 
amount,  and  addition  to  the  tax,  if  any,  in 
respect  of  the  period  disregarded  under  sub¬ 
section  (a)  or  (b).  In  any  case  to  which 
this  paragraph  relates,  if  the  Commissioner 
or  collector  is  required  to  give  any  notice  to 
or  make  any  demand  upon  any  person,  such 
requirement  shall  be  deemed  to  be  satisfied 
if  the  notice  or  demand  is  prepared  and 
signed,  in  any  case  in  which  the  address  of 
such  person  last  known  to  the  Commissioner 
or  collector  is  in  an  arear  for  which  United 
States  post  offices  under  instructions  of  the 
Postmaster  General  are  not,  by  reason  of 
the  war,  accepting  mail  for  delivery  at  the 
time  the  notice  or  demand  is  signed.  In 
such  case  the  notice  or  demand  shall  be 
deemed  to  have  been  given  or  made  upon 
the  date  it  is  signed. 

(2)  Action  taken  before  ascertainment  of 
right  to  benefits.  The  assessment  or  collec¬ 
tion  of  any  internal  revenue  tax  or  of  any 
liability  to  the  United  States  in  respect  of 
any  internal  revenue  tax,  or  any  action  or 
proceeding  by  or  on  behalf  of  the  United 
States  in  connection  therewith,  may  be 
made,  taken,  begun,  or  prosecuted  in  ac¬ 
cordance  with  law,  without  regard  to  the 
provisions  of  subsection  (a)  or  (b),  unless 
prior  to  such  assessment,  collection,  action, 
or  proceeding  it  is  ascertained  that  the  per¬ 
son  concerned  is  entitled  to  the  benefits  of 
subsection  (a)  or  (b). 

(3)  Expiration  of  period  of  limitations 
prior  to  enactment  of  this  section.  This 
section  shall  not  operate  to  extend  the  time 
for  performing  any  act  specified  in  subsec¬ 
tion  (a)  (1)  (G),  (H),  (I),  or  (J)  if  such 
time  under  the  law  In  force  prior  to  the 
date  of  enactment  of  this  section  expired 
prior  to  such  date. 

(e)  Definitions.  For  purposes  of  this 
section — 

(1)  Americas.  The  term  •'Americas" 
means  North,  Central,  and  South  America 
(including  the  West  Indies  but  not  Green¬ 
land),  and  the  Hawaiian  Islands. 

(2)  When  individual  ceases  to  be  outside 
Americas  or  within  an  area  of  enemy  action. 
For  the  purpose  of  determining  whether  any 
act  specified  in  subsection  (a)  (1)  (G),  (H), 
(I),  or  (J)  was  performed  within  the  time 
prescribed  therefor,  if  any  period  of  time 
is  disregarded  under  this  section  by  reason 
of  any  individual  being  outside  the  Americas 
or  within  an  area  of  enemy  action  or  control, 
such  individual  shall  not,  if  he  returns  to 
the  Americas  or  leaves  such  area  after  the 
date  of  enactment  of  this  section,  be  deemed 
to  have  returned  to  the  Americas  or  ceased 
to  be  within  such  area  before  the  date  upon 
which  the  Commissioner  receives  from  such 
individual  a  notice  thereof  in  such  form  as 
the  Commissioner,  with  the  approval  of  the 
Secretary,  shall  by  regulations  prescribe.  A 
similar  rule  shall  be  applied  in  the  case  of  a 
member  of  the  military  or  naval  forces  of 
the  United  States  with  respect  to  whom  a 
period  of  time  is  disregarded  under  this 
section  by  reason  of  being  outside  the  States 
of  the  Union  and  the  District  of  Columbia. 

(3)  When  executor,  administrator,  or  con¬ 
servator  qualifies.  For  the  purpose  of  de¬ 
termining  whether  any  act  specified  in  sub¬ 
section  (a)  (1)  (G),  (H),  (I),  or  (J)  was 
performed  within  the  time  prescribed  there¬ 
for,  the  month  in  which  an  executor,  admin¬ 
istrator,  or  conservator  qualifies,  if  he  quali¬ 
fies  after  the  date  of  enactment  of  this 
section,  shall  be  deemed  to  be  the  month  in 
which  the  Commissioner  receives  from  hi® 
a  notice  thereof  in  such  form  as  the  Commis¬ 
sioner,  with  the  approval  of  the  Secretary, 
shall  by  regulations  prescribe. 

(f)  Additional  time  to  be  disregarded. 
In  the  case  of  an  Individual  serving  in  the 
Armed  Forces  of  the  United  States,  or 
serving  in  support  of  such  Armed  Forces,  in 
an  area  designated  by  the  President  of  the 
United  States  by  Executive  order  as  a  "com* 
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bat  zone”  for  the  purposes  of  section  22  (b) 
(13),  at  any  time  during  the  period  desig¬ 
nated  by  the  President  by  Executive  order 
as  the  period  of  combatant  activities  in  such 
zone  for  the  purposes  of  such  section,  or 
hospitalized  outside  the  States  of  the  Union 
and  the  District  of  Columbia  as  a  result  of 
Injury  received  while  serving  in  such  an  area 
during  such  time,  the  period  of  time  disre¬ 
garded  under  this  section,  notwithstanding 
the  limitations  of  subsections  (a)  and  (c), 
shall  include  the  period  of  service  in  such 
area,  plus  the  period  of  continuous  hos¬ 
pitalization  outside  the  States  of  the  Union 
and  the  District  of  Columbia  attributable  to 
such  injury,  and  the  next  one  hundred  and 
eighty  days  thereafter. 

| Sec.  3804  as  added  by  sec.  507  (a).  Rev.  Act 
1942;  amended  by  sec.  13,  Pub.  Law  384  (80th 
Cong.);  Pub.  Law  908  (81st  Cong.)  J 

§  39.3805  Statutory  provisions;  in¬ 
come  tax  due  dates  postponed  in  case  of 
China  Trade  Act  corporations. 

Sec.  3805.  Income  tax  due  dates  postponed 
in  case  of  China  Trade  Act  corporations.  In 
the  case  of  any  taxable  year  beginning  after 
December  31,  1948,  and  ending  before  Octo¬ 
ber  1,  1953,  no  Federal  Income  tax  return 
of,  or  payment  of  any  Federal  income  tax 
by,  any  corporation  organized  under  the 
China  Trade  Act  of  1922  (42  Stat.  849, 
U.  S.  C.,  Title  15,  chapter  4),  as  amended, 
shall  become  due  until  December  31,  1953, 
but  only  with  respect  to  any  such  corpora¬ 
tion  and  any  such  taxable  year  which  the 
Secretary  may  determine  reasonable  under 
the  circumstances  in  China  pursuant  to  such 
regulations  as  he  may  prescribe.  Such  due 
date  shall  be  subject  to  the  power  of  the 
Secretary  to  extend  the  time  for  filing  such 
return  or  paying  such  tax,  as  in  other  cases. 

[Sec.  3805  as  added  by  sec.  507  (a),  Rev.  Act 
1942;  sec.  14,  Pub.  Law  384  (80th  Cong.); 
sec.  614,  Rev.  Act  1951) 

§  39.3805-1  China  Trade  Act  corpora¬ 
tions.  (a)  with  respect  to  a  taxable  year 
ending  before  October  1,  1953,  the  Fed¬ 
eral  income  tax  return  of,  or  the  pay¬ 
ment  of  Federal  income  tax  by,  a  corpo¬ 
ration  organized  under  the  China  Trade 
Act  of  1922  (15  U.  S.  C.,  c.  4),  shall  not 
become  due  until  December  31,  1953,  if, 
in  the  case  of  any  such  taxable  year  of 
any  such  corporation,  the  application  of 
such  posponed  due  date  is  determined 
by  the  Secretary  under  regulations  to  be 
reasonable  in  view  of  the  circumstances 
in  China. 

(b)  The  due  date  thus  prescribed  is 
expressly  subject  to  the  power  of  the 
Commissioner  to  extend,  as  in  other 
cases,  the  time  for  filing  the  income  tax 
return  or  paying  the  income  tax.  See 
sections  53  (a)  (2)  and  56  (c)  (1)  and 
the  regulations  thereunder.  See  also  sec¬ 
tion  3804  and  the  regulations  thereunder. 

(c)  The  postponement  of  the  due  date 
to  December  31,  1953,  permitted  by  sec¬ 
tion  3805  shall  apply  with  respect  to — 

(1)  A  taxable  year  ending  before  Oc¬ 
tober  1,  1953,  of  any  corporation  organ¬ 
ized  under  the  China  Trade  Act  of  1922 
if  during  such  taxable  year  conditions  in 
China  have  been  generally  so  unsettled 
as  to  militate  against  the  normal  com¬ 
mercial  operations  and  corporate  activi¬ 
ties  of  such  corporation,  except — 

(i)  In  the  case  of  any  such  taxable 
year  of  any  such  corporation  in  respect 
to  which  the  situation  is  such  that,  de¬ 
spite  such  unsettled  conditions,  the  books 
of  account  and  business  records  are 


available  so  as  to  permit  the  filing  of  a 
proper  return  and  the  corporation  has 
otherwise  been  in  a  position  to  carry 
on  its  commercial  operations  and  cor¬ 
porate  activities  and  to  make  a  proper 
distribution  of  its  earnings  or  profits,  if 
any,  so  as  to  permit  the  certification 
required  by  section  262  (b) ;  or 

(ii)  In  the  case  of  any  such  taxable 
year  of  any  such  corporation  during 
which  all  the  commercial  operations  and 
corporate  activities  of  such  corporation 
have  been  carried  on  in  Hong  Kong, 
Macao,  or  Taiwan;  and 

(2)  Any  such  taxable  year  of  any  such 
corporation  excepted  under  subpara¬ 
graph  (1)  of  this  paragraph  in  respect 
of  which  the  corporation  satisfies  the 
Commissioner  that  special  circumstances 
exist,  related  to  the  unsettled  conditions 
in  China,  which  warrant  such  postpone¬ 
ment. 

§  39.3806  Statutory  provisions;  miti¬ 
gation  of  effect  of  renegotiation  of  war 
contracts  or  disallowance  of  reimburse¬ 
ment. 

Sex:.  3806.  Mitigation  of  effect  of  renego¬ 
tiation  of  war  contracts  or  disallowance  of 
reimbursement — (a)  Reduction  for  prior 
taxable  year — (1)  Excessive  profits  eliminated 
for  prior  taxable  year.  In  the  case  of  a  con¬ 
tract  with  the  United  States  or  any  agency 
thereof,  or  any  subcontract  thereunder, 
which  is  made  by  the  taxpayer,  if  a  renego¬ 
tiation  is  made  in  respect  of  such  contract 
or  subcontract  and  an  amount  of  excessive 
profits  received  or  accrued  under  such  con¬ 
tract  or  subcontract  for  a  taxable  year  (here¬ 
inafter  referred  to  as  "prior  taxable  year”) 
is  eliminated  and,  in  a  taxable  year  ending 
after  December  31,  1941,  the  taxpayer  is  re¬ 
quired  to  pay  or  repay  to  the  United  States 
or  any  agency  thereof  the  amount  of  exces¬ 
sive  profits  eliminated  or  the  amount  of  ex¬ 
cessive  profits  eliminated  is  applied  as  an 
offset  against  other  amounts  due  the  tax¬ 
payer,  the  part  of  the  contract  or  subcon¬ 
tract  price  which  was  received  or  was  ac¬ 
crued  for  the  prior  taxable  year  shall  be  re¬ 
duced  by  the  amount  of  excessive  profits 
eliminated.  For  the  purposes  of  this  sec¬ 
tion — 

(A)  The  term  "renegotiation”  Includes 
any  transaction  which  is  a  renegotiation 
within  the  meaning  of  the  Federal  re¬ 
negotiation  act  applicable  to  such  transac¬ 
tion.  any  modification  of  one  or  more  con¬ 
tracts  with  the  United  States  or  any  agency 
thereof,  and  any  agreement  with  the  United 
States  or  any  agency  thereof  in  respect  of 
one  or  more  such  contracts  or  subcontracts 
thereunder. 

(B)  The  term  "excessive  profits”  includes 
any  amount  which  constitutes  excessive 
profits  within  the  meaning  assigned  to  such 
term  by  the  applicable  Federal  renegotia¬ 
tion  act,  any  part  of  the  contract  price  of  a 
contract  with  the  United  states  or  any  agency 
thereof,  any  part  of  the  subcontract  price  of 
a  subcontract  under  such  a  contract,  and 
any  profits  derived  from  one  or  more  such 
contracts  or  subcontracts. 

(C)  The  term  "subcontract”  Includes  any 
purchase  order  or  agreement  which  is  a  sub¬ 
contract  within  the  meaning  assigned  to 
such  term  by  the  applicable  Federal  rene¬ 
gotiation  act. 

(D)  The  term  “Federal  renegotiation  act” 
Includes  section  403  of  the  Sixth  Supple¬ 
mental  National  Defense  Appropriation  Act 
(Public  528,  77th  Cong.,  2d  Sess.),  as 
amended  or  supplemented,  the  Renegotia¬ 
tion  Act  of  1948,  as  amended  or  supple¬ 
mented,  and  the  Renegotiation  Act  of  1951, 
as  amended  or  supplemented. 


(2)  Reduction  of  reimbursement  for  prior 
taxable  year.  In  the  case  of  a  cost-plus-a- 
fixed-fee  contract  between  the  United  States 
or  any  agency  thereof  and  the  taxpayer,  if  an 
Item  for  which  the  taxpayer  has  been  reim¬ 
bursed  is  disallowed  as  an  item  of  cost  charge¬ 
able  to  such  contract  and,  in  a  taxable  year 
beginning  after  December  31,  1941,  the  tax¬ 
payer  is  required  to  repay  the  United  States 
or  any  agency  thereof  the  amount  disallowed 
or  the  amount  disallowed  is  applied  as  an 
offset  against  other  amounts  due  the  tax¬ 
payer,  the  amount  of  the  reimbursement  of 
the  taxpayer  under  the  contract  for  the  tax¬ 
able  year  in  which  the  reimbursement  for 
such  item  was  received  or  was  accrued  (here¬ 
inafter  referred  to  as  “prior  taxable  year”) 
shall  be  reduced  by  the  amount  disallowed. 

(3)  Deduction  disallowed.  The  amount  of 
the  payment,  repayment,  or  offset  described 
in  paragraph  (1)  or  paragraph  (2)  shall  not 
constitute  a  deduction  for  the  year  in  which 
paid  or  incurred. 

(4)  Exception.  The  foregoing  provisions 
of  this  subsection  shall  not  apply  in  respect 
of  any  contract  if  the  taxpayer  shows  to  the 
satisfaction  of  the  Commissioner  that  a  dif¬ 
ferent  method  of  accounting  for  the  amount 
of  the  payment,  repayment,  or  disallowance 
clearly  reflects  income,  and  in  such  case  the 
payment,  repayment,  or  disallowance  shall  be 
accounted  for  with  respect  to  the  taxable 
year  provided  for  under  such  method,  which 
for  the  purposes  of  subsections  (b)  and  (c) 
shall  be  considered  a  prior  taxable  year. 

(b)  Credit  against  repayment  on  account 
of  renegotiation  or  allowance — (1)  General 
rule.  There  shall  be  credited  against  the 
amount  of  excessive  profits  eliminated  the 
amount  by  which  the  tax  for  the  prior  tax¬ 
able  year  under  Chapter  1,  Chapter  2 A, 
Chapter  2B.  Chapter  2D,  and  Chapter  2E,  is 
decreased  by  reason  of  the  application  of 
paragraph  (1)  of  subsection  (a);  and  there 
shall  be  credited  against  the  amount  disal¬ 
lowed  the  amount  by  which  the  tax  for  the 
prior  taxable  year  under  Chapter  1,  Chapter 
2A,  Chapter  2B,  Chapter  2D,  and  Chapter 
2E,  is  decreased  by  reason  of  the  application 
of  paragraph  (2)  of  subsection  (a). 

(2)  Special  rules  as  to  indivriduals  for  1942 

and  1943.  •  •  •  [Not  applicable! 

(3)  Credit  for  barred  year.  If  at  the  time 
of  the  payment,  repayment,  or  offset  de¬ 
scribed  in  paragraph  (1)  or  paragraph  (2) 
of  subsection  (a),  refund  or  credit  of  tax 
under  Chapter  1,  Chapter  2 A,  Chapter  2B, 
Chapter  2D,  or  Chapter  2E,  for  the  prior  tax¬ 
able  year,  is  prevented  (except  for  the  provi¬ 
sions  of  section  3801)  by  any  provision  of  the 
internal-revenue  laws  other  than  section 
3761,  or  by  rule  of  law,  the  amount  by  which 
the  tax  for  such  year  under  such  chapters 
is  decreased  by  the  application  of  paragraph 
(1)  or  paragraph  (2)  of  subsection  (a)  shall 
be  computed  under  this  paragraph.  There 
shall  first  be  ascertained  the  tax  previously 
determined  for  the  prior  taxable  year.  The 
amount  of  the  tax  previously  determined 
shall  be  the  excess  of — 

(1)  The  sum  of  (A)  the  amount  shown  as 
the  tax  by  the  taxpayer  upon  his  return 
(determined  as  provided  in  section  271  (b) 
(1)  and  (3)),  if  a  return  was  made  by  the 
taxpayer  and  an  amount  was  shown  as  the 
tax  by  the  taxpayer  thereon,  plus  (B)  the 
amounts  previously  assessed  (or  collected 
without  assessment)  as  a  deficiency,  over — 

(2)  The  amount  of  rebates,  as  defined  in 
section  271  (b)  (2),  made. 

There  shall  then  be  ascertained  the  decrease 
in  tax  previously  determined  which  results 
solely  from  the  application  of  paragraph  (1) 
or  paragraph  (2)  of  subsection  (a)  of  the 
prior  taxable  year.  The  amount  so  ascer¬ 
tained,  together  with  any  amounts  collected 
as  additions  to  the  tax  or  interest,  as  a  re¬ 
sult  of  paragraph  (1)  or  paragraph  (2)  of 
subsection  (a)  not  having  been  applied  to 
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tfcs  prior  taxable  year  shall  be  the  amount 
by  which  such  tax  is  decreased. 

(4)  Interest.  In  determining  the  amount 
of  credit  under  this  subsection  no  Interest 
shall  be  allowed  with  respect  to  the  amount 
ascertained  under  paragraph  (1)  or  para¬ 
graph  (2);  except  that  if  interest  is  charged 
by  the  United  States  or  the  agency  thereof 
on  account  of  the  disallowance  for  any  pe¬ 
riod  before  the  date  of  the  payment,  repay¬ 
ment,  or  offset,  the  credit  shall  be  increased 
by  an  amount  equal  to  interest  on  the 
amount  ascertained  under  either  such  para¬ 
graph  at  the  same  rate  and  for  the  period 
(prior  to  the  date  of  the  payment,  repay¬ 
ment,  or  offset)  as  interest  is  so  charged. 

(c)  Credit  in  lieu  of  other  credit  or  refund. 
If  a  credit  is  allowed  under  subsection  (b) 
with  respect  to  a  prior  taxable  year  no  other 
credit  or  refund  under  the  internal-revenue 
laws  founded  on  the  application  of  subsec¬ 
tion  (a)  shall  be  made  on  account  of  the 
amount  allowed  with  respect  to  such  tax¬ 
able  year.  If  the  amount  allowable  as  a 
credit  under  subsection  (b)  exceeds  the 
amount  allowed  under  such  subsection,  the 
excess  shall,  for  the  purposes  of  the  internal- 
revenue  laws  relating  to  credit  or  refund  of 
tax.  be  treated  as  an  overpayment  for  the 
prior  taxable  year  which  was  made  at  the 
time  the  payment,  repayment,  or  offset  was 
made. 

(See.  3806  as  added  by  sec.  508,  Rev.  Act  1942; 
amended  by  sec.  701  (c)  (1),  (2),  and  (3), 
Rev.  Act  1943;  sec.  14  (b).  Individual  In¬ 
come  Tax  Act  1944;  sec.  203  Pub.  Law  9 
(82d  Cong.)  J 

5  39.3809  Statutory  provisions;  veri¬ 
fication  of  returns;  penalties  of  perjury. 

Sec.  3809.  Verification  of  returns;  penal¬ 
ties  of  perjury — (a)  Penalties.  Any  person 
who  willfully  makes  and  subscribes  any  re¬ 
turn,  statement,  or  other  document,  which 
contains  or  is  verified  by  a  written  declara¬ 
tion  that  it  is  made  under  the  penalties  of 
perjury,  and  which  he  does  not  believe  to  be 
true  and  correct  as  to  every  material  matter, 
shall  be  guilty  of  a  felony,  and,  upon  con¬ 
viction  thereof,  shall  be  fined  not  more  than 
$2,000  or  Imprisoned  not  more  than  five 
years,  or  both. 

(b)  Signature  presumed  correct.  The  fact 
that  an  individual’s  name  is  signed  to  a 
return,  statement,  or  other  document  filed 
shall  be  prima  facie  evidence  for  all  pur¬ 
poses  that  the  return,  statement,  or  other 
document  was  actually  Bigned  by  him. 

(c)  Verification  in  lieu  of  oath.  The  Com¬ 
missioner,  under  regulations  prescribed  by 
him  with  the  approval  of  the  Secretary’,  may 
require  that  any  return,  statement,  or  other 
document  required  to  be  filed  under  any 
provision  of  the  internal  revenue  laws  shall 
contain  or  be  verified  by  a  written  declaration 
that  it  is  made  under  the  penalties  of  per¬ 
jury.  and  such  declaration  shall  be  in  lieu 
of  any  oath  otherwise  required. 

| Sec.  3809  as  added  by  sec.  4  (a).  Pub.  Law 
271  (81st  Cong.)] 

§  39.3809-1  Verification  by  declara¬ 
tion  in  lieu  of  oath.  If  the  form  officially 
prescribed  for  any  internal  revenue  re¬ 
turn,  statement,  or  other  document  con¬ 
tains  therein  provisions  for  verification 
by  a  written  declaration  that  such  re¬ 
turn,  statement,  or  other  document  is 
made  under  penalties  of  perjury,  such 
return,  statement,  or  other  document 
shall  be  verified  by  the  execution  of  such 
declaration,  and  such  declaration  so  exe¬ 
cuted  shall  be  in  lieu  of  any  oath  other¬ 
wise  required  for  verification  by  law  or  by 
regulations  (including  Treasury  deci¬ 
sions)  prescribed  by  the  Commissioner 
with  the  approval  of  the  Secretary. 


§  39.3810  Statutory  provisions ;  effec¬ 
tive  date  of  self-employment  tax  in 
Puerto  Rico. 

Sec.  3810.  Effective  date  in  case  of  Puerto 
Rico.  If  the  Governor  of  Puerto  Rico  cer¬ 
tifies  to  the  President  of  the  United  States 
that  the  legislature  of  Puerto  Rico  has,  by 
concurrent  resolution,  resolved  that  It  de¬ 
sires  the  extension  to  Puerto  Rico  of  the 
provisions  of  Title  II  of  the  Social  Security 
Act,  the  effective  date  referred  to  in  sections 
1426  (e),  481  (a)  (7),  and  481  (b)  shall  be 
January  1  of  the  first  calendar  year  which 
begins  more  than  ninety  days  after  the  date 
on  which  the  President  receives  such  cer¬ 
tification. 

| Sec.  3810  as  added  by  sec.  208  (b),  Social 
Security  Act  Amendments  1950] 

§  39.3810-1  Effective  date  of  self- 
employment  tax  in  Puerto  Rico.  Since 
the  Governor  of  Puerto  Rico  has  cer¬ 
tified  to  the  President  of  the  United 
States  that  the  Legislature  of  Puerto 
Rico  has,  by  concurrent  resolution,  re¬ 
solved  that  it  desires  the  extension  to 
Puerto  Rico  of  the  provisions  of  Title  II 
of  the  Social  Security  Act,  the  certificate 
having  been  received  by  the  President 
on  September  28,  1950,  the  effective  date 
specified  in  section  3810  is  January  1, 
1951.  See  §  39.481-1  (c)  (7). 

§  39.3811-3812  Statutory  provisions; 
collection  of  taxes  in  Puerto  Rico  and 
Virgin  Islands;  mitigation  of  effect  of 
statute  of  limitations  and  other  provi¬ 
sions  in  case  of  related  taxes  under 
different  chapters. 

Sec.  3811.  Collection  of  taxes  in  Puerto 
Rico  and  Virgin  Islands — (a)  Puerto  Rico. 
Notwithstanding  any  other  provision  of  law 
respecting  taxation  in  Puerto  Rico,  all  taxes 
imposed  by  chapter  1,  and  by  subchapters  A 
and  D  of  chapter  9,  shall  be  collected  under 
the  direction  of  the  Secretary  and  shall  be 
paid  into  the  Treasury  of  the  United  States 
as  Internal  revenue  collections.  All  pro¬ 
visions  of  the  laws  of  the  United  States  ap¬ 
plicable  to  the  administration,  collection,  and 
enforcement  of  any  tax  Imposed  upon  the 
incomes  of  individuals,  estates,  and  trusts 
by  chapter  1  (Including  the  provisions  relat¬ 
ing  to  The  Tax  Court  of  the  United  States), 
and  of  any  tax  imposed  by  subchapter  A  or 
by  subchapter  D  of  chapter  9,  shall,  in  re¬ 
spect  to  such  tax,  extend  to  and  be  applicable 
in  Puerto  Rico  in  the  same  manner  and  to 
the  same  extent  as  if  Puerto  Rico  were  a 
State,  and  as  if  the  term  “United  States” 
when  used  in  a  geographical  sense  Included 
Puerto  Rico. 

(b)  Virgin  Islands.  Notwithstanding  any 
other  provision  of  law  respecting  taxation  in 
the  Virgin  Islands,  all  taxes  imposed  by  sub¬ 
chapter  E  of  chapter  1,  and  by  subchapter 
A  of  chapter  9,  shall  be  collected  under  the 
direction  of  the  Secretary  and  shall  be  paid 
into  the  Treasury  of  the  United  States  as 
Internal  revenue  collections.  All  provisions 
of  the  laws  of  the  United  States  applicable 
to  the  administration,  collection,  and  en¬ 
forcement  of  the  tax  imposed  by  subchapter 
E  of  chapter  1  (including  the  provisions  re¬ 
lating  to  The  Tax  Court  of  the  United 
States),  and  of  any  tax  imposed  by  sub¬ 
chapter  A  of  chapter  9,  shall,  in  respect  to 
such  tax,  extend  to  and  be  applicable  in  the 
Virgin  Islands  in  the  same  manner  and  to 
the  same  extent  as  if  the  Virgin  Islands  were 
a  State,  and  as  if  the  term  “United  States” 
when  used  in  a  geographical  sense  included 
the  Virgin  Islands. 

(c)  Definition.  As  used  in  this  section, 
the  term  “tax”  includes  any  penalty  with 
respect  to  the  tax,  any  addition  to  the  tax. 


and  any  additional  amount  with  respect  to 
the  tax,  provided  for  by  any  law  of  the 
United  States. 

|  Sec.  3811  as  added  by  sec.  208  (b),  Social 
Security  Act  Amendments  1950;  and 
amended  by  sec.  221  (i).  Rev.  Act  1950] 

Sec.  3812.  Mitigation  of  effect  of  statute 
of  limitations  and  other  prortisions  in  case 
of  related  taxes  under  different  chapters — 
(a)  Self-employment  tax  and  tax  on  wages. 
In  the  case  of  the  tax  imposed  by  subchapter 
E  of  chapter  1  (relating  to  tax  on  self, 
employment  income)  and  the  tax  imposed 
by  section  1400  of  subchapter  A  of  chapter  9 
(relating  to  tax  on  employees  under  the 
Federal  Insurance  Contributions  Act) — 

(1)  (i)  If  an  amount  is  erroneously 
treated  as  self-employment  income,  or 

(ii)  If  an  amount  is  erroneously  treated  as 
wages,  and 

(2)  If  the  correction  of  the  error  would 
require  an  assessment  of  one  such  tax  and 
the  refund  or  credit  of  the  other  tax,  and 

(3)  If  at  any  time  the  correction  of  the 
error  is  authorized  as  to  one  such  tax  but 
is  prevented  as  to  the  other  tax  by  any  law 
or  rule  of  law  (other  than  section  3761,  re¬ 
lating  to  compromises), 

then,  if  the  correction  authorized  is  made, 
the  amount  of  the  assessment,  or  the  amount 
of  the  credit  or  refund,  as  the  case  may  be, 
authorized  as  to  the  one  tax  shall  be  re¬ 
duced  by  the  amount  of  the  credit  or  re¬ 
fund,  or  the  amount  of  the  assessment,  as 
the  case  may  be,  which  would  be  required 
with  respect  to  such  other  tax  for  the  cor¬ 
rection  of  the  error  if  such  credit  or  refund, 
or  such  assessment,  of  such  other  tax  were 
not  prevented  by  any  law  or  rule  of  law 
(other  than  section  3761,  relating  to  compro¬ 
mises). 

(b)  Definitions.  For  the  purposes  of  sub¬ 
section  (a)  of  this  section,  the  terms  “self- 
employment  income”  and  “wages”  shall  have 
the  same  meaning  as  when  used  in  section 
481  (b). 

| Sec.  3812  as  added  by  see.  208  (b),  Social 
Security  Act  Amendments  1950J 

§  39.3812-1  Application  of  section. 

(a)  Section  3812  may  be  applied  in  the 
correction  of  a  certain  type  of  error  in¬ 
volving  both  the  tax  on  self-employment 
income  and  the  employee  tax  under  sec¬ 
tion  1400  if  the  correction  of  the  error 
as  to  one  tax  is,  on  the  date  the  correc¬ 
tion  is  authorized,  prevented  in  whole 
or  in  part  by  the  operation  of  any  law 
or  rule  of  law  other  than  section  3761, 
relating  to  compromises.  Examples  of 
such  law  are  sections  275,  311  (b)  and 
(c),  332  (b)  and  (d),  1117  (e),  1635, 
1636,  3746,  and  3772;  sections  272  (f) 
and  322  (c);  section  3760;  and  sections 
3770  (a)  (2),  3774,  and  3775. 

(b)  If  the  liability  for  either  tax  with 
respect  to  which  the  error  was  made  has 
been  compromised  under  section  3761, 
the  provisions  of  section  3812  limiting  the 
correction  with  respect  to  the  other  tax 
do  not  apply. 

(c)  Section  3812  is  not  applicable  if, 
on  the  date  of  the  authorization,  cor¬ 
rection  of  the  effect  of  the  error  is  per¬ 
missible  as  to  both  taxes  without  recourse 
to  such  section. 

(d)  If,  because  an  amount  of  wages 
(as  defined  in  section  1426  (a) )  is  erro¬ 
neously  treated  as  self-employment  in¬ 
come  (as  defined  in  section  481  (b)),  or 
an  amount  of  self-employment  income  is 
erroneously  treated  as  wages,  it  is  neces¬ 
sary  in  correcting  the  error  to  assess  the 
correct  tax  and  give  a  credit  or  refund 
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for  the  amount  of  the  tax  erroneously 
paid,  and  either,  but  not  both,  of  such 
adjustments  is  prevented  by  any  law  or 
rule  of  law  (other  than  section  3761), 
the  amount  of  the  assessment  or  of  the 
credit  or  refund  authorized  shall  reflect 
the  adjustment  which  would  be  made  in 
respect  of  the  other  tax  (either  the  tax 
on  self-employment  income  under  sec¬ 
tion  480  or  the  employee  tax  under  sec¬ 
tion  1400)  but  for  the  operation  of  such 
law  or  rule  of  law.  For  example,  assume 
that  during  1952  A  paid  $10  as  tax  on  an 
amount  erroneously  treated  as  “wages”, 
when  such  amount  was  actually  self- 
employment  income,  and  that  credit  or 
refund  of  the  $10  is  not  barred.  A  should 
have  paid  a  self-employment  tax  of  $15 
on  the  amount.  If  the  assessment  of  the 
correct  tax,  that  is,  $15,  is  barred  by  the 
statute  of  limitations,  no  credit  or  refund 
of  the  $10  shall  be  made  without  offset¬ 
ting  against  such  $10  the  $15,  assessment 
of  which  is  barred.  Thus,  no  credit  or 
refund  in  respect  of  the  $10  can  be  made. 

(e)  As  another  example,  assume  that 
during  1952  a  taxpayer  reports  wages  of 
$3,600  and  net  earnings  from  self-em¬ 
ployment  of  $900.  By  reason  of  the  lim¬ 
itations  of  section  481  (b)  he  shows  no 
self-employment  income.  Assume  fur¬ 
ther  that  by  reason  of  a  final  decision 
by  The  Tax  Court  of  the  United  States, 
further  adjustments  to  his  income  tax 
liability  are  barred.  The  question  of 
the  amount  of  his  wages,  as  defined  in 
section  1426,  was  not  in  issue  in  the  Tax 
Court  litigation,  but  it  is  subsequently 
determined  (within  the  period  of  limita¬ 
tions  applicable  under  the  Federal  In¬ 
surance  Contributions  Act)  that  $700  of 
the  $3,600  reported  as  wages  were  not 
for  employment  as  defined  in  section 
1426  (b),  and  he  is  entitled  to  the  allow¬ 
ance  of  a  refund  of  the  $10.50  tax  paid 
on  such  remuneration  under  section 
1400.  The  reduction  of  his  wages  from 
$3,600  to  $2,900  would  result  in  the  de¬ 
termination  of  $700  self-employment 
income,  the  tax  on  which  is  $15.75  for 
the  year.  The  overpayment  of  $10.50 
would  be  offset  under  section  3812  by  the 
barred  deficiency  of  $15.75,  thus  elimi¬ 
nating  the  refund  otherwise  allowable. 
If  the  facts  were  changed  so  that  the 
taxpayer  erroneously  paid  tax  on  self- 
employment  income  of  $700,  having  been 
taxed  on  only  $2,900  as  wages,  and  with¬ 
in  the  period  of  limitations  applicable 
under  the  Federal  Insurance  Contribu¬ 
tions  Act,  it  is  determined  that  his  wages 
were  $3,600,  the  tax  of  $10.50  under  sec¬ 
tion  1400.  otherwise  collectible,  would  be 
eliminated  by  offsetting  under  section 
3812  the  barred  overpayment  of  $15.75. 
The  balance  of  the  barred  overpayment, 
35.25,  cannot  be  credited  or  refunded. 

<b)  Another  illustration  of  the  opera¬ 
tion  of  this  section  is  the  case  of  a  tax¬ 
payer  who,  for  1952,  is  erroneously  taxed 
°n  $2,500  as  wages,  the  tax  on  which  is 
337.50,  and  who  reports  no  self-employ¬ 
ment  income.  After  the  statute  of  limi¬ 
tations  has  run  on  the  refund  of  the  tax 
under  the  Federal  Insurance  Contribu¬ 
tions  Act,  it  is  determined  that  the 
amount  treated  as  wages  should  have 
tfcen  reported  as  net  earnings  from 
self-employment.  The  taxpayer’s  self¬ 


employment  income  would  then  be  $2,500 
and  the  tax  thereon  would  be  $56.25.  As¬ 
sume  that  the  period  of  limitations  under 
chapter  1  has  not  expired,  and  that  a 
notice  of  deficiency  may  properly  be  is¬ 
sued.  Under  section  3812,  the  amount  of 
the  deficiency  of  $56.25  must  be  reduced 
by  the  barred  overpayment  of  $37.50. 

§  39.3812-2  Law  applicable  in  deter¬ 
mination  of  error.  The  question  of 
whether  there  was  an  erroneous  treat¬ 
ment  of  self-employment  income  or  of 
wages  is  determined  under  the  provisions 
of  law  and  regulations  applicable  with 
respect  to  the  year  or  other  taxable 
period  as  to  which  the  error  was  made. 
The  fact  that  the  error  was  in  pursuance 
of  an  interpretation,  either  judicial  or 
administrative,  accorded  such  provisions 
of  law  and  regulations  at  the  time  of 
such  action  is  not  necessarily  determina¬ 
tive  of  this  question.  For  example,  if  a 
later  judicial  decision  authoritatively  al¬ 
ters  such  interpretation  so  that  such 
action  was  contrary  to  such  provisions 
of  the  law  and  regulations  as  later  inter¬ 
preted,  the  error  is  within  the  meaning 
of  section  3812. 

§  39.3813  Statutory  provisions;  re¬ 
quirements  for  exemption  of  certain  or¬ 
ganizations  under  section  101  (6)  and 
for  deductibility  of  contributions  made  to 
such  organizations. 

Sec.  3813.  Requirements  for  exemption  of 
certain  organizations  under  section  101  (6) 
and  for  deductibility  of  contributions  made 
to  such  organizations — (a)  Organizations  to 
which  section  applies.  This  section  shall  ap¬ 
ply  to  any  organization  described  in  section 
101  (6)  except — 

(1)  A  religious  organization  (other  than  a 
trust) ; 

(2)  An  educational  organization  which 
normally  maintains  a  regular  faculty  and 
curriculum  and  normally  has  a  regularly  en¬ 
rolled  body  of  pupils  or  students  in  attend¬ 
ance  at  the  place  where  its  educational  activ¬ 
ities  are  regularly  carried  on; 

(3)  An  organization  which  normally  re¬ 
ceives  a  substantial  part  of  its  support  (ex¬ 
clusive  of  income  received  in  the  exercise  or 
performance  by  such  organization  of  its 
charitable,  educational,  or  other  purpose  or 
function  constituting  the  basis  for  its  exemp¬ 
tion  under  section  101  (6) )  from  the  United 
States  or  any  State  or  political  subdivision 
thereof  or  from  direct  or  indirect  contribu¬ 
tions  from  the  general  public; 

(4)  An  organization  which  Is  operated, 
supervised,  controlled,  or  principally  sup¬ 
ported  by  a  religious  organization  (other 
than  a  trust)  which  is  itself  not  subject  to 
the  provisions  of  this  section;  and 

(5)  An  organization  the  principal  purposes 
or  functions  of  which  are  the  providing  of 
medical  or  hospital  care  or  medical  educa¬ 
tion  or  medical  research. 

(b)  Prohibited  transactions.  For  the  pur¬ 
poses  of  this  section,  the  term  “prohibited 
transaction”  means  any  transaction  in  which 
an  organization  subject  to  the  provisions  of 
this  section — 

( 1 )  Lends  any  part  of  its  income  or  corpus, 
without  the  receipt  of  adequate  security  and 
a  reasonable  rate  of  interest,  to; 

(2)  Pays  any  compensation,  in  excess  of  a 
reasonable  allowance  for  salaries  or  other 
compensation  for  personal  services  actually 
rendered,  to; 

(3)  Makes  any  part  of  its  services  available 
on  a  preferential  basis  to; 

(4)  Makes  any  substantial  purchase  of 
securities  or  any  other  property,  for  more 


than  adequate  consideration  in  money  or 
money’s  worth,  from; 

(5)  Sells  any  substantial  part  of  its  securi¬ 
ties  or  other  property,  for  less  than  an  ade¬ 
quate  consideration  in  money  or  money’s 
worth,  to;  or 

(0)  Engages  in  any  other  transaction 
which  results  in  a  substantial  diversion  of 
its  income  or  corpus  to; 

the  creator  of  such  organization  (if  a  trust); 
a  person  who  has  made  a  substantial  con¬ 
tribution  to  such  organization;  a  member 
of  the  family  (as  defined  in  section  24  (b) 
(2)  (D) )  of  an  individual  who  is  the  creator 
of  such  trust  or  who  has  made  a  substantial 
contribution  to  such  organization;  or  a  cor¬ 
poration  controlled  by  such  creator  or  per¬ 
son  through  the  ownership,  directly  or  in¬ 
directly,  of  50  per  centum  or  more  of  the 
total  combined  voting  power  of  all  classes 
of  stock  entitled  to  vote  or  50  per  centum  or 
more  of  the  total  value  of  shares  of  all 
classes  of  stock  of  the  corporation. 

(c)  Denial  of  exemption  to  organizations 
engaged  in  prohibited  transactions — (1) 
General  rule.  No  organization  subject  to  the 
provisions  of  this  section  which  has  engaged 
in  a  prohibited  transaction  after  July  1,  1950, 
shall  be  exempt  from  taxation  under  section 
101  (6). 

(2)  Taxable  years  affected.  An  organiza¬ 
tion  shall  be  denied  exemption  from  taxa¬ 
tion  under  section  101  (6)  by  reason  of  para¬ 
graph  (1)  only  for  taxable  years  subsequent 
to  the  taxable  year  during  which  it  is  notified 
by  the  Secretary  that  it  has  engaged  in  a  pro¬ 
hibited  transaction,  unless  such  organization 
entered  into  such  prohibited  transaction 
with  the  purpose  of  diverting  corpus  or  in¬ 
come  of  the  organization  from  its  exempt 
purposes,  and  such  transaction  involved  a 
substantial  part  of  the  corpus  or  Income  of 
such  organization. 

(d)  Future  status  of  organization  denied 
exemption.  Any  organization  denied  exemp¬ 
tion  under  section  101  (6)  by  reason  of  the 
provisions  of  subsection  (c),  with  respect  to 
any  taxable  year  following  the  taxable  year 
in  which  notice  of  denial  of  exemption  was 
received,  may,  under  regulations  prescribed 
by  the  Secretary,  file  claim  for  exemption,  and 
if  the  Secretary,  pursuant  to  such  regula¬ 
tions,  is  satisfied  that  such  organization  will 
not  knowingly  again  engage  in  a  prohibited 
transaction,  such  organization  shall  be 
exempt  with  respect  to  taxable  years  subse¬ 
quent  to  the  year  in  which  such  claim  is  filed. 

(e)  Disallowance  of  certain  charitable,  etc., 
deductions.  No  gift  or  bequest  for  religious, 
charitable,  scientific,  literary,  or  educational 
purposes  (including  the  encouragement  of 
art  and  the  prevention  of  cruelty  to  children 
or  animals),  otherwise  allowable  as  a  deduc¬ 
tion  under  section  23  (o)  (2),  23  (q)  (2), 
162  (a),  505  (a)  (2),  •  *  •  shall  be 
allowed  as  a  deduction  if  made  to  an  organ¬ 
ization  which,  in  the  taxable  year  of  the 
organization  in  which  the  gift  or  bequest  is 
made,  is  not  exempt  under  section  101  (6) 
by  reason  of  the  provisions  of  this  section. 
With  respect  to  any  taxable  year  of  the  organ¬ 
ization  for  which  the  organization  is  not 
exempt  pursuant  to  the  provisions  of  subsec¬ 
tion  (c)  by  reason  of  having  engaged  in  a 
prohibited  transaction  with  the  purpose  of 
diverting  the  corpus  or  income  of  such  organ¬ 
ization  from  its  exempt  purposes  and  such 
transaction  involved  a  substantial  part  of 
such  corpus  or  income,  and  which  taxable 
year  is  the  same,  or  prior  to  the,  taxable  year 
of  the  organization  in  which  such  trans¬ 
action  occurred,  such  deduction  shall  be  dis¬ 
allowed  the  donor  only  if  such  donor  or  (if 
such  donor  is  an  individual)  any  member  of 
his  family  (as  defined  in  section  24  (b)  (2) 
(D) )  was  a  party  to  such  prohibited  trans¬ 
action. 

(f)  Definition.  For  the  purposes  of  this 
section,  the  term  "gift  or  bequest”  means  any 


6198 

gift,  contribution,  bequest,  devise,  legacy,  or 
transfer. 

[Sec.  3813  as  added  by  sec.  331,  Rev.  Act  1950] 

§  39.3813-1  Denial  of  exemption  to 
organizations  engaged  in  prohibited 
transactions,  (a)  The  prohibited  trans¬ 
actions  enumerated  in  section  3813  (b) 
are  in  addition  to  and  not  in  limitation 
of  the  restrictions  contained  in  section 
101  (6).  Even  though  an  organization 
has  not  engaged  in  any  of  the  prohibited 
transactions  referred  to  in  section  3813 
(b),  it  still  may  not  qualify  for  tax  ex¬ 
emption  in  view  of  the  general  provisions 
of  section  101  (6).  Thus,  if  a  trustee  or 
other  fiduciary  of  the  organization 
(whether  or  not  he  is  also  a  creator  of 
such  organization)  enters  into  a  trans¬ 
action  with  the  organization,  such  trans¬ 
action  will  be  closely  scrutinized  in  the 
light  of  the  fiduciary  principle  requiring 
undivided  loyalty  to  ascertain  whether 
the  organization  is  in  fact  being  oper¬ 
ated  for  the  stated  exempt  purposes. 

(b)  An  organization  described  in  sec¬ 
tion  101  (6),  other  than  an  organization 
excepted  by  section  3813  (a),  which  has 
engaged  in  any  prohibited  transaction 
(as  described  in  section  3813  (b) )  after 
July  1,  1950,  shall  not  be  exempt  from 
taxation  under  section  101  (6)  for  any 
taxable  year  subsequent  to  the  taxable 
year  in  which  there  is  mailed  to  it  a 
notice  in  writing  by  the  Commissioner 
that  it  has  engaged  in  such  prohibited 
transaction.  Such  notification  by  the 
Commissioner  shall  be  by  registered  mail 
to  the  last  known  address  of  the  organi¬ 
zation.  However,  notwithstanding  the 
requirement  of  notification  by  the  Com¬ 
missioner,  exemption  shall  be  denied 
with  respect  to  any  taxable  year  if  such 
organization  during  or  prior  to  such  tax¬ 
able  year  commenced  the  prohibited 
transaction  with  the  purpose  of  divert¬ 
ing  income  or  corpus  from  its  exempt 
purposes  and  such  transaction  involved 
a  substantial  part  of  the  income  or 
corpus  of  such  organization.  For  the 
purpose  of  this  section,  the  term  “taxable 
year”  means  the  established  annual  ac¬ 
counting  period  of  the  organization;  or, 
if  the  organization  has  no  such  estab¬ 
lished  annual  accounting  period,  the 
•‘taxable  year”  of  the  organization  means 
the  calendar  year. 

(c)  The  application  of  section  3813  (b) 
may  be  illustrated  by  the  following  ex¬ 
amples: 

Example  ( 1 ).  A  creates  a  foundation  in 
1949  ostensibly  for  educational  purposes.  B, 
as  trustee,  accumulates  the  foundation’s  in¬ 
come  from  1952  until  1955  and  then  uses  a 
substantial  part  of  this  accumulated  income 
to  send  A’s  children  to  college.  The  founda¬ 
tion  would  lose  its  exemption  for  the  taxable 
years  1952  through  1955  and  for  subsequent 
taxable  years  until  it  regains  its  exempt 
status. 

Example  (2).  If  under  the  facts  in  ex¬ 
ample  ( 1 )  such  private  benefit  was  the  pur¬ 
pose  of  the  foundation  from  its  inception, 
such  foundation  is  not  exempt  by  reason  of 
the  general  provisions  of  section  101  (6), 
without  regard  to  the  provisions  of  sec¬ 
tion  3813,  for  all  years  since  its  inception, 
that  is,  for  the  taxable  years  1949  through 
1955  and  subsequent  taxable  years,  since  un¬ 
der  section  101  (6)  the  organization  must  be 
organized  and  operated  exclusively  for  ex¬ 
exempt  purposes,  ;See  f  39.101  (6)— 1.  See 
also  S  39.3814-1  for  loss  of  exemption  In  the 


RULES  AND  REGULATIONS 

case  of  certain  organizations  accumulating 
Income. 

§  39.3813-2  Future  status  of  organi¬ 
zation  denied  exemption,  (a)  Any  or¬ 
ganization  denied  exemption  under  sec¬ 
tion  101  (6)  by  reason  of  the  provisions 
of  section  3813  (c)  may  file,  in  any  tax¬ 
able  year  following  the  taxable  year  in 
which  notice  of  denial  of  exemption 
was  issued,  a  claim  for  exemption  with 
the  district  director  of  internal  revenue 
for  the  internal  revenue  district  in  which 
is  located  the  principal  place  of  business 
or  principal  office  of  the  organization. 
Form  1023,  the  exemption  application,  a 
copy  of  which  may  be  obtained  from  any 
district  director  of  internal  revenue,  shall 
be  used  for  this  purpose.  The  claim 
must  contain  or  have  attached  to  it,  in 
addition  to  the  information  generally  re¬ 
quired  of  an  organization  claiming  ex¬ 
emption  under  section  101  (6),  an  affi¬ 
davit,  by  a  principal  officer  of  such  or¬ 
ganization  authorized  to  make  such  affi¬ 
davit,  that  the  organization  will  not 
knowingly  again  engage  in  a  prohibited 
transaction.  See  §  39.101-1  for  proof 
of  exemption  requirements  in  general. 

(b)  If  the  Commissioner  is  satisfied 
that  such  organization  will  not  know¬ 
ingly  again  engage  in  a  prohibited  trans¬ 
action  and  that  the  organization  also 
satisfies  all  other  requirements  under  sec¬ 
tion  101  (6),  he  shall  so  notify  the  or¬ 
ganization  in  writing.  In  such  case  the 
organization  will  be  exempt  (subject  to 
the  provisions  of  sections  101  (6),  3813, 
and  3814)  with  respect  to  the  taxable 
years  subsequent  to  the  taxable  year  in 
which  such  claim  is  filed.  Section  3813 
contemplates  that  an  organization  de¬ 
nied  exemption  because  of  the  terms  of 
such  section  will  be  subject  to  taxation 
fcr  at  least  one  full  taxable  year.  For 
the  purpose  of  this  section,  the  term 
“taxable  year”  means  the  established 
annual  accounting  period  of  the  organi¬ 
zation;  or,  if  the  organization  has  no 
such  established  annual  accounting 
period,  the  “taxable  year”  of  the  organi¬ 
zation  means  the  calendar  year. 

§  39.3813-3  Disallowance  of  certain 
charitable,  etc.,  deductions,  (a)  No  gift 
or  contribution  w’hich  would  otherwise 
be  allowable  as  a  charitable  or  other  de¬ 
duction  under  section  23  (o)  (2),  23  (q) 
(2),  162  (a),  or  505  (a)  (2),  shall  be  al¬ 
lowed  as  a  deduction  if  made  to  an  or¬ 
ganization  which  at  the  time  the  gift  or 
contribution  is  made  is  not  exempt  under 
section  101  (6)  by  reason  of  the  provi¬ 
sions  of  section  3813. 

(b)  If  an  organization,  which  receives 
a  gift  or  contribution,  is  not  exempt 
under  section  101  (6)  because  it  engaged 
in  a  prohibited  transaction  involving  a 
substantial  part  of  its  income  or  corpus 
with  the  purpose  of  diverting  its  income 
or  corpus  from  its  exempt  purposes,  and 
if  the  taxable  year  of  the  organization 
during  which  such  gift  or  contribution 
is  made  is  the  same  as,  or  is  prior  to, 
the  taxable  year  of  the  organization  in 
which  such  transaction  occurred,  then  a 
deduction  by  the  donor  with  respect  to 
the  gift  or  contribution  shall  not  be 
disallowed  under  paragraph  (a)  of  this 
section  unless  the  donor  (or  any  member 
of  his  family  if  the  donor  is  an  individ¬ 


ual)  is  a  party  to  such  prohibited  trans¬ 
action.  For  the  purpose  of  the  preceding 
sentence,  the  members  of  an  individual 
donor’s  family  include  only  his  brothers 
and  sisters,  w’hether  by  whole  or  half 
blood,  spouse,  ancestors,  and  lineal 
descendants. 

(c)  The  application  of  section  3813  (e) 
may  be  illustrated  by  the  following  ex¬ 
ample: 

Example.  In  1952,  corporation  A,  which 
files  its  income  tax  returns  on  the  calendar 
year  basis,  creates  a  foundation  purportedly 
for  charitable  purposes  and  deducts  from  Its 
gross  income  for  that  year  the  amount  of  the 
gift  to  the  foundation.  Corporation  A  makes 
additional  gifts  to  this  foundation  in  1953, 
1954,  and  1955,  and  takes  charitable  deduc¬ 
tions  for  such  years.  B,  an  Individual,  also 
contributes  to  the  foundation  in  1953,  1954, 
and  1955,  and  takes  charitable  deductions  for 
such  years.  In  1953,  the  foundation  com¬ 
mences  purposely  to  divert  its  corpus  to  the 
benefit  of  corporation  A,  and  a  substantial 
amount  of  such  corpus  is  so  diverted  by  the 
close  of  the  taxable  year  1954.  For  1953 
and  subsequent  taxable  years,  the  exemption 
allowed  the  foundation  under  section  101  (6) 
is  denied  by  reason  of  the  provisions  of  sec¬ 
tion  3813  (c).  Both  corporation  A  and  in¬ 
dividual  B  would  be  disallowed  any  deduc¬ 
tion  for  the  contributions  made  during  1955 
to  the  foundation.  Moreover,  the  charitable 
deductions  taken  by  corporation  A  for  con¬ 
tributions  to  the  foundation  in  the  years 
1953  and  1954  would  also  be  disallowed  since 
corporation  A  was  a  party  to  the  prohibited 
transaction.  If  the  facts  and  surrounding 
circumstances  indicate  that  the  contribution 
in  1952  by  corporation  A  was  for  the  purpose 
of  the  prohibited  transaction,  then  the  char¬ 
itable  deduction  for  the  year  1952  shall 
also  be  disallowed  with  respect  to  corpora¬ 
tion  A,  since  the  prohibited  transaction 
would  then  have  commenced  with  the  mak¬ 
ing  of  such  contribution  and  the  exemption 
allowed  the  foundation  under  section  101 
(6)  would  then  be  denied  for  1952  by  reason 
of  provisions  of  section  3813  (e). 

§  39.3814  Statutory  provisions;  denial 
of  exemption  under  section  101  ( 6 )  in 
the  case  of  certain  organizations  ac¬ 
cumulating  income. 

Sec.  3814.  Denial  of  exemption  under  sec¬ 
tion  101  (6)  in  the  case  of  certain  organiza¬ 
tions  accumulating  income.  In  the  case  ol 
any  organization  described  in  section  101 
(6)  to  which  section  3813  is  applicable,  U 
the  amounts  accumulated  out  of  income 
during  the  taxable  year  or  any  prior  taxable 
year  and  not  actually  paid  out  by  the  end 
of  the  taxable  year — 

(1)  Are  unreasonable  in  amount  or  dura¬ 
tion  in  order  to  carry  out  the  charitable,  edu¬ 
cational,  or  other  purpose  or  function  con¬ 
stituting  the  basis  for  such  organization’s 
exemption  under  section  101  (6);  or 

(2)  Are  used  to  a  substantial  degree  for 
purposes  or  functions  other  than  those  con¬ 
stituting  the  basis  for  such  organization’s 
exemption  under  section  101  (6):  or 

(3)  Are  invested  in  such  a  manner  as  to 
Jeopardize  the  carrying  out  of  the  charitable, 
educational,  or  other  purpose  or  function 
constituting  the  basis  for  such  organiza¬ 
tion’s  exemption  under  section  101  (6), 

exemption  under  section  101  (6)  shall  be 
denied  for  the  taxable  year. 

[Sec.  3814  as  added  by  sec.  331,  Rev.  Act 
1950  J 

§  39.3814-1  Denial  of  exemption  undei 
section  101  (6)  in  the  case  of  certain 
organizations  accumulating  incomt 
(a)  The  restrictions  enumerated  in  sec* 
tion  3814  are  in  addition  to  and  not  io 
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limitation  of  the  restrictions  contained 
in  section  101  <6).  Even  though  an  or¬ 
ganization  has  not  violated  any  of  the 
terms  of  section  3814,  it  still  may  not 
qualify  for  tax  exemption  in  view  of  the 
general  provisions  of  section  101  (6). 
Thus,  if  a  trustee  or  other  fiduciary  of 
the  organization  (whether  or  not  he  is 
also  a  creator  of  such  organization)  en¬ 
ters  into  a  transaction  with  the  organ¬ 
ization,  such  transaction  will  be  closely 
scrutinized  in  the  light  of  the  fiduciary 
principle  requiring  undivided  loyalty  to 
ascertain  whether  the  organization  is  in 
fact  being  operated  for  the  stated  ex¬ 
empt  purposes. 

(b)  Any  organization  described  in  sec¬ 

tion  101  (6)  other  than  an  organization 
described  in  section  3813  (a)  (1) 

through  (5),  inclusive,  shall  not  be  ex¬ 
empt  under  section  101  (6)  if  the 

amounts  accumulated  out  of  income 
during  the  taxable  year,  or  any  prior 
taxable  year,  and  not  actually  paid  out 
for  exempt  purposes  by  the  end  of  the 
taxable  year,  are  unreasonable. 
Amounts  accumulated  out  of  income  be¬ 
come  unreasonable  when  more  income 
is  accumulated  than  is  needed,  or  when 
the  duration  of  the  accumulation  is 
longer  than  is  needed,  in  order  to  carry 
out  the  purpose  constituting  the  basis 
for  the  organization’s  exemption.  Fur¬ 
thermore,  an  organization  shall  not  be 
exempt  under  section  101  (6)  if  amounts 
accumulated  out  of  income  are  used  to 
a  substantial  degree  for  purposes  or  func¬ 
tions  other  than  those  constituting  the 
basis  for  the  organization’s  exemption, 
or  if  such  amounts  are  invested  in  such 
a  manner  as  to  jeopardize  the  carrying 
out  of  the  purpose  or  function  constitut¬ 
ing  the  basis  for  the  organization’s  ex¬ 
emption. 

(c)  For  the  purpose  of  section  3814, 
the  term  “income”  means  gains,  profits, 
and  income  determined  under  the  prin¬ 
ciples  applicable  in  determining  the 
earnings  or  profits  of  a  corporation.  The 
amount  accumulated  out  of  income  dur¬ 
ing  the  taxable  year  or  any  prior  taxable 
year  shall  be  determined  under  the  prin¬ 
ciples  applicable  in  determining  the  ac¬ 
cumulated  earnings  or  profits  of  a 
corporation.  In  determining  the  reason¬ 
ableness  of  an  accumulation  out  of  in¬ 
come,  there  will  be  disregarded  the 
following :  ( 1 )  The  accumulation  of  gain 
upon  the  sale  or  exchange  of  a  donated 
asset  to  the  extent  that  such  gain  repre¬ 
sents  the  excess  of  the  fair  market  value 
of  such  assets  when  acquired  by  the  or¬ 
ganization  over  its  substituted  basis  in 
the  hands  of  the  organization;  (2)  the 
accumulation  of  gain  upon  the  sale  or 
exchange  of  property  held  for  the  pro¬ 
duction  of  investment  income,  such  as 
dividends,  interest,  and  rents,  where  the 
proceeds  of  such  sale  or  exchange  are 
within  a  reasonable  time  reinvested  in 
Property  acquired  and  held  in  good  faith 
for  the  production  of  investment  income. 

(d)  Whether  the  conditions  specified 
Jn  paragraphs  (1),  (2),  and  (3)  of  sec¬ 
tion  3814  are  present  in  any  case  must  be 
determined  from  all  the  facts.  The  con¬ 
ditions  specified  in  section  3814  (1),  (2), 
and  (3)  may  result  from  the  use  of  only 
one  organization  or  of  a  chain  of  two  or 
more  organizations. 
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(e)  An  organization  that  has  lost  its 
exempt  status  by  reason  of  the  provisions 
of  section  3814  may,  in  order  to  reestab¬ 
lish  its  exemption,  file  a  claim  for  exemp¬ 
tion  with  the  district  director  of  internal 
revenue  for  the  internal  revenue  district 
in  which  is  located  the  principal  place  of 
business  or  principal  office  of  the  organi¬ 
zation.  Form  1023,  the  exemption  appli¬ 
cation,  a  copy  of  which  may  be  obtained 
from  any  district  director  of  internal 
revenue,  shall  be  used  for  this  purpose. 
The  claim  for  exemption  must  contain 
or  be  accompanied  by  information  or 
evidence  showing  that  the  circumstances 
that  caused  the  loss  of  exemption  under 
section  3814  no  longer  exist,  and  an 
affidavit,  by  a  principal  officer  of  such 
organization  authorized  to  make  such 
affidavit,  that  the  organization  will  not 
knowingly  again  violate  the  terms  of 
section  3814.  See  §  39.101-1  for  proof 
of  exemption  requirements  in  general. 
The  provisions  of  section  3814  contem¬ 
plate  that  an  organization  denied  ex¬ 
emption  thereunder  will  be  subject  to 
taxation  for  at  least  one  full  taxable  year. 
For  the  purpose  of  this  section,  the  term 
“taxable  year”  means  the  established 
annual  accounting  period  of  the  organi¬ 
zation;  or,  if  the  organization  has  no 
such  established  annual  accounting  pe¬ 
riod,  the  “taxable  year”  of  the  organi¬ 
zation  means  the  calendar  year. 

(f)  In  the  case  of  an  organization 
denied  exemption  under  section  101  (6) 
solely  by  reason  of  the  provisions  of  sec¬ 
tion  3814,  deductions  otherwise  allow¬ 
able  under  section  23  (o)  (2),23(q)  (2), 
162  (a),  or  505  (a)  (2)  for  gifts  or  con¬ 
tributions  to  such  organization  shall  not 
be  disallowed. 

§  39.4041  Statutory  provisions ;  issue 
of  instructions,  regulations,  and  forms. 

Sec.  4041.  Issue  of  instructions,  regula¬ 
tions,  and  forms — (a)  In  general.  The  Sec¬ 
retary  shall  prescribe  forms  of  entries,  oaths, 
bonds,  and  other  papers,  and  rules  and  regu¬ 
lations,  not  inconsistent  with  law,  to  be  used 
under  and  in  the  execution  and  enforcement 
of  the  various  provisions  of  the  internal  reve¬ 
nue  laws;  and  he  shall  give  such  directions 
to  collectors  and  prescribe  such  rules  and 
forms  to  be  observed  by  them  as  may  be 
necessary  for  the  proper  execution  of  the  law. 

§  39.4047  (a)  Statutory  provisions; 
penalties  for  disclosure  of  information  by 
officers  and  employees  of  the  United 
States. 

Sec.  4047.  Penalties — (a)  Disclosure  of  in¬ 
formation  by  officers  and  employees  of  the 
United  States — (1)  Operations  of  manufac¬ 
turer  or  producer.  It  shall  be  unlavful  for 
any  collector,  deputy  collector,  agent,  clerk, 
or  other  officer  or  employee  of  the  United 
States  to  divulge  or  to  make  known  in  any 
manner  whatever  not  provided  by  law  to  any 
person  the  operations,  style  of  work,  or  ap¬ 
paratus  of  any  manufacturer  or  producer 
visited  by  him  in  the  discharge  of  his  official 
duties;  and  any  offense  against  the  foregoing 
provision  shall  be  a  misdemeanor  and  be 
punished  by  a  fine  not  exceeding  $1,000  or 
by  imprisonment  not  exceeding  bne  year,  or 
both,  at  the  discretion  of  the  court;  and  the 
offender  shall  be  dismissed  from  office  or  dis¬ 
charged  from  employment.  The  provisions 
of  this  paragraph  shall  apply  to  internal 
revenue  agents  as  fully  as  to  internal  revenue 
officers. 

(2)  Income  tax  data.  For  penalty  for  dis¬ 
closing  income  tax  data,  see  section  55 

(f)  (1). 
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Subpart  G — Miscellaneous  Provisions 

§  39.6000-1  Extension  of  time  for 
making  certain  elections,  (a)  If  in  the 
regulations  in  this  part  a  time  is  fixed  on 
or  before  which  an  election  or  an  appli¬ 
cation  for  relief  may  be  made  by  the  tax¬ 
payer  and  such  time  is  not  expressly  pro¬ 
vided  in  the  law,  the  Commissioner  in  his 
discretion  may,  for  good  cause  shown,  ex¬ 
cept  as  provided  in  the  next  paragraph, 
grant  a  reasonable  extension  of  time  for 
the  making  of  such  election  or  applica¬ 
tion  if  request  for  such  extension  is  filed 
with  the  Commissioner  before  the  time 
fixed  for  making  such  election  or  appli¬ 
cation  or  within  such  time  thereafter  as 
the  Commissioner  may  consider  reason¬ 
able  under  the  circumstances  and  it  is 
shown  to  the  satisfaction  of  the  Commis¬ 
sioner  that  the  granting  of  the  extension 
will  not  jeopardize  the  interests  of  the 
Government. 

(b)  The  time  fixed  in  the  regulations 
in  this  part  will  not  be  extended  by  the 
Commissioner  in  such  cases  as  the  fol¬ 
lowing:  (1)  An  election  required  to  be 
made  in  or  with  the  taxpayer’s  original 
income  tax  return;  (2)  an  election  re¬ 
quired  to  be  exercised  by  the  filing  of  a 
claim  for  credit  or  refund  unless  such 
election  is  required  to  be  exercised  at  a 
time  fixed  by  the  regulations  in  this 
part,  which  time  is  before  the  date  of 
the  expiration  of  the  period  of  limita¬ 
tions  provided  in  section  322,  or  an  elec¬ 
tion  required  to  be  filed  a  petition  to  the 
Tax  Court;  (3)  an  application  for  per¬ 
mission  to  change  a  previous  election; 
or  (4)  an  application  for  permission  to 
change  an  accounting  method  as  de¬ 
scribed  in  §§  39.41-2  and  39.123-1,  an 
application  for  permission  to  change 
an  accounting  period  as  described  in 
§  39.46-1,  or  an  application  for  permis¬ 
sion  to  change  the  method  of  treating 
bad  debts  as  described  in  §  39.23  (k)-l. 

In  pursuance  of  the  Internal  Revenue 
Code,  the  regulations  in  this  part  (Regu¬ 
lations  118)  are  hereby  prescribed,  appli¬ 
cable  to  taxable  years  beginning  after 
December  31, 1951.  Such  regulations  in¬ 
clude  those  provisions  contained  in  Part 
29,  26  CFR,  1949  ed.,  supps.  (Regulations 
111)  which  have  application  to  taxable 
years  beginning  after  December  31,  1951. 
Because  the  provisions  of  the  regulations 
in  this  part  are  provisions  which  have 
heretofore  been  prescribed  pursuant  to 
the  Administrative  Procedure  Act,  ap¬ 
proved  June  11,  1946,  it  is  found  unnec¬ 
essary  to  issue  such  regulations  with  no¬ 
tice  and  public  procedure  thereon  under 
section  4  (a)  of  the  Administrative  Pro¬ 
cedure  Act  or  subject  to  the  effective  date 
limitation  of  section  4  (c)  of  that  Act. 
The  regulations  in  Part  29  (Regulations 
111),  insofar  as  they  relate  to  income 
taxes  for  taxable  years  beginning  after 
December  31,  1951,  are  hereby  super¬ 
seded. 

[seal]  T.  Coleman  Andrews, 
Commissioner  of  Internal  Revenue. 

Approved;  September  23,  1953. 

G.  M.  Humphrey, 

Secretary  of  the  Treasury. 

[F.  R.  Doc.  53-8286;  Filed,  Sept.  25,  1953; 
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